


Since You Asked…
Q– I am self-employed and work out of my

home. An acquaintance of mine who also
works out of his home told me that the percentage of
the overall home expenses attributable to the office 
is determined based on the number of rooms in the
home. Based on that assumption, if my home has 
5 rooms, would I deduct 20% of the home expenses?

ANSWER – No, I’m afraid your acquaintance is
incorrect, because not all rooms are the same size.
The correct method is to prorate based on the
square footage of your office divided by the total
square feet of your home.

T
o keep parents in higher tax brackets from putting investments in their children’s names as a way to reduce
the parents’ tax liability on the investment income, Congress created the “kiddie” tax for children under 
the age of 14 some 20 years ago. The “kiddie” tax generally subjects the child’s investment income to 
the same tax rates that would have applied if the parents were reporting the income, thus taking away a

significant tax advantage. However, the “kiddie” tax only applies if the child’s investment income is over $1,700 (for 2006).

In legislation that passed in May, and beginning for the 2006 tax year, Congress has raised the age bar by four years 
and will, beginning in 2006, apply “kiddie” tax to children under the age of 18 whose investment income exceeds the
threshold.This can result in additional taxes and underpayment penalties and can create filing issues for taxpayers and
their children.

Children subject to the “kiddie” tax are taxed differently than other taxpayers in the following ways:

• They are not allowed to use the regular standard deduction to offset unearned income.Thus, unearned income
such as interest, dividends, capital gains, etc., does not benefit from the standard deduction.

• For children with no earned (work) income, the child’s unearned income in excess of $1,700 is taxed at the
higher of the parent’s top marginal tax rate or the child’s tax rate. Of the first $1,700 of the child’s unearned
income, the first $850 is tax-free (unearned standard deduction), and the balance ($850) is taxed at the child’s rate.

• For children with both earned income and unearned income, things get a little more complicated.To the extent
they have earned income, such as W-2 wages, they can use the lesser of the regular standard deduction or their
earned income plus a $250 extra allowance. For the unearned income, the formula noted above applies.The
computation of the child’s tax becomes even more complicated if either the parent or child has qualified
dividends or long-term capital gains that are eligible to be taxed at preferential tax rates.

Example: If a child who is under age 18 had W-2 wages of $2,500 from a summer job and interest income of
$2,800, the child’s standard deduction would be $2,750 (and not the regular standard deduction, which is $5,150
for 2006).All of the wages plus another $250 would be offset by the child’s standard deduction when computing
the child’s taxable income. Of the $2,800 of investment income, the first $250 isn’t taxable, the next $1,450 is
taxed at the child’s tax rate, and the remaining $1,100 is taxed at the parent’s tax rate if the resulting tax is more
than the tax the child would have paid.

There are steps that can be taken to mitigate the effect of this new legislation. Certain investments are tax-free and
others are tax-deferred, providing the opportunity to avoid or defer income. Consider the following investment vehicles:

U.S Savings bonds – Interest can be deferred until the bonds are cashed.

Municipal bonds – Generally produce tax-free interest income (may be taxable to the state).(1)

Growth stocks – Stocks that focus more on capital appreciation than current income.The child could wait to sell
them until after attaining age 18 and possibly be in school with no other income.

Unimproved real estate – That provides appreciation without current income.(2)

If the family has a business, that family business could employ the child. The child’s earned income is not subject to
“kiddie” tax and will generate a deduction for the family business (assuming the wages are reasonable for work actually
performed).The child’s earned income can offset the standard deduction (up to $5,150 for 2006), and the excess
income will be taxed at the child’s rate (not the parents’). In addition, the child would also qualify for an IRA, which
provides additional income shelter up to $4,000 for 2006.

Please call this office if we can be of assistance in helping you mitigate the effect of the “kiddie” tax.

(1) Municipal bonds may be taxable to the state and depending on your tax status, the federal alternative minimum tax.

(2) Equity securities (growth stocks) are more volatile and carry more risk than other forms of investments, including investments in high-grade
fixed income securities. Growth stocks generally provide greater return potential when compared with other types of investments.

Beginning in 2010, under the newly-enacted legislation, the income and marital
status restrictions that limit the ability of a taxpayer to convert a traditional IRA to
a Roth IRA have been removed, leading to some interesting and very
advantageous tax and estate planning strategies.

Under prior law, an individual was allowed to convert a traditional IRA into a
Roth IRA if the taxpayer’s adjusted gross income (AGI) for the year (without the
income from the converted IRA) was $100,000 or less.The $100,000 limit is
figured without regard to required minimum distributions from an IRA.Although
the income is taxable, the 10% early withdrawal penalty does not apply.

Beginning in 2010, the new legislation:

(1) Eliminates the $100,000 modified AGI limit on conversions of traditional IRAs
to Roth IRAs, and 

(2) Permits married taxpayers filing a separate return to convert amounts in a
traditional IRA into a Roth IRA. Under prior law, married taxpayers who
filed separate returns were restricted from making conversions.

Special 2010 Income Inclusion Rule: For conversions made in 2010, the
taxpayer can choose to elect to:

• Include the income in the 2010 return, or 

• Include one half of the conversion income in 2011 and one half in 2012.

Note: 2010 is the last year for the current “low” tax rates unless Congress extends
them in future legislation.

Income from conversions made in a year after 2010 will be taxable in the year of
the conversion.There are also a number of special rules regarding early
distributions with respect to conversions.

Looking Ahead: There are some interesting strategies a taxpayer can employ to
convert nondeductible traditional IRA contributions to a Roth IRA, thereby
funding the more favorable Roth IRA.

Strategy – Generally, rollovers are thought of as transfers from a qualified plan to
an IRA or from one IRA to another IRA. However, beginning in 2002, the law
has allowed an IRA to be rolled (or transferred) to other qualified plans including
401(k) plans, 403(a) and 403(b) annuities and 457 governmental retirement plans
(assuming the plan will accept the IRA funds). In addition, the law only allows the
taxable portion of the IRA to be moved to qualified plans. For taxpayers who have
mixed IRAs (including both deductible and nondeductible contributions), this
provides a means to segregating the taxable and nontaxable amounts and then later
converting the nontaxable portion without paying any conversion tax (except on
any interim earnings).Thus, the taxable portion can be rolled into a qualified plan,
leaving the nontaxable portion in the IRA where it can be converted to the 
Roth IRA.

Strategy – More aggressive taxpayers with the financial resources to pay the
rollover tax might also consider rolling (or transferring) the funds from a qualified
plan into a traditional IRA and then converting the traditional IRA to a Roth IRA.

Minimizing the conversion tax requires careful planning and strict adherence to
the conversion rules. If you wish to develop a plan employing one or more of the
above strategies customized for your unique tax circumstances, please give us a call.

Plan Now for 
2010 Roth Conversions Children Get Hammered

with New Law 

TaxSTRATEGIESTax Calendar

July 2006 
• Time to review 2006 year-to-date income and

expenses to ensure estimated tax payments and
withholding are adequate to avoid underpayment
penalties.

July 31, 2006
• Due date for self-employed individuals and employers

to file 5500 Series Returns for 2005 calendar year
benefit plans (including Keogh/HR-10 plans).

September 15, 2006 
• Third installment of 2006 Individual Estimated 

October 16, 2006 
• October 16 is the extended filing due date for your

2005 individual income tax return. Generally, this
filing date is October 15, but when the due date falls
on a Saturday, Sunday or Holiday, it is not due until
the next business day.


