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To:
Pro@ctive CPA Clients, Associates & Friends

From:
Mark Wyssbrod, Managing Member

Re:
October 2008:  Pro@ctive Tax Update

Date:
October 26, 2008 SEQ CHAPTER \h \r 1
During the past 8 years we have seen multiple major changes to the tax code.  We have already seen 4 new tax law changes this year primarily due to the economic uncertainty (and one more should be one its way).  We are taking the time necessary to understand the changes for 2008 and how they affect our clients directly and how the might affect our client's indirectly (how will these changes affect the economy?).  The characteristics of these changes encourage short term spending and investments, however, one must be fully aware of the financial component of the tax code before making a business or personal financial decision and their long-term implication.

Below please find our "short" version of the tax code changes.  Please contact us if you would like a copy of the "long" version.

As always we remain vigil and recommend our clients to be cautious of the economic environment and be mindful of their debt levels.
RECENT TAX LEGISLATION
We are witnessing legislative tax changes at an unprecedented pace. Responding to a fragile economy, Congress has enacted no less than five separate tax bills in just the last twelve months. Collectively, these five Tax Acts have made major changes, including several economic stimulus provisions that are generally available only in 2008. These 2008 changes include: a new individual tax rebate/credit, a dramatic increase in the '179 deduction for the purchase of qualifying business property, a 50% bonus depreciation deduction, an election for corporations to swap the 50% bonus depreciation for refundable AMT and R&D credits, a substantial increase in the first-year depreciation for passenger automobiles used for business, a new additional standard deduction for real property taxes, and a temporary refundable first-time home-buyer credit (up to $7,500 for purchases after 4/8/08 and before 7/1/09). As 2008 is rapidly coming to a close, time to take advantage of these tax breaks is growing short.

This recent tax legislation also includes long-term changes, including: expanded income exclusions for qualified home mortgage foreclosures and loan work-outs, liberalized home-sale exclusions for surviving spouses, self-employment tax relief for certain retired farmers, an array of tax relief measures for military personnel, a new limitation on the home-sale exclusion for a second home that is converted into a principal residence, and much more!

In light of these significant legislative changes, we are sending this letter to keep you abreast of major tax legislation that we believe will affect the largest number of our clients.

Congress is probably not through for 2008!  As we complete this letter, Congress is considering several pieces of proposed tax legislation which (if enacted) could include: 1) temporary AMT relief; 2) the extension of various popular tax provisions that expired at the end of 2007 (e.g., $250 teacher’s deduction, state sales tax deduction, qualified tuition deduction, research and development credit); 3) new tax breaks for purchases of qualified energy-efficient property (and the extension of several existing tax incentives for energy-efficient expenditures); 4) temporary targeted tax relief for taxpayers in certain federally-designated disaster areas; and 5) changes that will tweak the existing rules for obtaining tax breaks for qualifying children. Some of these provisions may be enacted by the time you receive this letter. If you have heard or read about any recent tax change that is not discussed in this letter, feel free to call our office and we will be glad to give you a status report.

Planning Alert! This letter also contains planning ideas. However, you cannot properly evaluate a particular planning strategy without calculating your overall tax liability (including the alternative minimum tax) with and without the strategy. You should also consider any state income tax consequences of a particular planning strategy. We recommend that you call our firm before implementing any tax planning technique discussed in this letter, or if you need more information. 

INTRODUCTION
Since late December, 2007, President Bush has signed into law the following five tax bills: 1) Mortgage Forgiveness Debt Relief Act of 2007 (2007 Debt Relief Act); 2) Economic Stimulus Act of 2008 (2008 Stimulus Act); 3) Heartland, Habitat, Harvest, and Horticulture Act of 2008 ("2008 Farm Act"); 4) Heroes Earnings and Relief Tax Act of 2008 (2008 Heroes Act); and 5) Housing Assistance Tax Act of 2008 (2008 Housing Act). Collectively, these tax bills are designed to provide tax relief for homeowners and home buyers in an ailing housing market, generate an economic stimulus to help jump-start the economy, and provide tax relief to military personnel and their families. This new tax legislation will impact virtually every individual and business taxpayer. As you read the following highlights, please keep in mind that several of the most important economic stimulus tax breaks are available only in 2008; other long-term changes are first effective in 2008, while some changes are not effective until later. Consequently, pay careful attention to the effective date and sunset date (if applicable) of each new provision which we highlight prominently in each segment. 

There is Some Bad News Too! Although most of these tax changes benefit taxpayers, not all of the news is good. In several of these tax bills, Congress imposed new restrictions and limitations on certain taxpayers including: a new restriction on the home-sale gain exclusion rule, a potential tax on U.S. citizens who move their citizenship abroad (expatriates), and a new tax on U.S. citizens who receive certain gifts from expatriates. These new restrictions are also highlighted in this letter. 

The following summarizes selected provisions of these new tax laws that we think will have the greatest impact on you or your business.

NEW TAX BREAKS AVAILABLE TO INDIVIDUAL TAXPAYERS
New Temporary First-Time Home-Buyer Credit (With Pay-Back Requirement). The 2008 Housing Act adds a new temporary refundable credit of up to $7,500 (whether filing jointly or single) for qualified first-time home buyers who buy the house after April 8, 2008 and before July 1, 2009. The purchase (i.e., title closing) of your first-time home after April 8, 2008 will qualify even if you signed the purchase contract before April 9, 2008. The amount of the credit is the lesser of: 1) $7,500 ($3,750 if you are married filing separately), or 2) 10% of the home's purchase price. The credit is phased out as your adjusted gross income (AGI) increases from $75,000 to $95,000 if you are single, or from $150,000 to $170,000 if you are married filing jointly. Since the credit is refundable, you will actually get a refund to the extent the credit exceeds your tax liability. However, unlike most refundable credits that you can keep, this credit has an automatic 15-year payback requirement that resembles an interest-free loan that must be repaid to the government. The following highlights the requirements for this new credit:

Who Qualifies As A First-Time Home Buyer? To qualify as a "first-time home buyer," neither you nor your spouse can have owned a principal residence in the U.S. during the 3-year period ending on the date of the purchase of your new principal residence. Planning Alert! You will not qualify for the credit if you purchase your home from a related party (e.g., certain family members). Tax Tip. Your principal residence could include a condominium, houseboat, or mobile home.

How Does The 15-Year Pay Back Work? Subject to certain limitations, you must effectively pay back the credit ratably over 15 years by means of an extra tax on your subsequent tax returns, beginning with the second tax year following the tax year in which the home is purchased. Thus, a qualifying first-time home buyer who buys a principal residence in 2008 and claims a $7,500 credit, will pay the credit back annually by adding $500 ($7,50015 years) to his or her tax liability starting with the 2010 tax return, and  ending with the 2024 tax return.

If I Buy My First Home In 2009, Can I Take The Credit On My 2008 Return? If you purchase your qualifying new residence after December 31, 2008, and before July 1, 2009, you may elect to treat the purchase as made on December 31, 2008. Tax Tip. This election is particularly beneficial to college students who graduated in 2008, have income below the income threshold for 2008, and purchase their first home in the first six months of 2009. If the student=s 2009 income exceeds the threshold levels, electing to take the credit on the 2008 return will salvage the credit. 

New Real Property Tax Deduction For Non Itemizers (2008 Only). For tax years beginning in 2008 only, if you do not itemize your deductions (i.e., you take the standard deduction), you may claim an additional standard deduction for any state and local property taxes you pay. Your deduction, however, is limited to $500 ($1,000 in the case of a joint return), or the actual real estate taxes you paid, if less. Planning Alert!  If you are a homeowner and you itemize your deductions on your 2008 return, this new provision will not benefit you. Tax Tip. This new deduction is available regardless of your income level. Also, as we complete this letter, Congress is considering proposed legislation that would extend this additional standard deduction beyond 2008.

Surviving Spouses Get Home-Sale Exclusion Relief. You can generally exclude up to $250,000 ($500,000 for joint returns) of gain realized on the sale or exchange of your principal residence that you have used as your principal residence for at least 2 of the previous 5 years. Under prior law, if a spouse died, the surviving spouse could qualify for the $500,000 exclusion only if the sale occurred in the tax year of the deceased spouse's death. Under the 2007 Debt Relief Act, effective for sales or exchanges after 2007, a surviving spouse will be able to use the $500,000 home sale exclusion (rather than the $250,000 exclusion) for sales occurring within 2 years after the death of a spouse, provided that 1) the spouses qualified for the $500,000 exclusion immediately before the death of the deceased spouse, and 2) the surviving spouse has not remarried by the date of the sale. Tax Tip. This new tax break will be most beneficial to a surviving spouse who was the sole owner of the home before the death of the decedent spouse. In that event, the surviving spouse would have received no step-up in basis on the decedent spouse=s death and the expanded opportunity for the survivor to qualify for the $500,000 exclusion becomes much more important. This is more common with second marriages where the spouse who owned a house before the marriage continues to be the sole owner after the marriage.

What Do I Need To Know About The Stimulus Rebate Credit? By now, the vast majority of qualifying taxpayers have received their government-issued rebate check. Even though this is technically a credit for the 2008 tax year, your rebate was calculated by the IRS based upon your 2007 income tax return information. The rebates were generally $600 for individuals, $1,200 for couples, $300 or $600 for certain low-income people, and an additional $300 for your qualifying dependents under age 17. Even if you otherwise qualify, your rebate credit begins phasing out once your adjusted gross income (AGI) exceeds $75,000 ($150,000 for joint returns). For joint filers with no children, the credit will generally be lost entirely when your AGI reaches $174,000 (single filers with no children will generally lose the entire credit when their AGI reaches $87,000).

In certain situations, the rules for calculating this rebate can be quite complicated. Fortunately, for the vast majority of taxpayers who qualify, the IRS has already computed the rebate for you and sent you a check. If you have a question about the computation or status of your rebate check, you can access www.IRS.gov and click on the link that addresses rebates or stimulus payment. Tax Tip. If your rebate check turns out to be greater than your actual 2008 credit, you can keep the excess!  Also, the IRS says the stimulus payment is not taxable income. Planning Alert! You should keep your IRS letter reflecting the amount of the rebate, so we can use it to determine how much to reduce your credit for 2008. 

New Tax Break For Discharge Of Qualified Home Mortgages. Responding to the sub-prime lending crisis, this provision creates a new tax break for certain homeowners who confront home foreclosures, or are engaged in a home mortgage work-out. Generally, any debt you owe that is forgiven or reduced by a lender is taxable to you as debt discharge income, unless you are insolvent or in bankruptcy. The 2007 Debt Relief Act adds a new exception to debt discharge income. Effective for discharges of indebtedness after 2006 and before 2010, if you have a discharge of qualified principal residence indebtedness, you will not be required to recognize debt discharge income (even if you are neither insolvent nor in bankruptcy). Qualified principal residence indebtedness includes up to $2,000,000 of home acquisition indebtedness which generally includes only debt where the loan proceeds were used for the 1) acquisition, 2) construction, or 3) improvement of your principal residence. Tax Tip. This new provision is particularly helpful if your principal residence is under foreclosure, or your lender has agreed to reduce your home mortgage balance as part of a loan restructuring. If you find yourself experiencing either of these situations, please call our office and we will help you determine whether you qualify for this new tax break. 

New SECA Tax Relief For Retired Farmers. The 2008 Farm Act provides that, effective for payments made after 2007, self-employed social security (SECA) tax will no longer be imposed on Conservation

Reserve Payments (CRPs) to individuals who are receiving Social Security retirement or Social Security disability payments. Please call us if you need additional information.

NEW TAX RELIEF FOR MILITARY PERSONNEL
The Heroes Earnings Assistance and Relief Act of 2008 (2008 Heroes Act) contains tax breaks targeted to servicemen and women on active duty, reservists who are called to active duty, and military families. Here are highlights of the new tax relief under the 2008 Heroes Act:

Combat Pay Qualifying For EITC No Longer Expires. Tens of thousands of U.S. troops are serving in combat zones around the world and are receiving tax-free combat pay. Prior to 2008, a service member could elect to treat tax exempt combat pay as earned income in determining both eligibility for the earned income tax credit (EITC) and the amount of that credit. This special election expired after 2007. The 2008 Heroes Act removes the expiration date for the election so that the election no longer expires.
Military Families Can Get The Stimulus Rebate Without Spouse's Social Security Number. When Congress authorized the economic stimulus payments, it required that no payments could be made to individuals filing joint returns unless each spouse had a valid Social Security number. The 2008 Heroes Act now provides that a Social Security number is not required for joint returns where at least one spouse was a member of the U.S. Armed Forces at any time during the tax year. In addition, a qualifying child is taken into account in determining the amount of the credit even though the return doesn't include the child's Social Security number. Tax Tip. This provision is particularly helpful to U.S. Armed Forces members who are married to foreign spouses who lack Social Security numbers.

Military Death Benefits May Now Be Contributed To Roth IRAs, Etc. Effective for payments made on account of deaths from injuries occurring after October 6, 2001, the 2008 Heroes Act generally provides that a recipient of a military death gratuity and/or Service Members' Group Life Insurance proceeds can, within certain time limits, contribute the amounts received to a Roth IRA or Coverdell Education Savings Account (CESA). These contributions will not be subject to the regular CESA or Roth IRA contribution limitations nor the AGI phase-out rules. Tax Tip. This gives survivors more choices as to where they can invest these benefits.

State Bonus Payments To Service Members Are Now Tax Free. Many states pay combat veterans a bonus when they return home. Generally, a "qualified military benefit" is nontaxable. Effective for all open tax years, the 2008 Heroes Act clarifies that the term "qualified military benefit" includes any bonus payment by reason of the member's service in a combat zone made by a state or political subdivision. Tax Tip. Anyone who paid income tax on these payments can file a claim for a refund for any open tax year (typically three years back) with the Internal Revenue Service

NEW TAX RESTRICTIONS IMPACTING INDIVIDUAL TAXPAYERS
Home-Sale Exclusion Restricted. If you sell your home, you may qualify for the home-sale exclusion which allows you to sell your principal residence and exclude the gain up to $250,000 ($500,000 if filing jointly). Generally, to qualify, you must have owned and used the home as your principal residence for at least 2 of the preceding 5 years. Typically, because of the principal residence requirement, you cannot exclude any gain from the sale of your vacation or second home. This has lead some taxpayers to convert a second home into a principal residence for at least 2 years before selling the home, thus qualifying the home for the full $250,000/$500,000 exclusion. The 2008 Housing Act clamps down on this planning technique for sales after 2008 by generally requiring you to pay taxes on the portion of the gain that reflects the time the home was not used as your principal residence. Good News! This new restriction is not retroactive. Instead, it applies only to sales after 2008. In addition, any periods of personal or rental use before 2009 are ignored. Tax Tip. If you currently own a second home or rental home and you convert it to your principal residence on or before December 31, 2008, you can generally avoid this new restriction altogether. Planning Alert! The actual mechanics for applying this new rule can be complicated. Please call us if you need more information on this new limitation. 

Renouncing U.S. Citizenship May Now Trigger Taxable Gain. Congress has been concerned by reports that some taxpayers have avoided U.S. taxes by renouncing their U.S. citizenship or terminating their residency (i.e., expatriating). To address these concerns, effective for taxpayers who relinquish U.S. citizenship or terminate U.S. residency on or after June 17, 2008, the 2008 Heroes Act modifies the regime for taxing expatriates by adding a new mark-to-market deemed sale rule. Under this rule, all property of an expatriate subject to this new rule is treated as sold on the day before the expatriation date for its fair market value. The resulting gain is recognized on the amount of the gain exceeding $600,000. Tax Tip. The Act allows these expatriates to elect to defer the payment of the additional tax until the due date of the return for the tax year in which the property is disposed. Please call our firm if you need more details. 

New Transfer Tax On U.S. Citizens Receiving Gifts From Expatriates. The 2008 Heroes Act created a new transfer tax on any U.S. citizen or resident who receives any covered gift or bequest from a covered expatriate if received on or after June 17, 2008. The tax applies to any covered gift or bequest exceeding the annual exclusion amount in effect for gift tax purposes in the year of the transfer ($12,000 in 2008). The rules are quite technical. Please call our firm if you need additional details.

NEW TAX BREAKS AVAILABLE TO BUSINESS TAXPAYERS
Increased 179 Deduction For Tax Years Beginning In 2008. For tax years beginning in 2007, your business could have deducted (under Sect.179) up to $125,000 of the cost of qualifying depreciable business property (e.g., machinery and equipment). Also, for 2007, this deduction phased out dollar-for-dollar for the cost of your Sect.179 property exceeding $500,000. Effective for tax years beginning in 2008, the 2008 Stimulus Act increases the maximum Sect.179 deduction to $250,000. In addition, the $250,000 deduction is reduced by the amount by which the cost of qualifying Sect.179 property placed-in-service during the 2008 tax year exceeds $800,000. Planning Alert! This increased Sect.179 limit is available only for one year (i.e., for tax years beginning in 2008). Thus, if your business is a calendar-year taxpayer, the increased Sect.179 deduction is available only if the qualified property is placed-in-service by December 31, 2008.  For calendar-year taxpayers to be safe, your qualified property should be set up and tested before 2009.  Tax Tip. If you are considering a significant equipment or business vehicle purchase, please call our office. We will help you develop an equipment/vehicle purchase strategy that gives you maximum depreciation deductions.

The 50% Bonus Depreciation Is Back (For Calendar Year 2008 Only). The original bonus depreciation was first allowed following the terrorist attacks of 2001 and generally sunset after 2004. The 2008 Stimulus Act reinstates the 50% bonus depreciation deduction. The 50% bonus depreciation deduction generally applies for new qualifying property acquired and placed-in-service during calendar year 2008.  Caution! Property acquired pursuant to a binding contract entered into before 2008 does not qualify. Tax Tip! IRS says that an option to acquire property is not a binding contract. Planning Alert! Remember, whether your business uses a fiscal or calendar tax year, the 50% bonus depreciation is allowed only if qualified property is acquired and placed-in-service during calendar year 2008. To meet the placed-in-service requirement, property must be ready and available for use during 2008. Also, the Section 179 deduction (discussed above) must be taken before the 50% depreciation. Alternative Minimum Tax (AMT). There is no AMT impact with respect to 50% bonus depreciation property unless the taxpayer elects not to take the 50% bonus depreciation.

!
Qualifying Property. Generally, the 50% deduction applies only to new property that has a depreciable life for tax purposes of 20 years or less (e.g., machinery and equipment; furniture and fixtures; cars and light general purpose trucks; sidewalks, roads, landscaping, depreciable computer software).  Also, certain leasehold improvements may qualify for the 50% deduction. Planning Alert! These are only examples of qualifying property. If you have a question about property that we have not mentioned, call us and we'll help you determine if it qualifies.
!
Tax Tip. Make sure you properly classify Aland improvements as A15-year property (and not as part of the building) since land improvements qualify for the 50% bonus depreciation, and buildings generally do not. Furthermore, property within a new building that is not a structural component of the building (e.g., pursuant to a cost segregation study) may be treated as tangible personal property. If you can effectively segregate these costs, you may qualify for three favorable depreciation benefits: 1) '179 treatment, 2) the 50% bonus depreciation deduction, and 3) regular depreciation write-offs.

!
Corporations May Swap 50% Bonus Depreciation For Refundable AMT And Research And Development Credits. Corporations currently incurring losses may receive minimal tax benefit from the 50% bonus depreciation. The 2008 Housing Act allows corporations to elect to treat certain unused alternative minimum tax (AMT) and research and development (R&D) credits attributable to tax years beginning before 2006 as refundable credits in lieu of claiming bonus depreciation for "eligible qualified property" placed-in-service after March 31, 2008. Tax Tip. If your corporation currently has unused AMT and/or R&D credits, and also has existing net operating losses--this election may be particularly beneficial. Planning Alert! These rules are complex and it will require detailed analysis to determine whether your corporation could benefit from this election. We will be glad to assist you with this analysis. 

Bonus Depreciation For Passenger Automobiles. The maximum annual depreciation deduction (including the '179 deduction) for most passenger automobiles used in a business is capped at certain dollar amounts. For example, for 2008, the maximum first year depreciation on a business automobile is generally capped at $2,960 ($3,160 for trucks and vans not weighing over 6,000 lbs). Under the 2008 Stimulus Act, for passenger autos otherwise qualifying for 50% bonus depreciation, the first year depreciation cap is increased from $2,960 to $10,960 (for trucks and vans not weighing over 6,000 lbs, the increase is from $3,160 to $11,160).

Trucks And SUVs Over 6,000 Lbs. SUVs with loaded vehicle weights over 6,000 lbs are exempt from the passenger auto annual depreciation caps discussed above. However, these heavy SUVs are required to limit the '179 deduction to $25,000 (instead of $250,000 for 2008). For example, for a new Aover-6,000 lb SUV used entirely for business that is placed-in-service by a calendar-year taxpayer in 2008: 1) up to $25,000 of the cost can be deducted immediately under '179, 2) 50% of the remaining balance can be claimed as bonus depreciation, and 3) 20% of what=s left can generally be taken as regular depreciation for the first year. Thus, for a $50,000 new heavy SUV placed-in-service this year, $40,000 could be written off in 2008 (assuming 100% business use). Pickup trucks with loaded vehicle weights over 6,000 lbs are exempt from the $25,000 limit under '179 (imposed on SUVs) if the truck bed is at least six feet long. Planning Alert! It has been widely reported that the $25,000 deduction for SUVs over 6,000 lbs may be on the chopping block as Congress searches for ways to increase tax revenues. 2008 may be the last year for this tax break.

Small Firms Get New Credit For Make-Up Wages To Called-Up Reservists.  When a reservist is called to active duty, some employers voluntarily pay the difference between the reservist's regular pay and his or her military pay. The 2008 Heroes Act creates a new tax credit for an eligible small business employer who makes qualified differential wage payments after June 17, 2008 and before 2010 to employees who are on active military duty. The credit is equal to 20% of the eligible differential wage payments for each of the "qualified employees" of the taxpayer. To qualify for the credit, your business generally must employ an average of fewer than 50 workers a year. The maximum amount of differential wage payments to any one employee qualifying for the credit may not exceed $20,000 for a tax year. Thus, the maximum credit for a single employee is $4,000 ($20,00020%). Tax Tip. Please contact us if your business is paying employees who are on active military duty and we will help you determine if you qualify for this new credit.

FINAL COMMENTS
Please contact us if you are interested in a tax topic that we did not discuss. Tax law is constantly changing due to new legislation, cases, regulations, and IRS rulings. Our firm closely monitors these changes and will gladly discuss any current tax developments and planning ideas with you. Please call us before implementing any planning ideas discussed in this letter, or if you need additional information. Note: The information contained in this material represents a general overview of tax developments and should not be relied upon without an independent, professional analysis of how any of these provisions may apply to a specific situation.

Circular 230 Disclaimer: Any tax advice contained in the body of this material was not intended or written to be used, and cannot be used, by the recipient for the purpose of 1) avoiding penalties that may be imposed under the Internal Revenue Code or applicable state or local tax law provisions, or 2) promoting, marketing, or recommending to another party any transaction or matter addressed herein.
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