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Busingss & Tax PLANNING [DEAS for OUR CLIENTS and FRIENDS

Poor Health and Your Home:
The Tax Connection

[ If you own your own home, you're probably
farniliar with the special tax rule that lets you
exclhude the ]::.!ill Froarm Lhve sale af yig prim:l.-
ry residence, To ke sdvantage of this exclu-
ston, the [RS requires you to hawe lived in
yvour homee for at least two years withln the
five years prior 10 the sale date, Married Coa-

ples that file a joint rebum may exclude |
§500,000, and individual taxpayers get a

250,000 exclusion.

Another, lesser known, exclusion

There are other, lesser exclusions if you sell
vour house far “too soon” because of unfore-
seen circumstances, divorce, of financial
him_hhi]h.

But a lesser-kmown exclusion—tle
health exclusion- may be ome of ouar
strofgest cases for getting an "early™ exclu-
sion, The exclusion amount is computed as a
percentage of the regular exclusion rate

{elther the £ 500000 o §2540, 0000 rates men- i

tioned above], expressed as the number of

months vou owned your home as your pri-

mary reskdence divided by 24 maonths

Example

Assume that a homeowner purchased his
home January 340, 2005 for $300000, He sells
his hcsmse o _'I|.|.I1l.- ) BHKE. He owned the
haoase and lived in it as his primary residence
for six months. If the sale was precipitated by

corefivued on page 2
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Didd You Know?

It was not until 2004 that
the sum total ef eredit cand,
debit card, and other lorms
of e-payments exceaded
the number of paper check
transaciions.

Fowice Tae Fedivnl Resivi

~ CpPAT |

hmerica Counts an CPAs |
- J

tits a challenge to keep up with all of the

Bankruptcy Legislation:
Change is in the Air

i You cannot watch a TV newscast of read the

papers LFpse Lh]."-. wilhaonat El'll.l:ﬂllllt'r]rlg a
story on the fedeml banknuptcy legislation

i that's made its way through Washington. On

Apell 14, 2005 Congress passed the
Bankruptcy Abuse Prevention and Consumer

¢ Protection Act of 2005 (5.256), also knowm as

the Bankmuptcy Beform Act, which the
President signed into Lasy on Aprkl 200 While

twists amd tums in ke news on bankoeptcy,
it's even tougher to know how this legislation
will affect vou; cur office is prepared o help.
e thing is tor certain: ¢ Ih.u:l'lg:ﬁ i fed-
el bankraptcy laow will hkave a major
impact on both individuals and businesses,
Miost of its provisions will be effective 180
days from the day it was signed into law.

Bankruptcy, defined, by chapler
Mark Twain filed for bankmuptcy protection.

¢ 5o did Walt DHsney, as did Milton Hershey,

ET. Barnum, Kim Bassinger, Bum Reynolds, |

\ drdd, VES, EVen EI|~:1r:,-' Firdd, .-'||]_1|:||1;_'|:-:i.-r|al;l:l}- 1.6
¢ million Americans did it just last year alome.

Bankruptcy s a process that takes place (n fied-
eral court. [t was designed o help individuals
and budinesses eliminate or repay their debs
urnder bankmiptoy court protection. General-
Iy, thiete are two types of hanknoptcies—Ikqui-
dation  and  reorganization—which  are
addresssd in varous chapters of the TL5 |

o tinued ar pape
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comtimued fromn page | — Poor Health and
Your Home: The Tax Connection

a bona fide health reason, he will he
able to exclude up to 125,000 in gain |
on & point retum (one-quarter of the
Mote that an |
additional adjustment may have to be
made if he sells another primary resi-
dence (with gain) within two years of |

300000 exclusion).

this sale,

s08d for “health” reasons if

. Your primary reason for the
sale is to obtain, provide, or
facilitate the diagnosis, cure,
mitigation, or treatment of dis-
ease, illness or i.r|.i1.1:r:|- of a r.tual-
ifled individuwal (swch as VT
child}, Health 15 considered to
be the reason you sold vour
home If . . . . a doctor recom-
mends a change of residence,

It would be prudent to obtain a doc-
tor's recommendation, in wrlting, to
help substantiate that the sale was
brought on by health reasons for you
ar for a member of your Bamily.

Please comsult our affice 1o handle
the intricacies involved with cbtaining
this exclusion, as well as for informa-
| tion on the other lesser-known exclu-
sions on the gain of the sale of vour
home.

Clmntl%ulletm

condivmaed froum page | — Bankruptcy Legislation: Change Is In the Air

Bankmuptcy Code, For liquidation style
banknuptcies, property b sold o pay
debis, whereas payment plans are cre-
ated under reorganization banknupt-
cied. Chapter 7 oovers liquidations for
bath personal and business banknupt-

renrganization banknspicies,

While no two bankruptoy situa-
tions are exactly the same, individ-
wals and businesses typically file
under only certain chapters of the

which get tossed around a lot with-
out too many people understand-
ing the references, Following is a

by demonstrating
| stances,"
. exemptions may apply
Qquick overview of some of the !

+ Fewer Chapter I's on the horizon

! Fling under Chapter 7 has become
i more difficult. Currently, almost 70 per-
+oent of ndividuals who file for bank-
¢ picy dio so under Chapter 7, according
¢ to the American Bankruptoy Institute.
clies, and Chapters 11, 12, and 13 cover

Generally, under the new law, a

« Chapter 7 case will be converted to
¢ Chapter 13 if the debtor can pay the
i lesser of (a) $10,000 or (b) the greater
¢ of (1) 25 percent of unsecured, nor-
i pricrity debt or (2) 56,000, A debtor
L5, Bankmptey Codde, the names of |

will b able to rebut the means test
“speclal clroum-
and certain “safe harbor®

That mesans that even if a debtor is

By IRS definition, your home s

chapters: i $ 100,000 in debt and can only afford 1o
LS. Bankniptcy
Coda Protection ofensd Wha i protects
Chagrinr 7 Liquidation—a benkruptcy estete ls | Indivaduals, parmerships, and corpo-
Foreed from your personal property, | rasons
s frorm the barAruptey estats, o
tha proceeds of which ene used 1o pay
craditors. Mast types of delits ane then
cancelied.
Somesmies refermed 1o as “sraight
bankruptey” or “fresh start”
iChapiar 8 [Diek recrganizstion humiciparities (a.g. cities, coumias,
‘owmships, school disricts, and pub-
liz improvemant districts}
Chapter 11 | Reorganization of dabts 1o keep 8 busi- | Corporations, certain individuats
ness i busineas. Delnors may retain | [thase with dabls greater than those
income aamed after filing for bank- | that would be covered by Chapter 13
ruptcywhile using onky aesets hedd &1 | or of ower approximatety $1.2 milion}
the tima of fling I pay past delns
Chaptas 12 Debt rearganization Farms faamnded undes the nae e
oy inchurda family commarcial fishing
operations and aquaculture}
[Chapter 12 Rapayment plan & sat up 1o payy, wsy- | Individuals only including sole pro-
ally, & portion of the debt and indiidu- | pristors, but not partnenships or cor-
gls can be forced i aliocae dispos: | porations| with regular incoma
abie incoma 1o the plar. The debtor
usually keeps his of her persanal
propesty.

contimed on page T
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contimued fro page T — Bankruptcy Legislation: Change i in the Adr

pay 3100 4 month, as determined by the
comurt, the debtor probably will no longer
bz abde %o fbe Chapter 7, The repayment
will be structured umder 3 Chapter 13
plan that spans fve vears (deltors with
inconie that is bess than the state median

. have to pay what the car was worth to
keep it, For many drivers with unpaid

o auto loans, this means that its payoff |

| amount may far exceed |is current
 market wvalue, introducing a major
change in bankruptcy law.

will pay over a three-year perod). A |

Chapter 13 debtor will be permitted to
deduct from plan payments the costs of
health insurance, domestic support

obligations, expenses to operate a busi-

miess, and charitable contributions of wp
to 15 percent of gross income,

Some tax-related information
MNon-dischargeable debts now  include
state and local taxes, Federal faooes wene

mon-ischargeable prior to the emact- |

ment af the new law. Along with other
documents required under prior law,
debtors must mow submit copies of tax
returms, paymoll stubs, and other doou-
ments with the petition for bankruptey,

Saving your home

Unsder federal bankruptoy law, debtors
cant shickl a pordon of the equity In
their homes from unsecured creditors.
And under the new legislation, debiors
wiho can choose a state homestead
exernption over the federal exernption
will be bound by a prior state of
residence for two years after
foving to 4 more penenous
stage, Linder the new legisla-
tivn, a debtor must have
lved in the stale for at beast *
A0 months to gualify for the
full state homestead exemp-
tion. If the debtor has mod
heen in his of het Bosse for
the required number of
otk the new bBill limits the home-
stead exemption to $1.25, 000,

Of mote 1o renters, Landbopds will
be able to bypass the automatlc stay
amdl initiate or continue evictlon pro-
ceedings.

Saving your car
Debtors will now be required to pay
the full amount owed on a car loan,

regardless of the condition of the car |

Previowsly, the debtor would only

- Saving your business
Before these banmkrupicy changes,
| small businesses with a lot of debd

| ing them a chance to begin anew n

: about four months, Because the new |
! law makes filing a Chapter 7 much i

»omiore difficult, many businesses will

i have to file under Chapter 13, repay- |

| Ing thedr debts over five years,
A lot could happen to you in fve

Coyears—you may  close shop, your

| spouse may become unemployed, or |

some other unforeseen event couwld

Coyour future ability to pay, vou must
i stick to the Chapter 13 repayment plan.
Under the new law, nsinesss with
¢ less than $2 million in debts can file an
i expedited form of Chapter 11 reorgand-
| zation {see chart, p. 2, to appreciate the
| change from the old Lw to the new), A
i Chapter 11 debtor has only 18 months

plan  before creditors  are

plans, Prios to the new L,
creditors were bamed  from
making proposals ndefindtely
due to the debtors ability to

Saving your IRAs

Up to 31 million held in
o hax  exempt retirement  accounts
' (including IRAs) will be exempted.
. This cap may be increased if "the inter-

- ests of justice so require.” Prior to the |
¢ Act, only ERISA-qualified pension

i plans were unreachable by creditos.
Our office staff is closely watching
| developments concerning bankruptcy

E kaw. If you think that a business or per- |

i sonal bankruptcy may be necessary in
i the near future, call our office to deter-

i modme what the consequences would be, |

I3|
|

could have filed under Chapter 7, giv-

i affect your business. However, no mat-
o ter what comtingency ooours or alters |

to propose 3 reorganization

- AJCA Allows Full
' Deduction of Some
. Attorneys’ Fees

i The American Jobs Creation Act
(AJCA) of 2004 has been highly touged
| for its impact on the manufacturing
sector and its effect on the treatment
o of foreign business income. One less-
| discussed but important provislon of
¢ the AJCA known as the Civil Rights
! Tax Relief Bill may affect vou

The provision changes the tax
i treatment of contingent attomeys' fees
;o amcd costs related o judgments and set-
Hemmernts arising out of certain employ-
! oment discrimination and federal whis-
tle-bbower laws. S0 If you hawe won a
judgment or settlement in these sorts of
cases, this provision directly affects you,
i This relief applies to certain judg-
' ments and settlements ocourring after
October 22, 2004, the date that the ARCA
o was signed into law. The attomeys foes
st have been paid after that date as
wiell. To beniefit from this new provision,
' you must pay the attormneys' fees in the
| sarne vear vou receive the award, Under
the APCA, attomeys’ fees amd costs nelat-
et an award or scttlement that are
i includible in a taxpayers income are
now 100% deductible from  gross
| income for federsd inoome tax purposes,

allowed to propose their own

. Above-the-line versas itemized
| deductions
Unlike prior treatment, quabified atior-
i neys' fees are deductible “above the
ling,” meaning before adjusted  gross
indorme is caloulated. Previously, a judg-
| ment or settlement from these types of
cases was fully included in gross income,
| bt the attorneys' fees could only be
deducted (1) 6f the taxpayer itemized
! deductions and (2) to the extent the fees
exceeded two percent of the taxpayer’s
i adjusted gross income (the miscella-
i meous itemixed deduction "fioor™).
Taxpayers' abllity to benefii from
this deduction was also subject to
phase-oul limitations if their income
o exceeded certain thresholds. Also,
because taxpavers subject to the alter-
native minimum Gax (AMT) are not
corarirued o page 4
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EXAMPLE OF PRE-AJCA AND POST-AJCA TAX TREATMENT OF
DAMAGES IN AN EMPLOYMENT DISCRIMINATION CASE
Consider the following exampla: A successful plaingiff with an amployment discnimination

claim = swanded S250,000 in damages and owes har stiomey ST5000 in costs and fees

Under previaus law, she would include the entire 3250,000 in income and would, st best,
onky be able to dedwct & maxemum of S70,000 (575,000 minus two percant of S250,000, or
55,000, aquals 70,0001, She may ewen hawa to pay taxes on the full S250,000, bacause her
deduction is eminated by the phase-out provisions and AMT, despite the fact thet 575,000
went dresthy to her atiormey. Bath she and her atiormney pay nceme tax an the same 375,000,

Undar the new law, she would deduct the entire portion of the swand that pays har
atinenigys’ faes, hera 515,000, a5 an above-the-line deducton, She would pay taxes on
175,000 (£250,000 minus §75,000} regerdless of whether AMT and the phasa-out provisions
apphy. Onby her attormsy would pay tax on the £35 000,

Orverall, the b 1ouchas on cases arisng ot of cnly cenain, not al, employment and
whistle-lowing claims, as will 85 ather "catchall” clams. naddibion, the nesw pravision lim-
its the amount that can be daductad: it may ot ba greatar than the amount includible in tha
takpayers moome

Contact our offsce o soe i you can banedit Brom this niny' pravissan.

Tax Calendar

JUNE 2005
it 10 !
Employees who work for tips. If you received 520 or more i bps during May, report them to yowr amploy-
or. You can usa Form 070
Jums 15

Individunls. |f you ore a U.S, citizen or resident aben ving and warking (ar an malitary duty) outside tha
United Btates and Puerto Fco, file Form 1040 and pay any tax, interest, and penalties dus. If you want addi-
thonal tima to file your return, file Form 4888 to obtain two: additional months to fila. Then filie Form 1080 by

August 15.

I you ane not paying your 2005 income tax through withholding (or will not pay in encugh tax during tha vear

that way|, pay the second instaliment of your 7005 estimated tax. Use Form 1040-E5.
Corporstions. Deposit the second instaliment of estimated tax for 2005

Employers. For Social Security, Medicars, withhald income tax, and nonpeyroll withhaldng, depasit

the tax far payments in May I the monthly rule applies.

JULY 2005
July 11
Employess wiso wark for tips. If you received 520 or more in tips during June, report them to youwr
amployer. You can use Foom 4070
July 15

Employers. For Social Security, Madicare, withheld ncome tax, and nanpayrod withholding, deposiz

the tax for payments in June if the monthly nee apples.

Farmerships. File 8 2004 calendar year return (Farm 1085). This due date applies only if you wers given
on automntic three-manth axtension, Provide esch partner with a cogy of Schedule K-1 or a substi-

tute ¥-1. i you need an additional thres-month exiension, fs Form BS00L

Electing large parinerships. File 3 2004 calendar year return {Form 1065). This dua date applias anky if
Yo WErE ghven an gutomathe three-month axtension. i you need an edditional three-month axtansion,

file: Foom ES00,

allowed any deductions for miscella-
neows ftemized deductions, they did
not recelve any tax relief ar all for
attorneys’ fees.

Taxpayers who received large sot-
tements had to include the entine
damount in income in the year in
which |t was recelved: this pushed
them owver the thresholds or made
themn subject to the AMT, As a result,
thiey could not deduct attormeys” fees,
in effect paying taxes on money they
never received, which s still the case
foor all ovther kimwds of lawsuits,

Types of claims eligible
Clatms ellgible fior above-the-line deduc-
thon of attomeys’ fees inchude unlasdul
discrimination claimes under several feder-
al antl-discrimination lavws,
tor  example, the  Age
Discrimination in Employ-
ment Act, the Clvil Rights
Acts of 1964 and 1991, the
Matioral Labor  Helations
Act, the Emplowves Retine
ment Incomme Seoumity Adct,
and the Family and
Mledical leawe Act, Also,
whistle-bloser clainms amd
daims against the govern-
ment under the False
Clainns Act are eligible.
The positive impact
on civil rights plaintiffs,
whistle-hlowers, and
others could prove 1o be
dramatic, Because the
portlon of a judgment
or settlement used to
pay attornevs' fees and
costs will no fonger be
included In adjusted
fross fncome, the effec-
tive monetary  award
will be greater than it
was before the enact-
ment of the AJCA. [f
Yo e i '|_1|_‘:-|:|.-'|:'|:i.a'| o
sucoessful  plaintiff in
one of these types of
cases, yvou should talk to
us immediately.
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