New Laws

RIA Special Study: Energy bill conference agreement carries numerous tax changes

Congress passed the energy bill (H.R. 6, the Energy Policy Act of 2005), before it adjourns for the August 2005 recess. A summary of the tax title of the energy bill has been released, along with a 133-page “Description and Technical Explanation of the Conference Agreement of H.R. 6, Title XIII, Energy Tax Incentives Act of 2005” and legislative language of the bill. In broad terms, the tax provisions in the energy bill consist of cost recovery and tax credit incentives for energy production, including renewable and alternative energy, and tax credits and deductions for energy efficiency and conservation measures. 

Here's a summary of the more widely applicable tax changes in the energy bill. 

Energy efficiency and conservation measures. The energy bill includes a number of tax incentives for consumers to buy energy efficient assets and for manufacturers and builders to provide them. Here's a summary: 

· New tax credits for the purchase of hybrid, fuel cell, advanced lean burn diesel and other alternative power vehicles. The size of the credit varies depending on the weight class of the vehicle and the rated fuel economy. The credit applies to vehicles placed in service after 2005, with termination dates varying with the type of alternative power vehicle. Additionally, Code Sec. 179A (current law deduction for certain clean fuel vehicles and refueling property) sunsets after 2005 (instead of after 2006, as under current law). 

· New 30% tax credit for the purchase of qualifying residential solar water heating, photovoltaic equipment, and fuel cell property. The maximum credit is $2,000 (for solar equipment) and $500 for each kilowatt of capacity (for fuel cells). The credit applies for property placed in service after 2005 and before 2008. 

· New 30% business tax credit for the purchase of fuel cell power plants and a 10% credit for the purchase of stationary microturbine power plants, effective for periods after Dec. 31, 2005 and before Jan. 1, 2008, for property placed in service in tax years ending after Dec. 31, 2005. 

· New 10% personal tax credit for energy efficient improvements to existing homes. The lifetime maximum credit per taxpayer is $500 and applies for property placed in service after Dec. 31, 2005 and before Jan. 1, 2008. 

· New business tax credit for the construction of new energy efficient homes. The credit is either $2,000 or $1,000 per home, depending on the type of home and the energy reduction standard it meets. The credit applies to homes whose construction is substantially completed after Dec. 31, 2005, and which are purchased after Dec. 31, 2005 and before Jan. 1, 2008. 

· New deduction for energy efficient commercial buildings meeting a 50% energy reduction standard. The deduction (generally $1.80 per square foot, but 60¢ per square foot in some cases) is effective for property placed in service after Dec. 31, 2005 and before Jan. 1, 2008. 

· New manufacturers' tax credit for energy efficient dishwashers, clothes washers, and refrigerators manufactured in 2006 and 2007. 

· Tax breaks for energy production. 
Other tax changes. The energy bill includes a number of other tax changes, including: 

... Modification of the recapture rules for amortizable Code Sec. 197 intangibles. If multiple Code Sec. 197 intangibles are sold or disposed of in a single transaction or series of transactions, the seller must calculate recapture as if all of the Code Sec. 197 intangibles were a single asset. This applies for dispositions of property after the enactment date.

New energy tax breaks for commercial realty—deduction for energy efficient commercial buildings                                    Code Sec. 179D , as added by Act § 1331
One of the more widely applicable provisions in the Energy Tax Act passed by Congress and awaiting the President's signature is a brand-new deduction for expenses incurred for energy-efficient commercial buildings. It's a major incentive for building owners to upgrade their systems and for those building new structures to design them in an energy-efficient manner. 

RIA observation: The deduction is available whether the building is new or used. 

Here's an overview of how this new deduction will work when it goes into effect (i.e., for qualifying property placed in service after 2005). 

New deduction. The maximum energy efficient commercial building (EECB) deduction is equal to (1) $1.80 per building square foot (60¢ per building square foot, for certain separate building systems), less (2) the aggregate amount of EECB deductions allowed for the building for prior years. ( Code Sec. 179D(b) , Code Sec. 179D(d)) 
Qualifying for the maximum deduction. The new deduction is available only if the EECB property meets all of the following conditions: 

... It is property that is otherwise depreciable or amortizable. 

... It is installed on or in any building located in the U.S. that is within the scope of Standard 90.1-2001 of the American Society of Heating, Refrigerating, and Air Conditioning Engineers and the Illuminating Engineering Society of North America (ASHRAE/IESNA). 

... It is installed as part of (a) the interior lighting systems, (b) the heating, cooling, ventilation, and hot water systems, or (c) the building envelope. 

... It is certified as being installed as part of a plan designed to reduce the total annual energy and power costs with respect to the interior lighting systems, heating, cooling, ventilation, and hot water systems of the building, by 50% or more in comparison to a reference building which meets the minimum requirements of Standard 90.1-2001 (as in effect on April 2, 2003). ( Code Sec. 179D(c) ) 
Who gets the deduction? The Energy Act is not clear on this point. However, it implies that the EECB deduction generally may be claimed by the building owner unless the EECB property is installed on or in property owned by a federal, state or local government (or political subdivision). Here, under regs to be issued, the deduction will be allocated to “the person primarily responsible for designing the property in lieu of the owner of such property,” who will be treated as “the taxpayer” for purposes of Code Sec. 179D . ( Code Sec. 179D(a) ) 
Partial allowance of EECB deduction. In general, if a building does not meet the overall building requirement of a 50% energy savings, a partial deduction is allowed for each separate building system that comprises energy efficient property and which is certified by a qualified professional as meeting or exceeding the applicable system-specific savings targets established by IRS. These targets to be established by IRS are those that would result in a total annual energy savings with respect to the whole building of 50%, if each of the separate systems met the system specific target. The separate building systems are (1) the interior lighting system, (2) the heating, cooling, ventilation and hot water systems, and (3) the building envelope. The maximum allowable deduction is 60¢ per square foot for each separate system. ( Code Sec. 179D(d) ) 
Double tax break for energy-efficient homeowners under the Energy Tax Act

Of the dozens of energy-related provisions in the Energy Tax Act, which was signed into law on Aug. 8, 2005, none are likely to affect the ordinary taxpayer more than two new tax credits for homeowners—the $500 credit for nonbusiness energy property ( Code Sec. 25C , as added by Act § 1333) and the 30%-of-cost credit for residential energy efficient property. ( Code Sec. 25D , as added by Act § 1335). Not surprising, given their subject matter, both are fairly complex. While the many energy-related technicalities related to these credits will hopefully be easily resolved with the help of manufacturers' certification/labeling, the practitioner still needs to knows the ins and outs of these credits, and in particular the differences between them. Accordingly, this Practice Alert provides such detail. 

RIA observation: These are separate credits with different requirements. However, a taxpayer who qualifies for both credits can claim both of them. 

Code Sec. 25C tax credit. In general, under the Code Sec. 25C nonbusiness energy property tax credit, an individual is allowed a lifetime credit of up to $500 for making qualifying energy saving improvements to his home (only $200 of which may be for qualifying window expenditures). Subject to those caps, the credit equals the sum of: 
(1) a 10% credit for energy efficiency improvements to the building envelope (i.e., insulation, exterior windows, skylights, exterior doors, and pigmented coated metal roofs); and 

(2) a credit for residential energy property expenditures in the following amounts: 

... $50 for each advanced main air circulating fan; 

... $150 for each qualified natural gas, propane, or oil furnace or hot water boiler; and 

... $300 for qualified energy-efficient property (e.g., heat pumps, water heaters, and central air conditioners that meet certain requirements). ( Code Sec. 25C(a) ; Code Sec. 25C(b) ) 

RIA observation: The $200 “window limit” applies to the installation of windows and/or skylights. 

Code Sec. 25D tax credit. In general, under the Code Sec. 25D tax credit for residential energy efficient property, an individual is allowed an annual credit for the purchase of residential energy efficient property equal to the sum of: 
... 30% of the amount paid for qualified photovoltaic property (i.e., property that uses solar power to generate electricity in a home), up to a maximum credit of $2,000; 

... 30% of the amount paid for qualified solar water heating property, up to a maximum credit of $2,000; and 

... 30% of the amount paid for qualified fuel cell property, up to a maximum credit of $500 for each 0.5 kilowatt of capacity. ( Code Sec. 25D(a) , Code Sec. 25D(b) ) 

RIA observation: A $6,667 expenditure would be required for a individual to get the $2,000 annual maximum credit applicable to qualified photovoltaic property or solar water heating property ($6,667 × .30 = $2,000). There is no overall maximum dollar limit for the purchase of qualified fuel cell property, other than the $1,000 per kilowatt of capacity ($500 for each 0.5 kilowatt of capacity). 

Similarities in the two credits. These two credits share many common features. 

RIA observation: The many similarities in these two credits are highlighted by Code Sec. 25C(e)(1) , which incorporates into Code Sec. 25C “similar rules” to those listed in six Code Sec. 25D provisions. 

The credits are similar in that both: 

... are nonrefundable personal credits; 

... are available for two years only, starting next year. Both apply for property placed in service after Dec. 31, 2005, and before Jan. 1, 2008; ( Code Sec. 25C(g) ; Code Sec. 25D(g) ) 

... treat expenditures as made when the original installation is completed, except that expenditures in connection with the construction or reconstruction of a structure are treated as made when the taxpayer's original use of the constructed or reconstructed structure begins; ( Code Sec. 25C(e)(1) ; Code Sec. 25D(e)(8) ) 

... require the home to be located in the U.S.; ( Code Sec. 25C(c)(1) ; Code Sec. 25D(d) ) 

... allow expenses for labor costs properly allocable to the onsite preparation, assembly, or original installation of property to qualify for the credit. However, for the Code Sec. 25C credit, labor costs are apparently taken into account only for the residential energy property expenditure component of the credit. These costs are not specifically allowed for the qualified energy efficiency improvement component of the Code Sec. 25C credit; ( Code Sec. 25C(d)(1) ; Code Sec. 25D(e)(1) ) 

... require basis adjustments to reduce the depreciable basis of the property by the amount of credit allowed; ( Code Sec. 1016(a)(34) ; Code Sec. 1016(a)(35) ) 

... limit the amount taken into account for the credit to the nonbusiness use portion where less than 80% of an item's use is for nonbusiness purposes; ( Code Sec. 25C(e)(1) ; Code Sec. 25D(e)(7) ) 

... restrict the credit amount where property is financed through subsidized energy financing ( Code Sec. 25C(e)(1) ; Code Sec. 25D(e)(9) ) (e.g., through federal, state or local energy-saving incentive programs); 

... allocate the credit for jointly occupied homes, ( Code Sec. 25C(e)(1) ; Code Sec. 25D(e)(4) ) tenant-owners in a cooperative, ( Code Sec. 25C(e)(1) 
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Code Sec. 25D(e)(5) ) and members of a condominium; ( Code Sec. 25C(e)(1) ; Code Sec. 25D(e)(6) ) 

... are subject to the Code Sec. 26 limit on personal credits under which certain nonrefundable personal tax credits are only allowed to the extent that the aggregate amount of these credits don't exceed the excess of: (a) the taxpayer's regular tax liability for the tax year, over (b) the taxpayer's tentative minimum tax for the tax year, but without regard to the alternative minimum tax foreign tax credit. ( Code Sec. 26(a) ) 

Differences in the two credits. These two credits also have many different features: 

... the Code Sec. 25C credit has a lifetime limit of $500; for the two years the credit is available, the Code Sec. 25D credit has a maximum amount of $8,000 ($2,000 photovoltaic property expense + $2,000 solar hot water property expense × 2 years), plus a $500 maximum for each 0.5 kilowatt of capacity for qualified fuel cell property; ( Code Sec. 25C(b) , Code Sec. 25D(b)(1) ) 

... the Code Sec. 25C credit requires that energy property be added to an individual's principal residence, while the Code Sec. 25D credit requires that expenses be made for a principal residence only for expenses for qualified fuel cell property. Expenses for qualified photovoltaic property and qualified solar water heating property can be made for an individual's “residence;” ( Code Sec. 25C(c)(1) ; Code Sec. 25C(c)(1) ; Code Sec. 25D(d) ) 

... the Code Sec. 25C credit requires that the individual own the principal residence, while the Code Sec. 25D credit doesn't have such a requirement; ( Code Sec. 25C(c)(1)(A) ; Code Sec. 25D(d) ) 

... the Code Sec. 25C credit requires that the original use of qualifying energy saving improvements must begin with the taxpayer; the Code Sec. 25D credit has no such requirement; 

... the qualified energy efficiency improvement component of the Code Sec. 25C credit requires that qualifying energy saving improvements must reasonably be expected to remain in use for at least 5 years; neither the residential energy property expenditure component of the Code Sec. 25C credit nor the Code Sec. 25D credit have such a requirement; ( Code Sec. 25C(c) ) 

... the Code Sec. 25C credit doesn't provide for any credit carryover; the Code Sec. 25D credit allows a carryover to the next tax year of credit amounts that can't be taken because of the Code Sec. 26 personal credit limitation; ( Code Sec. 25D(c) ) 

RIA observation: Presumably, since there is no carryover provision, Code Sec. 25C credits 

... the Code Sec. 25C credit doesn't have any specific prohibitions against swimming pools or hot tubs; the Code Sec. 25D credit provides that expenditures that are properly allocable to a swimming pool, hot tub, or any other energy storage medium having a dual function are not taken into account for purposes of the credit. ( Code Sec. 25D(e)(1) ) 

Plan now, buy later. As stated above, these credits apply for property placed in service after Dec. 31, 2005, and before Jan. 1, 2008. 

IRS explains how to qualify for energy efficient commercial building deduction         Notice 2006-52, 2006-26 IRB ; IR 2006-88 
IRS has issued a notice and an accompanying news release explaining how commercial building owners or leaseholders can qualify for the new Code Sec. 179D deduction for making their buildings energy efficient. The notice establishes a process to certify the required energy savings in order to claim the deduction. 

Certification procedure. Before claiming the deduction, the taxpayer must obtain a certification that the required energy savings will be achieved. The certification must be provided by a qualified individual (generally, an unrelated individual who is a licensed professional engineer or contractor in the jurisdiction in which the building is located and who has represented in writing to the taxpayer that he has the requisite qualifications to provide the certification required). 

A taxpayer need not attach the certification to his return claiming the deduction. However, a taxpayer claiming a Code Sec. 179D deduction should retain the certification as part of its records for purposes of Reg.  1.6001-1(a) , which requires taxpayers to maintain books and records establishing the entitlement to, and amount of, any claimed deduction. 

Notice 2006-52 prescribes the content of the certification. 

Software for calculating energy savings. Notice 2006-52 also announces that the Department of Energy will create and maintain a public list of software that must be used to calculate energy savings for purposes of providing the certification. It also provides a process that software developers must use if they desire to have their software included on the list.
How the tax law helps victims of Hurricane Katrina and other Presidentially declared disasters

Postponement of time-sensitive acts. Under Code Sec. 7508A , IRS may permit taxpayers affected by a disaster loss to postpone for a fixed period of time the filing of returns, the submission of tax payments, and the performance of other time sensitive acts. The postponement applies to “affected taxpayers,” which includes (1) individuals whose principal residences are located in a disaster area, (2) business entities or sole proprietors whose principal place of business is located in a disaster area, and (3) taxpayers who aren't included in (1) or (2) but whose records necessary to meet the deadline for performing an act are located in a disaster area. ( Reg.  301.7508A-1(d)(1) ) The complete list of possible postponements is carried in Rev Proc 2005-27, 2005-20 IRB 1050 .
Exclusion for qualified disaster relief payments. Under Code Sec. 139 , individuals may exclude a qualified disaster relief payment. Such a payment also isn't earnings for self-employment tax purposes or wages for employment tax purposes. 

Other excludable payments. IRS also has ruled that individuals who are victims of a flood that is a Presidentially declared disaster may exclude: (1) state grants for unreimbursed medical, temporary housing and transportation expenses; and (2) charitable grants. (( Rev Rul 2003-12, 2003-1 CB 283 .
Election to deduct disaster losses in preceding year. A taxpayer who suffers a disaster loss can take the deduction in the tax year in which the disaster occurs, or can elect to deduct the loss in the immediately preceding tax year. ( Code Sec. 165(i)(1) ) 
Disaster loss presumption where home is demolished. A taxpayer whose residence is located in a Presidentially declared disaster area may deduct any loss attributable to the disaster as a casualty loss if ( Code Sec. 165(k) ): 

(1) he is ordered by the state or local government in which the residence is located to demolish or relocate the residence, 

(2) the order is made no later than the 120th day after the date of the President's determination that the area warrants Federal disaster assistance, and 

(3) the residence was rendered unsafe for use as a residence because of the disaster. 

RIA observation: Code Sec. 165(k) creates a conclusive presumption that certain losses attributable to a federally declared disaster are casualty losses for purposes of Code Sec. 165 and qualify for tax relief as disaster losses. The taxpayer doesn't have to prove that the disaster loss qualifies as a casualty loss. 

Qualification for reduced homesale exclusion. Under Code Sec. 121(c) , a reduced homesale exclusion may apply to a taxpayer who fails to qualify for the full homesale exclusion because he doesn't meet the Code Sec. 121 two-out-of-five-year ownership and use rule, or previously sold another home within the two-year period ending on the sale date of the current home in a transaction to which the exclusion applied. 

Replacement for destroyed business/investment property. If property held for productive use in a trade or business or for investment is compulsorily or involuntarily converted as a result of a Presidentially declared disaster, and the taxpayer winds up with a gain, then tangible property of a type held for productive use in a trade or business is treated as property similar or related in service or use to the property converted. ( Code Sec. 1033(h)(2) ) 

Deferral of state disaster relief grant to business. A state may have a program to reimburse uncompensated business losses for disaster-related damage to real and personal property. IRS has held that such a grant is not excludable if made to aid in the economic recovery of an area, and conditioned on qualifying businesses continuing operations for a minimum of 5 years in or near the area affected by the disaster. However, IRS said a business may elect under Code Sec. 1033 to defer the gain realized from receipt of the grant to the extent that an amount equal to the grant proceeds is used to timely purchase property similar or related in service or use to the destroyed or damaged property. ( Rev Rul 2005-46, 2005-30 IRB 120 .

Key tax breaks for taxpayers dislocated by Hurricane Katrina

Moving/relocation expenses. Employees or self-employed individuals forced to relocate due to Katrina, or who move to take advantage of job opportunities connected with post-Katrina rebuilding, may be entitled to claim a moving expense deduction under Code Sec. 217 . 

Travel-away-from-home business expenses. Hurricane Katrina has forced many businesses to set up shop temporarily in other locations. This may require employees and self-employed taxpayers to temporarily relocate to keep working. Under the tax rules for away-from-home business travel expenses, all of the following expenses are deductible (by a self-employed taxpayer on Schedule C, by an employee on Schedule A as miscellaneous itemized deductions subject to the 2%-of-AGI floor) if the taxpayer is out-of-pocket for them or tax-free if they are reimbursed under an accountable plan by an employer: 

... the taxpayer's lodging expenses; 

... 50% of the taxpayer's meal expenses; 

... laundry and dry cleaning costs; and 

... transportation expenses at the away-from-home work site. 

The above favorable tax treatment applies only if the taxpayer is away from his “tax home” overnight on business. His “tax home” is his principal place of business, employment station, or post of duty, regardless of where his family lives. He must be away “temporarily.” Generally, an assignment isn't “temporary” if it exceeds one year. ( Code Sec. 162(a) ) 

Transportation expenses associated with a temporary workplace. Although a taxpayer's “tax home” may not have been disturbed by Hurricane Katrina, the massive dislocations it created may result in his having to travel to a temporary workplace. Additionally, many individuals outside the disaster area are temporarily working in the states affected by Katrina to help with the rescue, relief and rebuilding efforts. The following tax breaks are available in these situations: 

... Employees can be reimbursed income- and payroll-tax-free for expenses incurred to travel from their homes to the temporary workplace, or for using their own vehicles to make the trip (if the reimbursement is properly substantiated and made under an accountable plan). 

... Employees who use a company auto to make the trip can count the mileage as a tax-free working condition fringe benefit (as opposed to taxable personal use). 

... Non-reimbursed employees and self-employed taxpayers who use their own vehicles to travel to a temporary workplace may treat their auto expenses as deductible. They may claim actual expenses or deduct auto expenses at the cents-per-mile rate (48.5¢ for business miles driven between Sept. 1 and Dec. 31, 2005). 

A work location is temporary, in the absence of facts and circumstances indicating otherwise, if employment at that location is realistically expected to last (and does in fact last) for one year or less. If employment at a work location is realistically expected to last for more than one year, or there is no realistic expectation that it will last for one year or less, the employment isn't temporary whether or not it actually exceeds one year. If employment at a work location initially is realistically expected to last for one year or less, but at some later date the employment is realistically expected to exceed one year, that employment is temporary (in the absence of facts and circumstances indicating otherwise) until the date that the taxpayer's realistic expectation changes, and is treated as not temporary after that date. ( Rev Rul 1999-7, 1999-5 IRB 4 )

IRS issues comprehensive guidance on deferred filing and payment for Katrina disaster      Notice 2005-73, 2005-42 IRB ; IR 2005-109 ; IR 2005-112 
A new Notice carries comprehensive guidance on: (1) who is entitled to filing and payment relief as a result of Hurricane Katrina; (2) what the relief period is; (3) what forms of relief are available; (4) which areas are treated as disaster areas; and (5) how to claim relief. 

RIA Special Study: Summary of key provisions in the recently enacted Katrina Emergency Tax Relief Act of 2005

¶101. Who's entitled to relief under the Katrina Emergency Tax Relief Act of 2005? 

Some of KETRA's relief provisions apply to taxpayers whether or not they are located in the Katrina disaster area, including, for example, suspension of the usual limits on charitable deductions, and more-generous rules for charitable contributions of food or book inventory. Other relief provisions apply to those in the “Hurricane Katrina Disaster area,” while others only apply to those in the “core disaster area.” 

¶ 102. Penalty-free retirement plan withdrawals for disaster victims. 
For victims of Hurricane Katrina, the Act exempts up to $100,000 in “qualified Hurricane Katrina distributions” from the Code Sec. 72(t) 10% penalty tax for early withdrawals from qualified plans and IRAs. (Act §101(a)) 

¶ 103. Repayments of qualified Hurricane Katrina distributions. 

KETRA permits qualified Hurricane Katrina distributions to be recontributed to eligible retirement plans or IRAs tax-free. Specifically, it provides that any individual who receives a qualified Hurricane Katrina distribution (as defined at ¶ 201 ) may, at any time during the three-year period beginning on the day after the date of the distribution, make one or more repayment contributions to an “eligible retirement plan” (as defined in Code Sec. 402(c)(8)(B) , see ¶ 201 ) in which he is a beneficiary, and to which a rollover contribution could be made under Code Sec. 402(c) , Code Sec. 403(a)(4) , Code Sec. 403(b)(8) , Code Sec. 408(d)(3) , or Code Sec. 457(e)(16) , as the case may be. The aggregate amount of these repayment contributions, however, can't exceed the amount of the qualified Hurricane Katrina distribution. (Act §101(c)(1)) 

¶104. Income averaging allowed for qualified Hurricane Katrina distributions. 

KETRA provides that a qualified Hurricane Katrina distribution (see ¶ 202 ) is included in a taxpayer's gross income ratably over the three-tax year period beginning with the tax year the distribution is received. The three-year averaging provision applies unless the taxpayer elects not to have it apply. (Act §101(e)(1)) 

¶ 105. Recontributions of withdrawals for home purchases canceled due to Hurricane Katrina. 

For victims of Hurricane Katrina, KETRA provides that certain retirement plan or IRA withdrawals for home-purchases that were canceled due to Hurricane Katrina can be returned to a qualified plan or IRA tax-free and without penalty. 

¶ 106. Plan loan limits to victims of Hurricane Katrina increased and payments postponed. 

For victims of Hurricane Katrina, KETRA increases the amount that can be withdrawn as a loan from qualified employer plans, and provides a one-year postponement of payments for existing plan loans. 

¶ 107. Retroactive retirement plan and IRA amendments allowed. 
KETRA provides that if its provisions involving employee retirement plans and IRAs apply to any plan or annuity contract, the plan or contract is treated as being operated in accordance with its terms (i.e., as if the plan had actually been amended to reflect these new provisions) during the period beginning on the legislative or regulatory amendment's effect date, and ending no later than the last day of the plan year beginning on or after Jan. 1, 2007 (see below). (Act §104(a)) 

¶ 108. Work opportunity tax credit is available for Hurricane Katrina employees. 

New law. Under KETRA, a Hurricane Katrina employee is treated as a member of a targeted group for purposes of the WOTC. A Hurricane Katrina employee is an individual who: 

... on Aug. 28, 2005, had a principal place of abode in the Hurricane Katrina core disaster area (see ¶ 101 ), and who is hired during the 2-year period beginning on Aug. 28, 2005 for a position the principal place of employment of which is located in the core disaster area, or 

... on Aug. 28, 2005 had a principal place of abode in the core disaster area, who is displaced from that abode because of Hurricane Katrina, and who is hired during the period beginning on Aug. 28, 2005 and ending on Dec. 31, 2005. 

¶ 109. New employee retention credit provided for employers affected by Hurricane Katrina. 

KETRA provides a credit of 40% of the qualified wages (up to a maximum of $6,000 in qualified wages per employee) paid by an eligible employer to an eligible employee. The credit is a part of the Code Sec. 38 general business credit. 

¶ 110. Increased charitable deduction limits. 
KETRA temporarily increases limitations on charitable deductions for an individual's cash contributions made during a specified period and exempts such donations from the overall limitation on itemized deductions. It also temporarily increases the limits on a corporation's cash contributions, but only if made for Hurricane Katrina relief 

¶ 111. Temporary enhanced charitable deduction for contributions of food inventories. 
KETRA provides a temporary enhanced charitable deduction for contributions of food inventories. 

¶ 112. Temporary enhanced charitable deduction for C corporation contributions of book inventories. 
KETRA extends the pre-KETRA enhanced deduction for C corporation contributions of inventory (see background discussion under ¶ 403 ) to qualified book contributions made after Aug. 26, 2005 and before Jan. 1, 2006. ( Code Sec. 170(e)(3)(D) , as amended by Act § 306) Thus, the deduction for such contributions equals the lesser of two times the basis or basis plus one-half of the appreciated value. 

¶ 113. New limited exemption for housing Katrina victims. 

KETRA provides a special limited exemption for housing Katrina victims. 

¶ 114. Charitable standard mileage rate for Katrina relief increased to 70% of business mileage rate. 

Under KETRA, a taxpayer who uses a vehicle in providing donated services to a charity for relief related to Hurricane Katrina during the period of Aug. 25, 2005 to Dec. 31, 2006 can compute his charitable mileage deduction using a standard mileage rate equal to 70% of the business mileage rate in effect on the date of the contribution, rather than the Code Sec. 170(i) charitable standard mileage rate (14¢ per mile). (Act §303) This amount is rounded to the next highest cent. A vehicle for this purpose includes any motor vehicle manufactured primarily for use on the public streets, roads, and highways. The business standard mileage rate for expenses incurred on or after Jan. 1, 2005, and before Sept. 1, 2005, is 40.5¢ per mile. For expenses incurred on or after Sept. 1, 2005, and before Jan. 1, 2006, it is 48.5¢ per mile. Thus, from Sept. through Dec. of 2005, the charitable standard mileage rate for Katrina relief is 34¢ (48.5¢ × .7 = 33.95¢, rounded to 34¢). 

¶ 115. Volunteers for charities may exclude from income mileage reimbursements for operating a passenger car for the charity's benefit. 
Under KETRA, effective for tax years ending after Aug. 24, 2005, reimbursement by Code Sec. 170(c) organizations (public charities and private foundations) to volunteers for the costs of using a passenger automobile in connection with providing donated services for Hurricane Katrina relief during the period of Aug. 25, 2005 to Dec. 31, 2006 may be excluded from the volunteer's gross income to the extent: (1) the amount doesn't exceed the business standard mileage rate (as periodically adjusted; see ¶ 401 for the current rates), and (2) the Code Sec. 274(d) substantiation requirements applicable to business expenses deducted by employees are satisfied. (Act § 304) 

¶ 116. Katrina casualty losses are deductible without $100 minimum or 10% of AGI floor. 

New law. Under KETRA, the $100 per casualty or theft floor and the 10% of AGI floor don't apply to an individual's casualty or theft losses that arise in the Hurricane Katrina disaster area. For purposes of applying the 10%-of-AGI threshold to other personal casualty or theft losses, losses attributable to Hurricane Katrina are disregarded. (Act §402) Thus, the Committee Reports states that personal casualty or theft losses from Hurricane Katrina are treated as a separate deduction from other casualty losses. 

¶ 117. Discharge of debt related to Katrina is excluded from income. 

Under KETRA, qualifying individuals can exclude from income the discharge of any non-trade or business debt by an applicable entity. 
¶ 118. Replacement period for Katrina-related involuntary conversions is extended to 5 years. 

Under KETRA, the period in which a taxpayer may replace involuntarily converted property is extended from two to five years in the case of property that is compulsorily or involuntarily converted due to Hurricane Katrina. 

¶ 119. Look-back election provided for earned income credit and the refundable child credit. 
KETRA creates an election allowing qualified individuals to calculate their EIC and refundable child credit for 2005 using their earned income from 2004. 

¶ 120. IRS may adjust rules to ameliorate effect of Katrina relocations. 

KETRA gives IRS the authority to make adjustments in the rules to help prevent taxpayers from losing deductions, credits, or favorable filing status on account of Katrina. 

¶ 121. Employment and excise taxes may be deferred for disasters, combat zone service, or terroristic or military actions. 
KETRA adds employment and excise taxes to the list of taxes that are postponed for those serving in a combat zone or contingency action, and which may be postponed by IRS due to disasters or terroristic or military actions. 

¶ 122. Hurricane Katrina filing and payment relief period extended to Feb. 28, 2006. 

New law. Act § 403(b) defers until Feb. 28, 2006, the filing and payment relief period provided by IRS under Code Sec. 7508A to taxpayers affected by Hurricane Katrina. It specifically provides that the deferred date applies to returns relating to, and the payment of, employment and excise taxes.

New bankruptcy law changes debtors' tax-filing responsibilities             Fact Sheet 2005-18 
The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (BAPCPA) amends the U.S. Bankruptcy Code by adding new responsibilities for debtors. In general, it requires that debtors comply with their tax-filing responsibilities, make available previously-filed tax returns, in many cases, and seek credit counseling services. Most BAPCPA provisions apply to cases filed on or after Oct. 17, 2005. 

RIA Special Study: Gulf Opportunity Zone Act of 2005 carries many tax changes

On Dec. 21, President Bush signed the “Gulf Opportunity Zone Act of 2005” into law. The Act carries a wide range of provisions, such as: 

... tax incentives to encourage rebuilding of the areas ravaged by Hurricanes Katrina, Rita and Wilma; 

... expansion of various taxpayer relief measures included in KETRA (the Katrina Emergency Tax Relief Act of 2005, P.L. 109-73) to cover victims of Hurricanes Rita and Wilma; 

... extenders for several expiring provisions, such as the special rule giving military personnel the option of treating their tax-free combat pay as income when computing their eligibility for the earned income credit (EIC); and 

... a host of technical corrections (some substantive, some clerical) to a number of earlier laws, including the Energy Policy Act of 2005, the American Jobs Creation Act of 2004, and the Jobs and Growth Tax Relief Reconciliation Act of 2003. 

Capital Cost Recovery Provisions

Bonus 50% first-year depreciation allowance. The Act allows taxpayers to claim an additional first-year bonus depreciation allowance equal to 50% of the adjusted basis of qualified GO Zone property. 

NOL Changes

5-year NOL carryback. The Act provides for a special five-year carryback period (instead of two years) for a “qualified GO Zone loss”—which includes NOLs to the extent of certain specified amounts related to the GO Zone. 

Tax Credit Changes

Increase in rehabilitation credit for Gulf Opportunity Zone projects. 

Employee retention credit broadened. 

Employer tax credit pegged to employee exclusion for employer-provided housing. 

Expanded higher-education credits. 

New markets tax credit. 

GO Zone Act features many technical corrections to the U.S. production activities deduction

Here's a review of the principal technical corrections to Code Sec. 199 : 

... For purposes of the W-2 wage limit, a taxpayer may take into account only wages that are paid to the common law employees of the taxpayer and that are reported on a Form W-2 filed with the Social Security Administration no later than 60 days after the extended due date for the Form W-2. ( Code Sec. 199(b)(2) , as amended by GO Zone Act Sec. 403(a)(2)) Thus, the taxpayer can't take into account wages that were not actually reported. (Committee Report) 

... In computing qualified production activities income, the domestic production activities deduction itself is not an allocable deduction. ( Code Sec. 199(c)(1)(B) , as amended by GO Zone Act Sec. 403(a)(3)) 

... The proposed reliance regs carry complex rules on how costs should be allocated to domestic production gross receipts. ( Prop Reg  1.199-1(d) ) The GO Zone Act gives IRS the authority to prescribe these cost allocation rules. ( Code Sec. 199(c)(2) 
... the GO Zone Act clarifies that to be treated as having domestic production gross receipts for U.S. construction or domestic engineering/architectural services in connection with a U.S. construction project, a taxpayer must be engaged, respectively, in the active conduct of a construction trade or business, or in the active conduct of an engineering or architectural services trade or business. ( Code Sec. 199(c)(4)(A)(ii) , Code Sec. 199(c)(4)(iii) , as amended by GO Zone Act Sec. 403(a)(5)) 

... The GO Zone Act clarifies that domestic production gross receipts do not include gross receipts derived from the lease, rental, license, sale, exchange or other disposition of land. ( Code Sec. 199c)(4)(B)(iii) , as amended by GO Zone Act Sec. 403(a)(6)) 

... Under the proposed reliance regs, when a taxpayer manufactures or produces qualifying production property under contract for another taxpayer, only the taxpayer who is treated as the owner of the property under federal income tax principles is treated as manufacturing or producing that property for purposes of the Code Sec. 199 deduction rules. 

... For the domestic production activities of a partnership or S corporation, the GO Zone Act makes clear that the Code Sec. 199 deduction is determined at the partner or shareholder level.

... The GO Zone Act essentially rewrites the rules for computing the Code Sec. 199 deduction for AMT purposes to conform to the rules carried in the proposed reliance regs. ( Code Sec. 199(d)(6) , as amended by GO Zone Act Sec. 403(a)(11)(A)). 

... Under the GO Zone Act, the Code Sec. 199 deduction is not taken into account in computing any net operating loss or the amount of any net operating loss carryback or carryover. ( Code Sec. 172(d) , as amended by GO Zone Act Sec. 403(a)(17)) Thus, the deduction under Code Sec. 199 cannot create, or increase, the amount of an NOL. 

... The GO Zone Act also clarifies that the Code Sec. 199 deduction is not taken into account in determining the amount of the alternative tax net operating loss deduction. ( Code Sec. 56(d)(1)(A) , as amended by GO Zone Act Sec. 403(a)(14)) 

Why the GO Zone Act is much more than a regional tax relief measure

Many of KETRA's provisions were repealed by the GO Zone Act and replaced with substantially similar provisions benefiting taxpayers affected by any of the three Hurricanes (e.g., the various tax breaks for pre-age-591/2 retirement plan distributions), but a number of KETRA's provisions stay on the books. These include: 

... the Work Opportunity Tax Credit for Hurricane Katrina employees; 

... the additional exemption for housing Hurricane Katrina displaced persons, which may impact taxpayers across the country

... the exclusion for mileage reimbursements to charitable volunteers 

... liberalized rules for charitable deductions of food inventory 

... the exclusion for debt cancelled on account of Hurricane and 

... the five-year replacement period for involuntarily converted property in the Katrina disaster area 

Broad scope of some “specialized” tax breaks. Several of the new tax breaks to aid in GO Zone reconstruction are quite broad in scope. Here are two examples. 

(1) New 50% bonus first year depreciation allowance for nonresidential realty or residential rental property of qualified GO Zone property 

(2) Partial expensing for demolition and cleanup costs. Under the GO Zone Act, effective for amounts paid or incurred after Aug. 27, 2005 and before Jan. 1, 2008, 50% of the costs (that would otherwise be capitalized) related to site cleanup and demolition of structures are deductible 

The GO Zone Act repeals the requirement that a family must elect to be treated as one shareholder when determining the number of shareholders for S election purposes. ( Code Sec. 1361(c)(1) ) 

Conferees announce agreement on the “Tax Increase Prevention and Reconciliation Act”

Extended and modified tax breaks. These include the following provisions: 

... Current law's favorable Code Sec. 179 expensing provisions would remain in place through the end of 2009 (instead of through the end of 2007). 

... Current law's favorable tax rates for capital gains and qualified dividend income would remain in place through 2010 (instead of sunsetting after 2008). 

... For 2006, the AMT exemption amount for married taxpayers would increase to $62,550 and for unmarried individuals to $42,500 (instead of dropping to $45,000 and $33,750, respectively). 

... For 2006, nonrefundable personal tax credits could be claimed to the full extent of an individual's regular tax and alternative minimum tax (instead of being allowed only to the extent that regular tax liability exceeds tentative minimum tax). 

... At the election of a taxpayer, the sale or exchange of musical compositions or copyrights in musical works created by his personal efforts would be treated as the sale or exchange of a capital asset. This change would apply for sales or exchanges before Jan. 1, 2011, in tax years beginning after the date of enactment. 

Revenue offsets. The conference agreement would pay for the extended and new tax breaks highlighted above with a number of revenue-raising provisions, including the following: 

... Corporations with assets of at least $1 billion would face a modified schedule of estimated tax payments.

... In another estimated tax change, with respect to corporate estimated tax payments due on Sept. 15, 2010, 20.5% wouldn't be due until Oct. 1, 2010, and for Sept. 15, 2011, 27.5% wouldn't be due until Oct. 1, 2011. 

... The $100,000 modified AGI limit on conversions of traditional IRAs to Roth IRAs, would be eliminated for tax years beginning after Dec. 31, 2009

... The 50% W-2 wage limit on the Code Sec. 199 domestic production deduction would be modified. For tax years beginning after the enactment date, taxpayers would only be able to include amounts which are properly allocable to domestic production gross receipts. 

... For tax years beginning after 2005, the age at which the kiddie tax applies would be changed from under 14 to under 18 years of age. An exception to the tax would apply for a child who is married and files a joint return for the tax year, and for distributions from certain qualified disability trusts. 

... Information reporting would be required for interest paid on tax-exempt bonds after Dec. 31, 2005. 

... Taxpayers would have to make partial payments to IRS while their offer-in-compromise were being considered by IRS, for offers-in-compromise submitted on and after the date which is 60 days after the date of enactment. For lump-sum offers (which would include single payments, as well as payments made in 5 or fewer installments), taxpayers would have to make a down payment of 20% of the amount of the offer with any application. User fees would be eliminated for offers submitted with the appropriate partial payment. 

HERO Act signature date affects combat pay-based IRA contributions for past years      “Heroes Earned Retirement Opportunities Act,” P.L. 109-227 
On May 29, 2006, the President signed the “Heroes Earned Retirement Opportunities Act” (HERO Act, P.L. 109-227 ) into law. The HERO Act permits excluded combat pay to be treated as compensation for purposes of the IRA contribution rules. As explained below, the President's signature affects a special three-year window for making IRA contributions based on excludable combat pay for tax years 2004 and 2005. 

New law's three-year window. For tax years beginning after 2003, for purposes of the Code Sec. 219(b)(1)(B) and Code Sec. 219(c) compensation limits, the amount of compensation includible in an individual's gross income is determined without regard to Code Sec. 112 . ( Code Sec. 219(f)(7) , as amended by HERO Act § 2) Individuals who received combat pay excluded under Code Sec. 112 for any tax year beginning after Dec. 31, 2003, and ending before May 29, 2006 (the enactment date), have a three-year period in which to make a contribution to an IRA for that tax year, and have the contribution treated as having been made on the last day of that tax year. The period ends on May 28, 2009 (the last day of the 3-year period beginning on the enactment date). (HERO Act § 2(c)(1)) 
RIA Special Study: Key Provisions in the Pension Protection Act of 2006

Revised Funding Rules for Defined Benefit Plans

Revised minimum funding standards for single employer defined benefit pension plans. 

“At-risk” plans. Liabilities are increased for “at risk” plans (funding target attainment percentage is both less than 80% without regard to at-risk liabilities and less than 70% counting at-risk liabilities). 

Nonqualified deferred comp funding restrictions for employers with troubled plans. The Act prevents a set aside or reserve in a nonqualified deferred compensation plan for certain executives (e.g., CEO, 4 highest paid employees) if the employer or a member of its controlled group: (1) is bankrupt; (2) has an “at-risk” plan (generally less than 80% funded); or (3) has a plan that has terminated without having sufficient assets to pay all benefits. 

Funding rules for multiemployer defined benefit plans.The Act retains the funding-standard-account approach of pre-Act law but reduces longer amortization periods to 15 years and eliminates the shortfall method. A plan can get an automatic five-year amortization extension, and another five years with IRS approval. 

Other changes for multiemployer plans The Act's new rules for multiemployer plans include: 

... Measures to forestall insolvency of multiemployer plans

... Repeal of the limitation on the withdrawal liability of insolvent employers 

Interest Rate Assumptions

Extension of corporate bond replacement of 30-year Treasury rates. 
Interest rate assumption for calculating lump sum distributions. 
PBGC Premiums and Related Rules

The Act makes a number of highly technical changes to the rules for PBGC premiums payable by various types of plans. 

Deduction Limitations

Increase in deduction limit for single-employer plans. 
Deduction limits for multiemployer plans. For contributions for years beginning in 2008, the Act increases the deduction limit for multiemployer plans to 140% of the plan's current liability. 

Updating deduction rules for combination of plans. 
Increase in Pension Plan Diversification and Participation

Defined contribution plans required to provide employees with freedom to invest their plan assets. 
Increasing participation through automatic contribution arrangements. 
Treatment of eligible combined defined benefit plans and qualified cash or deferred arrangements. 
Faster vesting of employer nonelective contributions.

Distributions during working retirement. For distributions in plan years beginning after 2006, the Act allows in-service distributions once the participant is age 62. 

Provisions Relating to Spousal Pension Protection

Regulations on time and order of issuance of domestic relations orders. 
Requirement for additional survivor annuity options. The Act requires plans that must offer the qualified joint and survivor annuity to offer as an option a joint and survivor benefit that provides at least a 75% survivor benefit. 

Prohibited Transaction Exemption for Investment Advice

The Act creates a new category of prohibited transaction exemption under the Code (and ERISA) for providing investment advice after 2006 through an “eligible investment advice arrangement” to participants and beneficiaries of a defined contribution plan who direct the investment of their accounts under the plan and to beneficiaries of IRAs (as well as HSAs, Archer MSAs, and Coverdell education savings accounts). If detailed requirements are met, the following are exempt from prohibited transaction treatment: (1) providing investment advice; (2) an investment transaction (i.e., a sale,acquisition, or holding of a security or other property) pursuant to the advice; and (3) the direct or indirect receipt of fees or other compensation in connection with the provision of the advice or an investment transaction pursuant to the advice. 

Liberalized Rules for Qualified Plan and IRA Contributions, Distributions, and Rollovers

For distributions after 2006, the Act permits rollovers of distributions from an eligible retirement plan of a deceased employee to a nonspouse beneficiary's IRA. The rollover is treated as an eligible rollover distribution and distributions from the beneficiary's IRA are subject to the RMD rules that apply to inherited IRAs of nonspouse beneficiaries. 

For distributions after 2007, the Act allows distributions from qualified retirement plans, tax-sheltered annuities, and governmental Code Sec. 457 plans to be rolled over directly into a Roth IRA, subject to the usual rules that apply to rollovers from a traditional IRA into a Roth IRA. For example, a rollover from a tax-qualified retirement plan into a Roth IRA is includible in gross income (except to the extent it represents a return of after-tax contributions), and the 10% early distribution tax does not apply. Similarly, an individual with AGI of $100,000 or more won't be able to roll over amounts from a tax-qualified retirement plan directly into a Roth IRA. For tax years beginning after Dec. 31, 2009, the $100,000 modified AGI limit on conversions of traditional IRAs to Roth IRAs is eliminated. Thus, taxpayers also will be able to make conversions from their qualified retirement plans, tax-sheltered annuities, and governmental Code Sec. 457 plans to Roth IRAs without regard to their AGI. 

Extra IRA contributions for employees victimized by employer bankruptcies. For the 2007, 2008, and 2009 tax years, the Act permits a class of taxpayers termed “applicable individuals” to elect to make additional IRA contributions of up to $3,000 per year. 
The Act indexes the income limits for deductible contributions for active participants in an employer-sponsored plan (i.e., the $80,000 figure for joint filers and the $50,000 figure for singles and heads of households), and the $150,000 income limit for deductible contributions if the individual isn't an active participant but the individual's spouse is. 

The Act indexes the $95,000 and $150,000 AGI figures, above (i.e., the point at which the Roth IRA phases out for single taxpayers and joint filers). Indexed amounts will be rounded to the nearest multiple of $1,000. 

IRS must develop and make available forms allowing all or a portion of a taxpayer's refund to be deposited in his IRA (or his spouse's IRA, in the case of a joint return). 

EGTRRA's Pension and IRA Changes, Low-Income Saver's Credit, and Sec. 529 Changes Made Permanent

New law. The Act repeals the sunset provisions of EGTRRA as they relate to pension and IRA provisions. Thus, 38 pension and IRA changes made by EGTRRA are now made permanent. These changes include the following provisions: 

... Increases in the IRA contribution limits, including the ability to make catch-up contributions. 

... Rules relating to deemed IRAs under employer plans. 

... Increases in the limits on contributions, benefits, and compensation under qualified retirement plans, tax-sheltered annuities, and eligible deferred compensation plans. 

... Modification of the top-heavy rules. 

... Elective deferrals not taken into account for purposes of deduction limits. 

... Option to treat elective deferrals as after-tax Roth contributions. 

... Catch-up 401(k), SEP and SIMPLE IRA contributions for individuals age 50 and older. 

Low-income saver's credit make permanent; income limits indexed after 2007. 

EGTRRA changes for qualified tuition programs made permanent. Distributions from a qualified tuition program (QTP, also known as a “Sec. 529 plan”) are excludable to the extent used to pay for qualified higher education expenses. Distributions from a QTP that aren't used to pay qualified higher education expenses are taxable (and subject to a 10% penalty tax). Contributions to a QTP aren't deductible. 

Estate, gift, and GST tax rules for QPTs. A contribution to a qualified tuition account (or for a prepaid tuition contract) qualifies for the $12,000 (for 2006) annual gift tax exclusion and, to the extent of the exclusions, is exempt from the generation-skipping transfer (GST) tax. A contributor may contribute in a single year up to 5 times the annual gift tax exclusion amount to a qualified tuition account and, for gift tax and GST tax purposes, treat the contribution as having been made ratably over the 5-year period beginning with the calendar year in which the contribution is made. A distribution from a qualified tuition account or prepaid tuition contract generally is not subject to gift tax or GST tax. 

QTP account balances or prepaid tuition benefits generally are excluded from the gross estate of any individual for estate tax purposes. Amounts distributed on account of the death of the designated beneficiary, however, are includible in his gross estate. If the contributor elected the above special 5-year allocation rule for the annual gift tax exclusion, any amounts contributed that are allocable to the years within the 5-year period remaining after the year of the contributor's death are includible in the contributor's gross estate. 

Charitable Giving Incentives

Tax-free IRA distributions for charitable purposes. For distributions in tax years beginning in 2006 and 2007, the Act provides an exclusion from gross income, up to $100,000, for otherwise taxable IRA distributions from a traditional or Roth IRA that are qualified charitable distributions. To constitute a qualified charitable distribution, the distribution must be made: (1) directly by the IRA trustee to a Code Sec. 170(b)(1)(A) charitable organization (other than an organization described in Code Sec. 509(a)(3) or a donor advised fund (as defined in Code Sec. 4966(d)(2) ); and (2) on or after the date the IRA owner attains age 701/2. Distributions that are excluded under the new provision aren't taken into account in determining the individual's deduction, if any, for charitable contributions. 

The exclusion does not apply to distributions made from Code Sec. 408(k) simplified employee pensions (SEPs), or Code Sec. 408(p) simple IRAs. ( Code Sec. 408(d)(8)(B) ) 

For contributions made in tax years beginning in 2006 and 2007, under the Act, the amount of a shareholder's basis reduction in S stock by reason of a charitable contribution made by the corporation is equal to his pro rata share of the adjusted basis of the contributed property. 

Charitable Reform Provisions

The Act revises the rules for qualified conservation contributions with respect to property for which a charitable deduction is allowable under Code Sec. 170(h)(4)(B)(ii) by reason of a property's location in a registered historic district. For contributions made after the enactment date, a charitable deduction is not allowable with respect to a structure or land area located in such a district (by reason of the structure or land area's location in such a district). 

Clothing and household items. For contributions made after the enactment date, no deduction is allowed for contributions of clothing and household items that are not in good used condition or better. In addition, IRS may deny a deduction for any item with minimal monetary value, such as used socks or undergarments. A deduction may be allowed for a contribution of an item of clothing or a household item not in good used condition or better if the amount claimed for the item is more than $500 and the taxpayer includes with his return a qualified appraisal with respect to the property. 

Modification of recordkeeping requirements for certain charitable contributions. For contributions made in tax years beginning after the enactment date, the Act disallows a deduction for any contribution of a cash, check, or other monetary gift unless the donor maintains as a record of the contribution a bank record or a written communication from the donee showing the name of the donee organization, the date of the contribution, and the amount of the contribution. 

Valuation and appraisal reform. Under pre-Act law, accuracy-related penalties are imposed on taxpayers who make a substantial valuation misstatement or gross valuation misstatement relating to an underpayment of income tax. An accuracy-related penalty is imposed on taxpayers who make a substantial or gross estate or gift tax valuation understatement. There is a penalty for persons who aid or abet another's understatement of tax. 

For appraisals prepared with respect to returns or submissions filed after the enactment date, the Act establishes a civil penalty on any person who prepares an appraisal that is to be used to support a tax position if such appraisal results in a substantial or gross valuation misstatement. The Act gives IRS power to discipline appraisers after notice and hearing. 

Updated Regulations

FMV, not cash surrender value, applies when IRA annuity is converted to Roth IRA       Preamble to TD 9220, 8/19/2005 ; Reg.  1.408A-4 
New temporary and proposed regs explain how to value annuity contracts held in a traditional IRA (or a traditional individual retirement annuity) that is converted to a Roth IRA. The regs clarify that fair market value (FMV), rather than cash surrender value, must be used to determine income recognized on the conversion. An accompanying Treasury release dated Aug. 19, explains that the regs combat the development and promotion of specially-designed annuity contracts intended to suppress the amount of income recognized on the conversion. These contracts provide for temporarily depressed cash surrender values that later “spring” up to a more realistic value. 

Final regs attack abusive “springing value” life policies transferred to employees             T.D. 9223, 08/26/2005 ; Reg.  1.79-1 , Reg.  1.83-3 ; Reg.  1.402(a)-1 
IRS has issued final regs that seek to shut down “abusive” transactions involving life insurance policies designed to have a low cash surrender value when transferred from a Code Sec. 412(i) retirement plan or an employer to an employee. The aim was to have the employee be taxed on the policy's low cash surrender value but the regs prevent this by providing that the employee is taxed at the full fair market value of the life insurance contract transferred to him from the Code Sec. 412(i) retirement plan or the employer. 

Disregarded entities would pay their own employment and excise taxes under proposed regs    Preamble to Prop Reg 10/17/2005 ; Prop Reg  1.34-1 ; Prop Reg  1.1361-4 ; Prop Reg  301.7701-2 
Proposed regs would treat single-owner eligible entities that are disregarded entities (disregarded as separate entities from their owners) and qualified subchapter S subsidiaries (QSubs) as separate entities for employment tax and related reporting requirements. The proposed regs also would treat these disregarded entities as separate entities for certain excise taxes reported on Forms 720, 730, 2290, and 11-C, as well as for excise tax refunds or payments claimed on Form 8849, and excise tax registration on Form 637. 

Final regs explaining Roth-IRA option for 401(k) plans carry a few surprises      T.D. 9237, 12/30/2005 ; Reg.  1.401(k)-1 ; Reg.  1.401(k)-2 ; Reg.  1.401(k)-6 ; Reg.  1.401(m)-2 ; Reg.  1.401(m)-5 
IRS has issued final regs explaining the post-2005 rule that permits 401(k) plans to allow participants to choose to have all or part of their elective deferrals treated as Roth-IRA contributions (designated Roth contributions). The regs generally apply for plan years beginning after 2005. 

Cases and Rulings

Estate of Strangi had to include assets transferred by decedent to FLP       Gulig, (CA 5 7/15/2005) 96 AFTR 2d ¶2005-5048 

The Court of Appeals for the Fifth Circuit has held that the Tax Court properly concluded that Code Sec. 2036 required a decedent's estate to include assets transferred by him during his life to a family limited partnership (FLP). This case, which began as Estate of Strangi , has a long history and was previously sent back to Tax Court from the Fifth Circuit.
Drag racing banker beats hobby-loss rules            Morrissey, TC Summary Op 2005-86

In a surprisingly liberal opinion, the Tax Court found that a banker's drag racing was a for profit business activity. As a result, his losses from drag racing were deductible and were not subject to the Code Sec. 183 hobby-loss restrictions. 

IRS says that SEC's “short-swing” recapture rule is measured from option's grant           Rev Rul 2005-48, 2005-32 IRB 
IRS has ruled that an employee subject to the “short-swing” recapture rule of section 16(b) of the Securities and Exchange Act of '34 (the Securities Act) who exercises a nonstatutory option more than six months after its grant must recognize income under Code Sec. 83 . This is so even if Rule 10b-5 of the Securities Act and contractual agreements with his employer restrict his ability to sell the stock. 

Tool reimbursements taxable despite estimate of expenses, but relief may be on the way      Rev Rul 2005-52, 2005-35 IRB ; Notice 2005-59, 2005-35 IRB 
In a new ruling, IRS says tool allowances paid to auto mechanics failed the accountable-plan rules, and thus were taxable, despite an effort to estimate actual expenses. However, at the same time, IRS issued a notice carrying the criteria it would consider in an Industry Issue Resolution (IIR) Program to give employers accountable-plan relief when making tool allowances. 

Various education expenses didn't qualify for exception to IRA early withdrawal penalty     Gorski, TC Summary Opinion 2005-112 

A recent Tax Court summary opinion has concluded that amounts paid for a computer, housewares, appliances, furniture, bedding, and books in connection with the taxpayers' daughter's enrollment at a university did not qualify for the education expense exception to the IRA early withdrawal penalty because they weren't shown to be required for her education. The amounts paid for books also failed to qualify because they were not substantiated. 

Passive activity losses — rental real estate — real estate professionals — substantiation — miscellaneous itemized deductions — refunds.

Code Sec. 469 limitations applied to computer salesman's and wife's refund claim for additional rental real estate losses: taxpayer didn't show that he qualified as real estate professional under Code Sec. 469(c)(7)(B) . Non-contemporaneous estimates of time spent and personal service tasks performed on rental properties weren't sufficient to prove same under Code Sec. 469 ; Reg.  1.274-5T 's reconstructed records rule for records lost in casualty didn't apply since taxpayer's original records weren't lost in casualty and weren't validly reconstructed; and, vague witness testimony that taxpayer was working his regular job under flexible schedule and spending lot of time on rental units wasn't persuasive. Also, taxpayers erred in trying to deduct additional rental expenses on Schedule A vs. Schedule E. (D'Avanzo v. U.S., Ct Fed Cl, 96 AFTR 2d ¶2005-5117 ) 

Debtor's pledged 403(b) account wasn't eligible for State law bankruptcy exemption        Coppola, Joseph v. Sheri Lyn Beeson (CA 5 07/25/2005) 96 AFTR 2d 2005-5375 

The Fifth Circuit, affirming the bankruptcy and district courts, has held that a debtor's assignment/pledge of a portion of his Code Sec. 403(b) account resulted in a deemed distribution. This amount was no longer considered part of the plan, and so wasn't exempt from creditors in bankruptcy under a Texas statute. 

Tax-free rollover OK'd for partial recovery of IRA losses caused by mismanagement      PLR 200534026 

IRS has ruled privately that a pro-rata portion of the amount recovered for alleged mismanagement of a taxpayer's IRA and non-IRA funds could be rolled over tax-free to another IRA. 

Education expense deductions — minimum job requirements; new trade or business — business executives; sales and management.

Dental products salesman was entitled to deduct substantiated tuition-related education costs of pursuing MBA: costs were deductible business expenses where MBA helped improve taxpayer's job skills but was neither explicit job requirement nor implicit pre-condition to promotions. Also, MBA wasn't treated as qualifying taxpayer for new trade/business, even though he was promoted from sales to managerial position soon after he started MBA program, because he had already taken on managerial responsibilities while in sales position and really just changed titles by taking on new position, without substantially changing his job; and cases involving taxpayers enrolled in courses leading to professional license or certification were distinguished. (Daniel R. Allemeier, Jr. v. Commissioner, (2005) TC Memo 2005-207 , 2005 RIA TC Memo ¶2005-207)
Transfer of restricted property — incentive and non-qualified stock options — employee's election; revocation of election — accuracy-related penalties.

Taxpayers' Code Sec. 83(b) -based refund claim to revoke election on incentive and non-qualified stock options husband received from employer for performance of services was denied on summary judgment: Code Sec. 83(b) election was valid and irrevocable. Options' non-vested status was precisely type of scenario in which election applied; options were validly “transferred” for Reg.  1.83-3(a) purposes where employer's repurchase option lapsed on shares' full vesting; constructive receipt argument was frivolous; election statement fully complied with Reg.  1.83-2(e) ; and fact that property became worthless was immaterial. Also, taxpayers' unilateral mistaken understanding of repurchase terms was irrelevant where terms were plainly stated in agreement; and request to reapportion value of vested and unvested shares was denied. But, judgment was stayed pending resolution of Code Sec. 6662 penalty issue. (Gran v. U.S., DC, Northern Dist. of CA, 96 AFTR 2d 2005-6043 )

Transfer of restricted property — nonstatutory stock options — transferability — substantial risk of forfeiture.

Taxpayer received gross income on his loan-financed exercise of employer-issued nonstatutory stock options: shares were transferred for Reg.  1.83-3(a) purposes on options' exercise dates. Taxpayer's argument that by using loan funds, he didn't really receive shares but only options to purchase them in future was meritless given that his loan obligation ran only to 3d-party lender and payment to employer represented no indebtedness but rather full payment of exercise prices, plus requisite withholding, for which he actually received stock shares with attendant dividend and voting rights. Also, taxpayer was personally liable to lender for entire loan obligation. And, stocks' limited transfer restrictions didn't render them non-transferable because they could still be pledged as collateral; there was also no substantial risk of forfeiture by reason of those restrictions, or otherwise; and mere fact that shares declined in value during restricted period didn't amount to constructive forfeiture. (Keith D. Hilen v. Commissioner, (2005) TC Memo 2005-226 , 2005 RIA TC Memo ¶2005-226) 

Charitable contribution deductions — valuation — real property — sales price.

For charitable contribution deduction purposes, IRS properly based value of spiritual retreat property LLC donated to Code Sec. 501(c)(3) religious org. at approximately taxpayers' original purchase price: taxpayers' attempt to set donation value at $475,000 after purchasing property only 17 months earlier at $75,000 was improper where there had been no material change in intervening months to warrant such inflation and no evidence that taxpayers had purchased property at forced/distressed sale. Also, taxpayer's expert's estimate wasn't persuasive where based on flawed analysis, conclusory findings and questionable independence. In contrast, county assessor's and IRS's expert's estimates, using sales comparison and cost approach, supported finding that donation value approximated original purchase price with small upward adjustment. (Roger Wortmann, et ux. et al. v. Commissioner, (2005) TC Memo 2005-227 , 2005 RIA TC Memo ¶2005-227)

Business deductions — substantiation — lost records.

Trucker wasn't entitled to business deduction for various expenses including fuel, cell phone, repairs and other costs: taxpayer's self-serving uncorroborated assertions that expenses were incurred wasn't sufficient to substantiate same; and, fact that former employer destroyed or otherwise barred taxpayer from accessing subject year records wasn't excuse where taxpayer made no effort to reconstruct, or at least submit some relevant corroborating documentation. Also, Cohan estimate wasn't appropriate given that taxpayer's vague testimony, about incurring costs and general cash outlays, wasn't sufficient to provide even minimal foundation on which to base estimate. (Robert C. Kolbeck v. Commissioner, (2005) TC Memo 2005-253 , 2005 RIA TC Memo ¶2005-253) 

Gross income — ordinary vs. capital gain income — assigned income — lottery winnings — capital assets.

Taxpayer improperly classified as capital gain income lump sum payout she received from 3d party for sale of her rights to future lottery installment payments: following established case law, lottery installment rights merely represented future ordinary income, not capital investment or asset; so, money received on sale thereof could not reflect some increase in value above cost of any underlying asset or otherwise give rise to capital gain. (Shirley B. Prebola v. Commissioner, (2005) TC Memo 2005-261 , 2005 RIA TC Memo ¶2005-261) 

Waiver of disaster-extended IRA rollover period difficult but possible          PLR 200544022, PLR 200543063 

Two private letter rulings illustrate that it is difficult, but not impossible for an individual to get IRS to further extend the 60-day period for completing a rollover to an individual retirement account (IRA), after IRS previously extended the rollover period under general disaster-related relief. In one ruling the taxpayer was denied a further extension. In the other, the taxpayer prevailed. 

Individual's share of residential co-op real estate tax not deductible for AMT purposes        Ostrow, (CA 2 11/22/2005) 96 AFTR 2d 2005-5584 

Affirming the Tax Court, the Court of Appeals for the Second Circuit has held that, in computing an individual's alternative minimum tax (AMT), a deduction allowed for regular tax purposes for her share of the real estate taxes paid by a cooperative housing corporation does not reduce alternative minimum taxable income (AMTI). 

IRS determines when home sale relocation expenses result in compensation to the employee        Rev Rul 2005-74, 2005-51 IRB 
In a revenue ruling, using an analysis of the benefits and burdens of ownership, IRS analyzed the treatment for an employee of costs incurred by his employer in connection with three different home purchase programs offered to employees who are being relocated. 

Individual couldn't appeal Tax Court's grant of innocent spouse relief to his former spouse         Baranowicz, (CA 9, 12/23/2005), 95 AFTR 2d ¶2005-5689 

The Court of Appeals for Ninth Circuit has held that an individual did not have standing to appeal the Tax Court's grant of innocent spouse relief under Code Sec. 6015(c) to his former wife. It reached this result even though Code Sec. 6015(e)(4) allows non-requesting spouses the right to receive notice of, and participate in, innocent spouse proceedings. 

Taxpayers can't deduct tuition and fees paid to childrens' religious day schools or payments for after-school religious education                 Sklar, (2005) 125 TC No. 14 

In a long-anticipated decision, the Tax Court has held that a husband and wife couldn't claim a charitable contribution deduction for tuition and fees paid to their childrens' Orthodox Jewish Day Schools or for separate payments made for their childrens' after-school religious education classes. 

The Tax Court rejected the taxpayers' arguments that the education their children received was an “intangible religious benefit” under Code Sec. 170(f)(8) and Code Sec. 6115 .

Deductions — medical care — costs associated with gender reassignment surgery.

Without unequivocal expression of Congressional intent, taxpayer's costs for and associated with gender reassignment surgery don't constitute medical care for purposes of medical expense deduction under Code Sec. 213 . Gender reassignment surgery is cosmetic in nature, and not shown to be treatment for illness or disease. ( Chief Counsel Advice 200603025 ) 

Legal fees deductions — business expenses; miscellaneous itemized expenses — origin of claim — discrimination lawsuits — employee status — alternative minimum tax.

Legal fees wife incurred in connection with employment discrimination lawsuit and arbitration award were Schedule A itemized deductions subject to 2% floor and AMT rules, not Schedule C trade/business deductions: applicable version of Code Sec. 62(a) and case law clearly established that legal fees relating to claims originating in employee status were allowable for subject year only as miscellaneous itemized deductions, regardless of fact employee status might be considered trade or business; and 2004 American Jobs Creation Act amendments revising deduction regime with respect to fees incurred in litigation similar to taxpayer's didn't apply retroactively to her case. (Christine Kenton, et al. v. Commissioner, (2006) TC Memo 2006-13 , 2006 RIA TC Memo ¶2006-13) 

Remittance was a payment, not deposit; credit request barred as untimely       Deaton, (CA 5 2/9/2006) 97 AFTR 2d ¶2006-477 

The Court of Appeals for the Fifth Circuit has affirmed a Tax Court holding that a remittance made by a married couple with an automatic income tax extension request was a payment and not a deposit, and that it was proper for IRS not to credit an overpayment arising from the payment to later years because the couple did not timely act within the applicable limitations period. 

RIA observation: Form 4868 now expressly states that any remittance sent with it will be treated as a payment of tax. 

Cost of removing building's mold is currently deductible          PLR 200607003 

In welcome news for taxpayers affected by the sometimes devastating cost of a mold condition in a structure, IRS has privately ruled that the cost a business incurred on a project to remove mold from a building it owned and leased out was deductible as an ordinary and necessary expense under Code Sec. 162 . 

Another Circuit says sale of future lottery payments triggers ordinary income not capital gain                          George Lattera, (CA 3 1/9/2006) 97 AFTR 2d ¶2006-506 

Applying what it called a “family resemblance test,” the Court of Appeals for the Third Circuit has held that a lump-sum payment given to a married couple in exchange for the right to their future lottery payments was taxable as ordinary income and not as capital gain as the taxpayers had claimed. 

No deduction allowed for expenses related to hotel property used partly for personal purposes                                  Anderson, TC Memo 2006-33 

The Tax Court has held that taxpayers who lived in a bed and breakfast they owned and operated, couldn't deduct expenses relating to those parts of the inn used for both business and personal purposes. There is no exception to the bar on deductions for dwellings used as a residence simply because the dwelling is clearly recognized as commercial property. 

Prior bankruptcy case didn't prevent innocent spouse claim  Rev Rul 2006-16, 2006-14 IRB 694 
A new revenue ruling concludes that a taxpayer is not precluded from raising a request for innocent spouse relief where there was a previous Chapter 7 bankruptcy case in which IRS filed a proof of claim but the bankruptcy court did not make an actual determination of tax liability. 

Dollar limitations apply to AMT capital loss from worthless ISO stock        Merlo, (2006) 126 TC No. 10 

The Tax Court has held that, in determining alternative minimum tax (AMT), the loss limitations of Code Sec. 1211 and Code Sec. 1212 apply for purposes of calculating alternative minimum taxable income (AMTI). 

ISO stock losses held subject to capital loss limitations for AMT purposes         Paul Norman v. U. S., (DC Cal 07/19/2006) 98 AFTR 2d ¶2006-5191 

A district court has held that losses on stock acquired from exercising incentive stock options (ISOs) are subject to the capital loss limitations of Code Sec. 1211 for alternative minimum tax (AMT) purposes. 

 “Temporarily” disabled taxpayer wasn't hit with 10% penalty on early distribution       Rideaux, TC Summary Opinion 2006-74 

In a TC Summary Opinion, the Tax Court found that a distribution from a qualified retirement plan before the taxpayer reached age 59 1/2 wasn't subject to the 10% early distribution penalty because he was totally disabled—even though he was characterized by his doctor as “temporarily” disabled, and his Form 1099-R indicated that the distribution qualified for no exception to the penalty. 

IRS details how to revoke an election not to defer income under Code Sec. 83(b)                Rev Proc 2006-31, 2006-27 IRB 
In a revenue procedure, IRS explains how to request consent to revoke a Code Sec. 83(b) election not to defer income from restricted stock or property and the requirements that must be met before permission can be granted. The revenue procedure is effective June 13, 2006. While it formalizes the procedures for requesting a revocation of a Code Sec. 83(b) election, the pre-existing rules, which allow a revocation in only a relatively narrow set of circumstances, basically remain unchanged. 

Early-retirement incentives to tenured public school teachers were FICA wages       Appoloni, Sr. et al v. U.S., (CA 6 6/7/2006) 97 AFTR 2d ¶2006-1004 

Resolving a conflict between two district courts within its jurisdiction, the U.S. Court of Appeals for the Sixth Circuit, in a case of first impression for it, has held that early retirement incentive payments made to tenured public school teachers were FICA wages. The two district court cases each involved multiple taxpayers and were certified as class actions. The two cases were consolidated in the Sixth Circuit opinion, which reversed the pro-taxpayer decision by the district court for the Eastern District of Michigan (Klender, Phyllis F. v. U.S., (2004, DC MI) 94 AFTR 2d 2004-5433 ) and upheld the pro-IRS decision by the district court for the Western District of Michigan (Appoloni, Donald Sr. v. U.S., (2004, DC MI) 94 AFTR 2d 2004-5356 ). 

Casual gamblers had to report winnings despite larger losses      Spencer, TC Summary Opinion 2006-95 

In a Summary Opinion, the Tax Court has held that nonprofessional gamblers had to report their winnings as gross income and couldn't net (offset) this amount by losses from other gambling activity. Nonprofessional gamblers deduct their losses as an itemized deduction. 

IRS liberalizes use of payment card reimbursements under FSAs and HRAs         Notice 2006-69, 2006-31 IRB 
A new notice makes it easier for employers to make payments under health FSAs (flexible spending accounts) and HRAs (health reimbursement arrangements) using credit or debit cards. It expands the types of expenses treated as fully substantiated under the “copayment match method,” adds a new full-substantiation method, clarifies how substantiation may be provided by third parties, and explains how dependent care assistance programs (DCAPs) or dependent care FSAs can use payment cards. 

Rollover from decedent's IRA to surviving spouse's IRA kills 10% penalty tax exception   Charlotte and Charles T. Gee, 127 TC No. 1 (2006)

In its first decision dealing with the issue, the Tax Court has held that a surviving spouse who rolled over her deceased husband's IRA into her own IRA must pay the Code Sec. 72(t) 10% penalty on a withdrawal she made from the IRA before reaching age 591/2. The Court reasoned that once she transferred the funds to her own IRA, the withdrawal couldn't be characterized as a distribution made to a beneficiary upon a decedent's death, which would have qualified for an exception to the penalty. 

Income recognized when stock options exercised, not when sold to pay margin loan     Racine, TC Memo 2006-162 

The Tax Court has held that a taxpayer recognized income when she exercised stock options through a margin loan and that an exception which treats the exercises of some options as a grant of another option didn't apply. 

Other Items of Interest

Study finds AMT will snare more middle and upper income taxpayers than high income taxpayers

A CRS (Congressional Research Service) Report for Congress titled “The Potential Distributional Effects of the Alternative Minimum Tax” concludes that absent legislative action, the number of middle-to-upper-middle-income taxpayers affected by the AMT will increase significantly in the near future. In 2004, only 3 million taxpayers were subject to the AMT, but that number will grow to about 21 million in 2006. The most surprising aspect of this Report is its conclusion that the AMT will snare more middle and upper income taxpayers than high income taxpayers, especially those with adjusted gross income over $500,000. 

Most retirement plan limits increase for 2006 — some by COLA, some by statute                 IR 2005-120 
IRS has announced the 2006 cost-of-living adjustments (COLAs) for retirement plans. Many of the limits that apply to pension, and other retirement plans will be increased, some because of COLA adjustments, others because of statutory changes made by the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA). 

COLA increased limits for 2006. The following plan limits are increased for inflation effective Jan. 1, 2006: 

· Defined benefit plans. The limitation on the annual benefit under a defined benefit plan under Code Sec. 415(b)(1)(A) increases from $170,000 to $175,000. For participants who separated from service before 2006, the 100% of average high-three-years' compensation limit under Code Sec. 415(b)(1)(B) is computed by multiplying the participant's compensation limitation, as adjusted through 2005, by 1.0383. 
· Defined contribution plans. The limit on annual additions to a participant's defined contribution account under Code Sec. 415(c)(1)(A) increases from $42,000 to $44,000. 
· Annual compensation limit. The maximum amount of annual compensation that can be taken into account for various qualified plan purposes, including Code Sec. 401(a)(17) , Code Sec. 404(l) , Code Sec. 408(k)(3)(C) , and Code Sec. 408(k)(6)(D)(ii) , increases from $210,000 to $220,000. 
· ESOP five-year distribution period. The dollar amount under Code Sec. 409(o)(1)(C)(ii) for determining the maximum account balance in an ESOP subject to a five-year distribution period increases from $850,000 to $885,000, while the dollar amount used to determine the lengthening of the five-year distribution period increases from $170,000 to $175,000. 
· Control employee. The employee compensation amount used in the definition of “control employee” for purposes of the auto commuting valuation rule of Reg.  1.61-21(f)(5)(iii) increases from $170,000 to $175,000. However, the compensation amount used in the definition of company officers who are ineligible for the commuting valuation rule of Reg.  1.61-21(f) remains at $85,000. 
· Compensation limit on grandfathered government plans . The annual limit for certain government plans that, under the plan as in effect on July 1, 1993, allowed COLA adjustments to the plan's compensation limit under Code Sec. 401(a)(17) to be taken into account, increases from $315,000 to $325,000. 
· Key employee in top-heavy plan. The dollar limit under Code Sec. 416(i)(1)(A)(i) concerning the definition of a key employee in a top-heavy plan increases from $135,000 to $140,000. 
· Highly compensated employee. The dollar limit used in defining a highly compensated employee under Code Sec. 414(q)(1)(B) increases from $95,000 to $100,000. 
Limits increased by statute. The Code, as amended by EGTRRA, specifies the dollar limit applicable to certain retirement plans effective Jan. 1, 2006, as follows: 

· Elective deferrals. The limit on the exclusion for elective deferrals under Code Sec. 402(g)(3) , which applies to 401(k) plans, 403(b) annuities, SEPs, and the federal government's Thrift Savings Plan, increases from $14,000 to $15,000. The increase to $15,000 also applies to the limit on deferrals for deferred compensation plans of state and local governments, and tax-exempt organizations under Code Sec. 457(e)(15) . 
· Catch-up contributions for those age 50 or over. The dollar limit under Code Sec. 414(v)(2)(B)(i) for catch-up contributions to an applicable employer plan (other than a SIMPLE Code Sec. 401(k)(11) or a regular Code Sec. 408(p) SIMPLE plan) for individuals aged 50 or over increases from $4,000 to $5,000. For SIMPLE Code Sec. 401(k)(11) or regular Code Sec. 408(p) SIMPLE plans, the catch-up amount for individuals aged 50 or over increases from $2,000 to $2,500. 
Unchanged limits. The following limits are unchanged: 

· SIMPLE salary deferral. The maximum amount of compensation an employee may elect to defer under Code Sec. 408(p)(2)(E) for a SIMPLE plan remains at $10,000. 
· SEP compensation qualification. The amount of annual compensation above which an employee who meets other requirements must be able to participate in an employer's SEP plan remains at $450. 

Next year's tax brackets and other key items as calculated by RIA based on inflation data

The standard deduction, exemption amount, and individual tax rate brackets are adjusted annually for cost-of-living increases. The adjustments are based on the average Consumer Price Index (CPI) for the 12-month period ending the previous Aug. 31. The Aug. 2005 CPI was recently released by the Labor Department. (U.S. Department of Labor, Consumer Price Index (for all-urban consumers), 9/15/2005). Using the CPI for Aug. 2005 (and the preceding 11 months), RIA has calculated the increases to these and other important tax items for 2006 as set forth below. 

RIA observation: IRS is required to officially release the 2006 adjustments by Dec. 15, 2005. 

Standard deductions. The basic standard deduction for 2006 will be: 

Joint return or                       $10,300 (up from 

surviving spouse                         $10,000 in 2005) 

Single (other than                    $5,150 (up from 

head of household                        $5,000 in 2005) 

or surviving spouse) 

Head of household                     $7,550 (up from 

                                         $7,300 in 2005)  

Married filing                        $5,150 (up from 

separate returns                         $5,000 in 2005) 

For an individual who can be claimed as a dependent on another's return, the basic standard deduction for 2006 will be $850 (up from $800 in 2005), or $300 (up from $250 in 2005) plus the individual's earned income, whichever is greater. However, the standard deduction may not exceed the regular standard deduction for that individual. 

For 2006, the additional standard deduction for married taxpayers 65 or over or blind will be $1,000 (same as in 2005). For a single taxpayer or head of household who is 65 or over or blind the additional standard deduction for 2006 will be $1,250 (same as in 2005). 

Kiddie tax. The exemption from the kiddie tax for 2006 will be $1,700 (up from $1,600 in 2005). A parent will be able to elect to include a child's income on the parent's return for 2006 if the child's income is more than $850 and less than $8,500 (up from $800 and $8,000 in 2005). 

AMT exemption for child under 14. The AMT exemption for 2006 for a child under 14 will be the lesser of (1) $6,050 (up from $5,850 in 2005) plus the child's earned income, or (2) $33,750 (statutorily down from $40,250 in 2005). 

RIA observation: In past years, Congress increased the AMT exemption amounts when they were about to revert to lower levels. 

Personal exemption amount. The personal exemption amount for 2006 will rise to $3,300 (up from $3,200 in 2005). 

RIA observation: The minimum gross income thresholds for filing will also increase for 2006 since they are based on the basic standard deduction, the additional standard deduction, and the exemption amounts. 

Phase-out of personal exemption. The phase-out of the personal exemption for 2006 will begin at adjusted gross income of: 

Joint Return or sur-                  $225,750 (up from

  viving spouse                         $218,950 in 2005)

Head of household                     $188,150 (up from

                                        $182,450 in 2005)

Single individual                     $150,500 (up from

  (other than surviv-                   $145,950 in 2005)

  ing spouse or head

  of household)  

Married filing sepa-                  $112,875 (up from

  rately                                $109,475 in 2005)

RIA observation: For 2006, a taxpayer will lose only 2/3 of the amount he would otherwise lose under the regular phase-out computation. ( Code Sec. 151(d)(3)(E) ) 

Tax rate schedules. The tax rate schedules for 2006 will be as follows: 

        FOR MARRIED INDIVIDUALS FILING JOINT RETURNS

      AND SURVIVING SPOUSES, THE 2006 RATE BRACKETS ARE:

If taxable income is:                 The tax is:

--------------------                  -----------

Not over $15,100                      10% of taxable income

Over $15,100 but not                  $1,510.00 plus 15% of the

  over $61,300                         excess over $15,100

Over $61,300 but not                  $8,440.00 plus 25% of the

  over $123,700                         excess over $61,300

Over $123,700 but not                 $24,040.00 plus 28% of the

  over $188,450                         excess over $123,700

Over $188,450 but not                 $42,170.00 plus 33% of the

  over $336,550                         excess over $188,450

Over $336,550                         $91,043.00 plus 35% of the

                                        excess over $336,550

    FOR SINGLE INDIVIDUALS (OTHER THAN HEADS OF HOUSEHOLDS AND
         SURVIVING SPOUSES), THE 2006 RATE BRACKETS ARE:

If taxable income is:                 The tax is:

--------------------                  ----------

Not over $7,550                       10% of taxable income

Over $7,550 but not                   $755.00 plus 15% of the

  over $30,650                           excess over $7,550

Over $30,650 but not                  $4,220.00 plus 25% of the

  over $74,200                           excess over $30,650

Over $74,200 but not                  $15,107.50 plus 28% of the

  over $154,800                          excess over $74,200

Over $154,800 but not                 $37,675.50 plus 33% of 

  over $336,550                          the excess over $154,800

Over $336,550                         $97,653.00 plus 35% of 

                                         the excess over $336,550

         FOR HEADS OF HOUSEHOLDS, THE 2006 RATE 

                      BRACKETS ARE:

If taxable income is:                 The tax is:

--------------------                  -----------

Not over $10,750                      10% of taxable income

Over $10,750 but not                  $1,075.00 plus 15% of the

  over $41,050                           excess over $10,750

Over $41,050 but not                  $5,620.00 plus 25% of the

  over $106,000                          excess over $41,050

Over $106,000 but not                 $21,857.50 plus 28% of the

  over $171,650                          excess over $106,000

Over $171,650 but not                 $40,239.50 plus 33% of the

  over $336,550                          excess over $171,650

Over $336,550                         $94,656.50 plus 35% of the

                                         excess over $336,550

     FOR MARRIEDS FILING SEPARATE RETURNS, THE 2006 RATE

                       BRACKETS ARE:

If taxable income is:                 The tax is:

--------------------                  -----------

Not over $7,550                       10% of taxable income

Over $7,550 but not                   $755.00 plus 15% of the

  over $30,650                           excess over $7,550

Over $30,650 but not                  $4,220.00 plus 25% of the

  over $61,850                           excess over $30,650

Over $61,850 but not                  $12,020.00 plus 28% of the

  over $94,225                           excess over $61,850

Over $94,225 but not                  $21,085.00 plus 33% of the

  over $168,275                          excess over $94,225
Over $168,275                         $45,521.50 plus 35% of the

                                         excess over $168,275

             FOR ESTATES AND TRUSTS, THE 2006 RATE

                       BRACKETS ARE:

If taxable income is:                 The tax is:

---------------------                 -----------

Not over $2,050                       15% of taxable income

Over $2,050 but not                   $307.50 plus 25% of the

  over $4,850                            excess over $2,050

Over $4,850 but not                   $1,007.50 plus 28% of the

  over $7,400                            excess over $4,850

Over $7,400 but not                   $1,721.50 plus 33% of the

  over $10,050                            excess over $7,400

Over $10,050                          $2,596.00 plus 35% of the

                                         excess over $10,050

Reduction of itemized deductions. The allowable amount of itemized deductions will be reduced if adjusted gross income in 2006 is more than: 

All returns other than                $150,500 (up from

  married filing sepa-                  $145,950 in 2005)

  rately              

Married filing sepa-                  $75,250 (up from

  rately                                $72,975 in 2005)

Observation: For 2006, a taxpayer will lose only 2/3 of the amount he would otherwise lose under the regular reduction computation. ( Code Sec. 68(f) ) 

Interest exclusion for higher education. The interest on U.S. savings bonds redeemed to pay qualified higher education expenses may be tax-free. The exclusion is phased-out for certain higher income individuals. The phase-out level is adjusted annually for cost-of-living increases. The phase-out for 2006 will begin at modified adjusted gross income above $63,100 ($94,700 on a joint return). For 2005, the corresponding figures are $61,200 and $91,850. 

Qualified transportation fringe benefits. For 2006, an employee will be able to exclude up to $205 (up from $200 in 2005) a month for qualified parking expenses, and up to $105 a month (same as in 2005) of the combined value of transit passes and transportation in a commuter highway vehicle. 

Refundable child credit. For 2006, the child credit is refundable to the extent of the greater of: 

... 15% of earned income above $11,300 (up from $11,000 in 2005), or 

... for taxpayers with three or more qualifying children, the excess of the taxpayer's social security taxes for the tax year over his earned income credit for the year. ( Code Sec. 24(d) ) 

Earned income tax credit. In 2006, the maximum amount of earned income on which the earned income tax credit will be computed is $5,380 for taxpayers with no qualifying children, $8,080 for taxpayers with one qualifying child, and $11,340 for taxpayers with two or more qualifying children. These amounts are up from $5,220, $7,830, and $11,000 in 2005. 

In 2006, the phaseout of the allowable earned income tax credit will begin at $8,740 for joint filers with no qualifying children ($6,740 for others with no qualifying children), and at $16,810 for joint filers with one or more qualifying children ($14,810 for others with one or more qualifying children). These amounts are up from $8,530, $6,530, $16,370 and $14,370 in 2005. 

The amount of disqualified income (generally investment income) a taxpayer may have before losing the entire earned income tax credit will increase to $2,800 in 2006, up from $2,700 in 2005. 

Education credits. For 2006, the Hope and Lifetime credits phase out ratably for taxpayers with modified AGI of $45,000 to $55,000 ($90,000 to $110,000 for joint filers). For 2005, these figures are $43,000 to $53,000 ($87,000 to $107,000 for joint filers). 

For 2006, the Hope credit will be 100% of up to $1,100 (up from $1,000 in 2005) of qualified higher education tuition and related expenses plus 50% of the next $1,100 (up from $1,000 in 2005) of such expenses. 

Expensing. The amount that may be expensed under Code Sec. 179 in 2006 will be $108,000 (up from $105,000 in 2005). For 2006, the expensing limit will be reduced when more than $430,000 of property is placed in service (up from $420,000 in 2005). 

Adoption credit. An individual is allowed a credit against income tax (and AMT) for qualified adoption expenses. The total expenses that may be taken as a credit for all tax years with respect to the adoption of a child by the taxpayer will be limited to $10,960 for 2006 (up from $10,630 in 2005). For 2006, the credit for the adoption of a special-needs child will be $10,960 under Code Sec. 23(a)(3) , regardless of the extent to which the taxpayer has qualified adoption expenses (up from $10,630 in 2005). 

The credit will begin to phase out at AGI of $164,410 (up from $159,450 in 2005). The phaseout will be complete at $40,000 above the threshold. 

Adoption exclusion. Similar inflation adjustments and phaseout rules apply for purposes of the exclusion for employer-provided adoption assistance. The total amount excludable per child (whether or not he has special needs) will be limited to $10,960 in 2006 (up from $10,630 in 2005). Note that the exclusion for the adoption of a child with special needs applies regardless of whether the employee has qualified adoption expenses. 

Student loan interest deduction. For 2005 and 2006, the deduction phases out ratably for taxpayers other than joint filers with modified AGI between $50,000 and $65,000. For 2005 and 2006, the corresponding figures for joint filers are $105,000 and $135,000.
Next year's standard mileage rate decreases from post-Aug. 2005 rate        Rev Proc 2005-78, 2005-51 IRB , IR 2005-138 
IRS has announced that the optional standard mileage rate will drop 4¢ to 44.5¢ a mile for all business miles driven after 2005, down from 48.5¢ for the last four months of 2005. The rate for computing deductible medical or moving expenses after 2005 will drop to 18¢ a mile, down from 22¢ for the last four months of 2005.

President's advisory panel releases its tax reform proposals            Simple, Fair, & Pro-Growth: Proposals to Fix America's Tax System, The President's Advisory Panel on Federal Tax Reform, Nov. 2005
On Nov. 1, 2005, the President's Advisory Panel on Federal Tax Reform released its 270-page-plus report carrying two recommended options for overhauling the Code ( http://taxreformpanel.gov ). The two options—referred to as the Simplified Income Tax Plan (“Plan A”) and the Growth and Investment Tax Plan (“Plan B”)—contain many similarities. Overall, they combine various tax breaks into single provisions and tend to favor the use of credits over deductions. 

IRS gives tips for reconstructing records destroyed in a disaster             Fact Sheet 2006-7 
A new IRS fact sheet gives tips on reconstructing records after a disaster, which may be essential for claiming a casualty loss for tax purposes, getting federal assistance or insurance reimbursement. 

New pilot tip reporting program for the food and beverage industry        Rev Proc 2006-30, 2006-31 IRB 110 ; IR 2006-118 
IRS has issued a revenue procedure providing guidance on the Attributed Tip Income Program (ATIP), which is a new voluntary tip reporting program for the food and beverage industry. The new program provides benefits to employers and employees similar to those available under other tip reporting agreements but without requiring one-on-one meetings with IRS to determine tip rates or eligibility. IRS says ATIP reduces industry recordkeeping burdens, has simple enrollment requirements and promotes the reporting of tips on Federal income tax returns. 

What are your chances for being audited? Latest IRS data book provides some clues       2005 Data Book (Pub 55B, March 2006); IR 2006-46 
IRS has issued its annual data book, which provides statistical data on its fiscal year 2005 activities. As this article explains, the data book provides valuable information about how many tax returns IRS examines (audits), and what categories of returns IRS is focusing its resources on, as well as data on other enforcement activities, such as collections. 

IRS issues 2006 depreciation dollar limits for business autos, light trucks and vans            Rev Proc 2006-18, 2006-12 IRB 645 
IRS has released the inflation-adjusted depreciation limits for business autos, light trucks and vans (including minivans) placed in service in 2006, and the annual income inclusion amounts for such vehicles first leased in 2006. The maximum annual depreciation deduction for these vehicles is the same as for vehicles that were placed in service last year, except that for business autos the dollar limits for the second-year and for years after the third tax year are each $100 more. The new IRS guidance also carries the depreciation limits and lease inclusion amounts for electric autos. 

IRS issues new guidance warning taxpayers against frivolous arguments          Notice 2006-31, 2006-15 IRB ; Rev Rul 2006-17, 2006-15 IRB , Rev Rul 2006-18, 2006-15 IRB , Rev Rul 2006-19, 2006-15 IRB , Rev Rul 2006-20, 2006-15 IRB , Rev Rul 2006-21, 2006-15 IRB ; IR 2006-45 
IRS has issued new guidance describing and rebutting frivolous tax-return filing arguments, including Notice 2006-31 , which examines 26 frivolous positions, and Rev Rul 2006-17 through Rev Rul 2006-20 , which separately address 5 of the 26 arguments in greater detail. In addition, IRS is in the process of updating a 65-page document entitled “The Truth About Frivolous Tax Arguments” to reflect the latest court decisions rejecting numerous false arguments about the legality of not paying taxes or filing returns. 

Preliminary statistics of income for 2004 tax year show impact of recent law changes         IR 2006-55 
The Winter 2005-2006 issue of the Statistics of Income Bulletin is now available on IRS's website. The article entitled “Individual Income Tax Returns, Preliminary Data, 2004,” carrying preliminary statistical data reflecting income, deductions and credits shown on individuals' tax year 2004 returns filed in 2005, is of particular interest because it shows the impact of recent law changes. These include reduced tax rates on capital gains and qualified dividends, and the election to claim state and local general sales taxes instead of state and local income taxes as an itemized deduction. 

IRS (finally) concedes on long-distance telephone excise tax issue; refunds on the way    Notice 2006-50, 2006-25 IRB , IR 2006-82 
In a new Notice, IRS has conceded that the Code Sec. 4251 3% federal excise tax doesn't apply to long-distance calls for which the charges are computed on an elapsed time basis regardless of the distance of the phone call. Thus, taxpayers are no longer required to pay federal excise tax for this service, and they or persons who collect the tax (e.g., telephone companies) can request a credit or refund under the terms of the Notice for amounts paid for service that was billed to the taxpayer after Feb. 28, 2003, and before Aug. 1, 2006. 

No above-the-line deduction for health insurance bought by sole S corporation shareholder-employee                       IRS e-News, Headliner Volume 163, May 15, 20006
In an article on its web site, IRS has explained how an S corporation's sole shareholder-employee, unlike a sole proprietor, can't buy health insurance in his own name and get an above-the-line deduction for the premium expense. 

IRS to offer direct refund deposits in up to three accounts                   IR 2006-85 
In an effort to encourage higher savings and more banking, IRS has announced that it is creating a new split-refund program to allow taxpayers to directly deposit their refunds in up to three financial accounts. 

Form instructions carry new guidance on domestic production deduction          Instructions to Forms 8903, 1120S, and 1065
IRS has issued instructions to new Form 8903 (Domestic Production Activities Deduction). These instructions, along with revised instructions to Form 1120S (U.S. Income Tax Return for an S Corporation) and Form 1065 (U.S. Partnership Return of Income) carry additional guidance on some, but not all, aspects of the new-for-tax-year 2005 Code Sec. 199 domestic production activities deduction. 

Credits: This material has been taken from RIA Federal Taxes Weekly Alert
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