


your parent), a multiple support form can be filed to grant one of you
the exemption, subject to certain conditions.

Qualification for Head-of-Household Filing Status – If you aren't
married and are entitled to claim a dependency exemption for your
parent, you may qualify for the head-of-household filing status, which
is more favorable than the single filing status.You may be eligible to
file as head-of-household even if the parent for whom you claim an
exemption doesn't live with you. Generally, in order to qualify for
head-of-household status, you must have paid more than half the cost
of maintaining a home for yourself and a qualifying relative for more
than half the year. In the case of a parent, however, you may be eligible
to file as head-of-household if you pay more than half the cost of
maintaining a home that was the principal home for your parent for
the entire year.Thus, if your parent is confined to a nursing home,
you are considered to be maintaining a principal home for your parent
if you pay more than half the cost of keeping your parent in the 
nursing home.

Qualification of Gain on the Sale of Your Parent's Home for
$250,000 Exclusion – If your parent sells his or her home, up to
$250,000 of the gain from the sale may be tax-free. In most cases, the
seller, in order to qualify for this $250,000 exclusion, must have:
(a) owned the home for at least two of the five years before the sale,
and (b) used the home as his or her principal residence for at least two
of the five years before the sale. However, there is an exception to the
two-of-the-five-years use test under (b) if the seller becomes physically
or mentally unable to care for himself or herself at any time during the
five-year period.

Your parent can qualify for this exception to the use test if, during the

five-year period before the sale, your parent: (1) became physically or
mentally unable to care for himself or herself, and (2) your parent
owned and lived in the home as his or her principal residence for a
total of at least one year. Under this exception, your parent is treated 
as using the home as his or her principal residence during any time
within the five-year period in which he or she owns the home and
resides in any facility (including a nursing home) licensed by a state or
political subdivision to care for an individual in your parent's condition.

Exclusion for Payments Under Life Insurance Contracts – If your
parent is terminally or chronically ill and is insured under a life 
insurance contract, he or she may be able to receive tax-free payments
(accelerated death benefits or so-called “viatical” payments) while 
living.Any lifetime payments received under a life insurance contract
on the life of a person who is either terminally or chronically ill are
excluded from gross income.A similar exclusion applies to the sale or
assignment of a life insurance contract to a person who regularly buys
or takes assignments of such contracts and meets other qualifying 
standards.These lifetime payments can be used to help pay the costs 
of your parent's nursing home.

Reverse Mortgage as an Alternative to a Nursing Home – It is
often desirable for an elderly person to remain in his or her own home
with proper in-home care rather than to enter a nursing home.A
reverse mortgage loan may make this a feasible alternative to a nursing
home. Many states permit a reverse mortgage loan, which is designed
to permit elderly persons with limited income to remain in their
homes by borrowing against the value of their homes.

If you wish to discuss your situation or a specific issue, please call our
office for a consultation.

Have all your children grown up and moved on? Are you con-
sidering downsizing? If you are approaching retirement with a
lot of equity in a big home that can help fund your retirement

plans when you sell, you might want to first consider the tax aspects of
such a move. Under the current tax rules, you may no longer defer the
gain into your next home. Instead, assuming you qualify, you can exclude
$250,000 of gain ($500,000 for married couples) and anything in excess
of that becomes taxable.

Many also overlook the fact that they had previously deferred a gain
from a prior home or homes under the home sale rules in effect before
May 7, 1997. Under those rules, gains from previous home sales generally
rolled over into the tax basis of the replacement home.Thus, your current
home’s gain may be much more than you thought once the gains
deferred from prior homes are taken into consideration. Suppose your
current home cost $225,000, but you had deferred (rolled) a gain of
$110,000 from a prior home sold before May 7, 1997 into your current
home.As a result, your tax basis in your current home is only $115,000
($225,000 - $110,000), and you would measure your gain from 
that value.

Whatever your reason for selling your home, be aware that Uncle Sam is
standing in line waiting for his share if your gain exceeds the exclusion
limits. However, there are things you can do to soften the tax bite:

Home Improvements – First and foremost, keep records of any home
improvements, including the receipts. Examples of home improvements
include remodeling, landscaping, room additions, etc.

Utilize Capital Losses – If you have capital loss carryovers, they will
offset your home sale gain. If you don’t, or if they are not enough, you
should sift through your capital-asset portfolio to determine if you have
stock, bonds, or depreciated assets that can be sold in the same year to
generate offsetting capital losses.

Time the Sale – Time the sale to be in a year where some portion of
your income is in the 10% or 15% tax bracket, thus achieving the 5%
capital gain tax rate for part of the gain. For one year – 2008 – the 5%
rate actually goes down to 0%. However, absent Congressional action,
these preferential capital gain rates expire after 2008.

Thinking of Downsizing? 
Watch Out for Uncle Sam!  
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Utilize an Installment Sale – If you can afford to, you might also 
consider carrying the first trust deed or a second trust deed yourself, thus
deferring some portion of the gain to another year where it may be
taxed more favorably.The risk in an installment note is that property 
values might decline and you might get your home back, which is why
commercial lenders require a large down payment.Another issue is
interest rates. If they climb, the note on your home might not be earning
as much as the banks will be paying; that is why it is sometimes 
important to limit the note’s term to 5 to 10 years. If interest rates 
were to drop or property values were to rise substantially, the buyer
might refinance for lower rates or cash out and pay you off sooner 
than you planned.

Wait for a Step-Up in Basis – If you are not in need of the cash that
selling your house would bring, are comfortable in your home, and are
getting on in years, then postponing the sale of your home until after
you’ve passed away might be the best way to prevent Uncle Sam from
sharing in the gain.This is because the survivor or beneficiary who
inherits the home does so at its fair market value as of your date of
death. Selling the home soon thereafter would probably result in no
gain.This option could have estate tax consequences, however.

All of these issues can be complex and may require substantial 
prequalification and tax planning before execution. Please call this office
for assistance.

An inheritance is generally received after all applicable taxes have
been paid along with any outstanding liabilities the decedent
may have had. Exactly how the estate is handled will depend

upon whether the assets were owned individually or in a trust.Without
going into the intricacies of estates, trusts and probate, the result for a
beneficiary will generally be the same. Inherited items on which the
decedent had already paid taxes and which the estate tax (if any) has
been paid will pass to the beneficiary tax-free. On the other hand, items
of income that had not previously been taxed to the beneficiary and
any appreciation or depreciation of assets acquired from the decedent
will have tax implications. Some possible scenarios are provided below:

Bank Account – Take for instance, an inherited bank account worth
$25,000, where the funds are not immediately distributed to the heir.
The $25,000 account earns $375 of interest income after the decedent’s
date of death. Out of the $25,375 that is received, the $25,000 is 
tax-free but the $375 is taxable as interest income.

Capital Asset –The basis for gain or loss from the sale of an inherited
capital asset, such as stock, real estate, collectibles, etc., is generally based
on the value of the asset at the time of the decedent’s death.That is one
reason that qualified appraisals are so important.

To explain this further, let’s assume that a vacant parcel of land is inherited
with a date of death appraisal that values it at $15,000. If that property
is sold for a net price of $15,000, there is neither gain nor loss and the
$15,000 is tax-free to the beneficiary. If, on the other hand, the net sales
price is more or less than the $15,000, there would be a reportable 
capital gain or loss. For capital gains tax purposes, the holding period is
important.Assets held over one year are generally taxed at substantially
less than those held for a shorter period of time. However, for inherited
property, the beneficiary receives long-term treatment immediately,
whether or not the decedent or the beneficiary had held it over one
year. If there are expenses associated with selling the asset, then those
expenses are deductible in figuring the gain or loss.

IRA or other Qualified Plan – Suppose the decedent had a traditional
IRA account and the distributions from that account were taxable to
the decedent. If you inherit that account, the distributions will be taxable
to you as the beneficiary.Why is that? Because the decedent had never
paid taxes on the income that went to fund the traditional IRA and
therefore you, the beneficiary, will be stuck with the tax liability.The
good news is that there are options for taking the income over a number
of years which can soften the tax blow.

Life Insurance Proceeds – Generally, the proceeds from a life insurance
policy are tax-free to the heirs. However, if the policy is not paid
immediately, as most are not, the insurance company will include 
interest.That interest is taxable to the heirs.

Annuities and Installment Sale Notes – If the decedent purchased an
annuity or had an installment sale note from the property he previously
sold, the decedent’s basis will be tax-free, but the heirs will be obligated
to pay tax on any amount received in excess of the decedent’s basis.
For an annuity, the decedent’s basis would be what he paid for it.
For an installment note, payments include: (1) a return of a portion of
the asset’s cost (basis) which is not taxable, (2) a portion from the prior
sale of the asset which is taxable as a capital gain, and (3) taxable interest
on the note.

A trust or estate is required to file an income tax return and to report
income earned by the estate or trust after the decedent’s passing and
before the assets are distributed to the heirs. Each heir will generally
receive a form called Schedule K-1(1041). It will include that heir’s
share of income and must be included on the heir’s individual tax
return.Although infrequent because the taxes are generally higher, the
trust or estate may pay the income tax on the income.The executor or
trustee is responsible for making sure the required tax returns are filed
and for sending K-1s to the heirs.

There may be taxable income to the heir even though the inheritance
has not yet been received. In addition, there are other factors to consider
that have not been discussed.Therefore, during your tax appointment,
it is important to let us know if you are expecting an inheritance.

Inheritances
Can Be Tricky




