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TAX LAW CHANGES

FOR YEAR 2002 INCOME 

TAX RETURNS
Depreciation Expense for Automobiles   For business automobiles first placed in service in 2002, the maximum first year depreciation is $7,660 under IRC Section 179.  

First Year Expense Deduction for Business Equipment Purchases (Section §179)  The maximum IRC §179 expense deduction is $24,000 for 2002 and increases to $25,000 per year thereafter.  You would depreciate the cost of equipment purchased over several years when the equipment cost exceeds the limitations of the first year equipment depreciation.

New Bonus Depreciation  Under IRC Section 168k there is a new and more liberal method of depreciation.  The way it works is the new 30-percent additional first-year depreciation for qualifying MACRS property (IRC §168(k)).  It applies to property acquired after 09/10/01 and before 09/11/04.  It must be placed in service before 01/01/05. The new bonus depreciation is only available for new property using MACRS method of depreciation with a useful life of 20 years or less.  It does not qualify for business use autos with less than 50% business use.  You must elect out of this method if you do not want to use it under the automatic presumption. The bonus depreciation (IRC §168(k)) applies to leased commercial property improvements with a useful life of 20 years or less for the landowner or lessee.  The bonus depreciation is claimed AFTER the fast depreciation under Section 179.  This is super good news for business owners. 

Standard Mileage Rate  The applicable standard mileage for vehicles used in business is increased to 36.5 cents per business mile during 2002.   The standard mileage rate for business use will decrease to 36.0 cents per mile in 2003.   The standard mileage rate for charitable activities is 14.0 cents per mile for 2002.  Another standard mileage rate for 2002 is the medical care mileage rate at 13 cents per mile.  The Moving expense mileage is deductible at 13 cents per mile.  If your actual costs exceed the standard mileage rate, then you can elect to deduct the actual cost.  The standard mileage rates are used for simplicity.          

Traditional IRA Contribution and Deduction Limits Increased   The most that you can contribute to your traditional IRA account for 2002 was increased to $3,000 (or the lesser of your earned income).  For individuals that are age 50 or more in 2002, the maximum IRA contribution is increased to $3,500.

The IRA deduction limit is reduced if you are covered by an employer sponsored pension plan.  The phase-out is based on your modified adjusted gross income according to the following table.

	Filing Status
	Phase-out Begins At
	 
	Phase-out Entirely At

	 
	 
	 
	 

	Single, Head of Household and
	 
	 
	 

	Qualifying Widow(er) filers
	$34,000 
	 
	$44,000 

	 
	 
	 
	 

	Married Filing Jointly
	$54,000 
	 
	$64,000 

	 
	 
	 
	 

	Married Filing Separately
	$0 
	 
	$10,000 


Roth IRA Limits Increased   The Roth IRA contribution limit has been increased to $3,000 for 2002.  Individuals age 50 or older may contribute $3,500 to a Roth IRA account.

A phase-out mechanism limits an individual's ability to contribute to a Roth IRA according to the following table. 

	Filing Status
	Phase-out Begins At
	 
	Phase-out Entirely At

	 
	 
	 
	 

	Single, Head of Household and
	 
	 
	 

	Qualifying Widow(er) filers
	$95,000 
	 
	$110,000 

	 
	 
	 
	 

	Married Filing Jointly
	$150,000 
	 
	$165,000 

	 
	 
	 
	 

	Married Filing Separately
	$0 
	 
	$10,000 


Combined Contribution Increases to Traditional IRA's and Roth IRA's     If your contributions are made to both your Roth IRA and your traditional IRA account, your contribution limit for 2002 is the lesser of:

· $3,000 ($3,500 if your were age 50 or more in 2002) less all contribution (other than employer contributions under a SEP or SIMPLE IRA plan) for the year to all IRA's other than Roth IRA's or

· Your earned compensation minus all contributions (other than employer contributions under a SEP or SIMPLE IRA plan) for the year to all IRA's other than Roth IRA's.  

Traditional IRA Rollover's Into Qualified Plans   You can rollover a distribution from your traditional IRA made in 2002 into a qualified plan with the transaction being tax deferred.  The part of the distribution that you can roll over is the part that would otherwise be taxable.  All  IRA rollover's should be done trustee to trustee and the taxpayer should not receive the funds directly.

Possible Exception to the 60-Day Rollover Rule   Normally, a rollover is tax free only if you make the rollover reinvestment by the 60th day after you received the distribution.  Starting with distributions in 2002, the IRS may waive the 60-day requirement where it would be inequitable or not in  good conscience to do so.   

Hardship Pension Distributions   Beginning in 2002, no hardship distribution can be rolled over into an IRA account.

EDUCATIONAL TAX BENEFITS

Employer-Provided Educational Assistance  The non-taxable status of up to $5,250 of employer provided educational assistance benefits each year for undergraduate type course has been extended indefinitely.  The tax-free status has also been extended to graduate type classes.  

Qualified Tuition Programs (QTP's)  Starting in 2002, there  are various changes to what used to be referred to as Qualified State Tuition programs.  The new name has be modified to be Qualified Tuition Programs (QTP's).

Distribution from state-managed QTP's   A distribution from a QTP established by a state (or state agent) can be excluded from in come if the amount that was distributed is used for higher education.  Before the change, the beneficiary (student) was required to pay tax on any earnings from a QTP, unless the earnings in the account were tax-free under other provisions of the tax code.  

QTP's Maintained by an Educational Institution  You are permitted to make contributions to a QTP established and maintained by one or more eligible educational institutions.  Any earnings distributed prior to January 1, 2004, will be taxable.  Previously, contributions could only be made to a QTP established and maintained by a state or an agent acting on behalf of a state.  

Rollovers of QTP's to Family Members    When considering rollovers of funds and changes of the designated beneficiaries,  the definition of qualifying family members is expanded to include first cousins of the beneficiary.  

Rollovers of QTP Funds Without Changing the Beneficiary    Funds in a QTP can be rolled over to another QTP set up for the same beneficiary and not be taxed for the transaction.   There is a limitation of one rollover each 12 months for rollovers to the same beneficiary.  

Qualified Disbursements from a QTP    There has been a change in what is considered reasonable expenses for room an board for educational expenses.  You must now contact the educational institution for their estimate of qualified room and board costs.

Special Needs Beneficiary   The definition of "Qualified Higher Education Expenses" has been expanded to include expenses of a special needs beneficiary that are necessary for that person's enrollment or attendance at an eligible institution.  

QTP's Combined with Coverdell ESA's   You are permitted to make contributions to QTP's and Coverdell Educational Savings Accounts (ESA's) in the same year for the same beneficiary.  Before the 2002 changes, you could only contribute to one program or the other.  

COVERDELL ESA's (Previously Called Education IRA's)     Starting in 2002, the following changes were made to Coverdell Education Savings Accounts (Coverdell ESA's):


Maximum Contribution.   The limitation on the amount you can contribute annually to a Coverdell ESA is   increased from $500 to $2,000.  

        Income Limits.  If you file a joint return, the amount you can contribute to a Coverdell ESA will be phased out (or gradually reduced) if you modified adjusted gross income (MAGI) is more than $190,000 but less than $220,000.

        ESA Contribution Deadlines.   The final deadline on which you can make contributions to a Coverdell ESA for any year has been extended to the due date of your tax return for that year (not including extensions of time to file).  In prior years, contributions were required to be made by December 31st.  

Qualified Expenses from an ESA   The definition of Qualified Education Expenses has been enlarged to include elementary and secondary education expenses.  Qualified elementary and secondary education expenses include expenses for: 

· Fees, Tuition, academic tutoring, special needs services in the case of a special needs beneficiary, books, supplies, and other equipment incurred in connection with enrollment or attendance as an elementary or secondary school student at a public, private or religious school.

· Transportation, room and board, uniforms, and supplementary items and services ( including extended day programs) which are required or provided by a public, private or religious school in connection with such enrollment or attendance, and 

· The purchase of computer technology, equipment or Internet access along with related services.   This is only if such technology, equipment or services are to be used by the beneficiary and the beneficiary's family during any of the years the beneficiary is in school.  These costs do not include expenses for computer software designed for sports, games or hobbies unless the software is predominantly educational in its function.  

Special Needs Beneficiaries   You are permitted to contribute to a Coverdell ESA for a special needs beneficiary after his or her 18th birthday.   You can also leave assets in a Coverdell ESA account for a special needs beneficiary after the beneficiary reaches the age of 30.

Balancing Hope & Lifetime Learning Credit with the Coverdell ESA    You are permitted to claim the Hope or Lifetime Learning Credit in the same year you make a tax-free distribution from a Coverdell ESA, provided the distribution from the Coverdell ESA is not used for the same expenses for which the credit is claimed.  Before this 2002 change, you could not claim the Hope or Lifetime Learning Credit if you received a tax-free withdrawal from a Coverdell ESA and did not waive the tax-free treatment of the withdrawal. 

Combining Coverdell ESA's with Qualified Tuition Programs (QTP's)  You can make contributions to your Coverdell ESA and Qualified Tuition Program in the same year for the same beneficiary.  Before the 2002 change, you could only make contributions to one program or the other.

New Deductions for Higher Education Expenses     Starting in 2002, you can deduct qualified tuition and related expenses paid during the year for yourself, your spouse, or a dependent even if you do not itemize your deductions on Schedule A of Form 1040.  


What are qualified tuition and related expenses?   Normally, qualified tuition and related expense are tuition and fees paid for you, your spouse or a dependent that you claim a dependency exemption that are required for enrollment or attendance at an eligible educational institution.  

Student activity fees an costs for course related books, supplies, and equipment are included in qualified tuition and related expenses only if the fees must be paid to the institution as a condition of enrollment or attending.  


What is an Eligible Educational Institution?  They are any college, university, vocational school, or other post-secondary educational institution eligible to participate in a student aid program administered by the Department of Education.  This definition includes the accredited public, nonprofit, and privately owned profit making post-secondary institutions.  Ask the school that you are considering if they are an eligible educational institution for this tax benefit.

Limitations and Adjustments to Qualified Expenses  You are required to reduce your qualified expenses by the amount of any tax-free educational assistance that you received.  Tax-free educational assistance includes the following:

· Scholarships 

· Pell Grants

· Employer provided educational assistance

· Veterans' educational benefits

· Any other non-taxable payments you received for education expenses.  This classification does not include gifts, inheritances and bequests received.  

Expenses that do not qualify     Qualified tuition and related expenses do not include the cost of the following items:

· Insurance

· Medical expense, including student health payments

· Room and Board

· Transportation

· Similar personal expenses, living expenses or family expenses. 

This requirement still applies even if the fee is required to be paid to the institution as a condition of enrollment or attendance.  

Qualified tuition and related expenses normally do not include expenses that are for any course of instruction or other educational activity that involves hobbies, sports, games or any non-credit class.  There is an exception to this proviso if the course of instruction or other education is part of the student's degree program then the expenses can qualify for this tax benefit.  

     Deduction Limitation   For tax years starting in 2002, you are permitted to deduct up to $3,000 that you paid for qualified tuition and related expenses as an adjustment or subtraction to your taxable income.  

     Income Limits   For tax years beginning in 2002, you a permitted to deduct up to $3,000 of qualified tuition and related expenses, if you modified adjusted income (MAGI) is not more than $65,000.  The limitation is $130,000 on a married filing joint filing status.

     What is Modified Adjusted Gross Income (MAGI) ?   Well, in this context, you MAGI is the adjusted gross income indicated on your tax return, plus any foreign earned income exclusion, foreign housing exclusion or deduction,  including those generated from Puerto Rico and American Samoa.  

Interaction with credits and other deductions   You are not permitted to deduct any amount for qualified tuition and related expenses during the year if:

· A Hope Credit or Lifetime learning credit is claimed on expenses for the individual fro whom the tuition and related expenses were paid, or
· You can deduct the expense on any other provision of the tax laws.

          Interaction with Income Exclusions   You are required to reduce your qualified tuition and related expenses by the   following:

· Expenses you used to figure the amount of interest on qualified U.S. Savings Bonds that were excluded from income because you used it to pay qualified higher education expenses. 

· Expenses you used in the calculation of the amount of any tax-free withdrawals from Coverdell ESA, and

· Expenses you used to calculate the portion of any distribution of earnings from a qualified tuition program (QTP) that you excluded from income because the earnings were used to pay the beneficiary's qualified higher education expenses.  

          Eligibility Limitations   You are not permitted to claim a deduction for qualified tuition and related expenses if any of the following apply:

· Another taxpayer is entitled to claim an exemption for you as a dependent on his or her tax return.  This rule applies even if the other taxpayer does not actually claim you exemption. 

· You are claiming a married filing separate tax filing status.

· You are a nonresident alien and you have not elected to be treated as a resident alien for the tax year. 

When to Claim the Deduction?     Normally,  you can deduct only those expenses for a year that are connected with enrollment at an institution of higher education during the same year. 

However, you can deduct expenses paid in a year if they are for an academic period beginning within the year or during the first three months of the next tax year.
Disclosure Requirements     To be qualified to claim the deduction,  you must show on your income tax return the name and social security number of the person that benefited from the expense payments. 

Student Loan Interest Deductions    If you paid interest on a student loan during the year, you may be able to deduct the interest expense as an adjustment to your taxable income.

               Elimination of the 60 Month Deduction Limit.   Starting in 2002, the requirement that you can only deduct student loan interest paid during the first 60 months that interest payments are required has been removed.

               Income Related Deduction Limits   Beginning in 2002, the amount of the student loan interest deduction will be phased out, or gradually reduced, if you modified adjusted gross income (MAGI) is between $50,000 and $65,000 if your are using the single filing status.  If you are using the Married Filing Jointly filing status, then the phase out range is between $100,000 and $130,000.     Starting in 2002, you are required to add back any qualified tuition and related expenses to determine your income level for phasing out the student loan interest deduction.  

EARNED INCOME CREDIT           

Revised Definition of Earned Income   Starting in 2002, earned income will no longer include nontaxable employee compensation.  Nontaxable employee compensation includes amounts such as:  1) salary deferral fringe benefit plans 2) salary reductions (like 401k pensions), 3) exclusions, 4) excludable dependent care benefits and 5) excluded combat pay.  

      Modified Adjusted Gross Income Requirement Removed    Starting in 2002,  you will not  be required to figure modified adjusted gross income because the earned income credit will be calculated using your regular adjusted income and not modified adjusted gross income.  

      Who Gets to Claim the Child Deduction type of Disputes  For 2002,  if two or more persons might be able to claim the same qualifying child, the qualifying child can only be claimed by the winner on the following list:

1) The parents, if they file a joint tax return

2) The parent, if only one of the persons is the child's parent

3) The parent with which the child lived the longest during the year, if two of the persons are the child's parent

4) The parent with the highest AGI if the child lives with each parent for the same amount of time during the year, or

5) The parent with the highest AGI, if non of the persons is the child's parent

        New Definition of Foster Child   Starting in 2002, the definition of an eligible foster child has been modified.  The child will have to live with you only for more than half of the tax year.  Previously the child must have lived with you the entire year.  

        Reduction of Earned Income Credit by the Alternative Minimum Tax Eliminated   For 2002, your earned income credit will no longer be reduced by the amount of the Alternative Minimum Tax shown on your tax return. 

MISCELLANEOUS 2002 TAX LAW CHANGES

Health Insurance Deductions for the Self-Employed.  For tax year 2002, the deduction increases to 70% of the amounts paid for medical insurance or qualified long-term care insurance costs for the self-employed persons and their families.  Starting in 2003, the deduction increases to 100% deductibility.  You do not have to itemize your deductions to claim this tax benefit. 

Self-Employment Tax   The maximum net income subject to the social security part (FICA) of self-employment tax is $84,000 for tax year 2002. 

Luxury Tax  For tax year 2002, The luxury tax on a passenger vehicle that costs $40,000 or more is 3% of the total sales price exceeding the $40,000 base amount. 

Tax Withholding Rates Decreased  For tax year 2002, the payor withholding rates have been decreased on the following transactions:

· Gambling winnings withholding is decreased to 27%

· Unemployment compensation withholding rate decreased to 10%

· Backup withholding rate was decreased to 30% 

· Supplemental wage withholding tax has been decreased to 27%

Adoption Tax Credit and Exclusion Increased     Starting in 2002, the maximum child adoption credit and exclusion will increase to $10,000.  Starting in 2003, an Adoption Credit or Exclusion of $10,000 will be allowed for the adoption of a child with special needs, even of the adopting parents have fewer expenses than the fixed credit.  Starting in 2002, the modified adjusted gross income phase out of the credit starts at $150,000.  The credit is completely phased out when the income level reaches $190,000 for the year.  

NEW CREDIT FOR CONTRIBUTIONS TO RETIREMENT PLANS AND IRAs.  It is also known as the "SAVERS CREDIT."
Starting in 2002, if you make eligible contributions (defined below) to an employer-sponsored retirement plan or to an individual retirement arrangement (IRA), you might be able to take a tax credit.  The amount of the saver's credit you are able to claim, is based on the contributions you make and your credit rate. Your credit rate can be as low as 10% or as high as 50%, depending on your adjusted gross income and your filing status. The credit is limited to $1,000 per person per year. The following table illustrates the credit.  The maximum contribution taken into account is $2,000 per taxpayer. On a joint return, up to $2,000 is taken into account for each spouse.  

	Filing
	Your Adjusted
	Then Your

	Status
	Gross Income
	Credit rate is:

	 
	
	 

	 
	
	 

	Single, Qualifying
	  Up to $15,000
	50%

	Widow (er)   or
	$15,000 to $16,250
	20%

	Married filing
	$16,250 to $25,000
	10%

	Separately
	Over $25,000
	0%

	 
	
	 

	Head of Household
	  Up to $22,500
	50%

	 
	$22,500 to $24,375
	20%

	 
	$24,375 to $37,500
	10%

	
	
	

	Married Filing Jointly
	  Up to $30,000
	50%

	 
	$30,000 to $32,500
	20%

	 
	$32,500 to $50,000
	10%

	 
	 Over $50,000
	0%

	
	
	

	
	
	

	
	
	


Form 8880 (Credit for Qualified Retirement Savings Contributions) will be used to calculate the amount of the credit.  The credit will be reported on Line 49 of Form 1040.  The credit is in addition to the exclusion of deduction from gross income for making elective deferrals and IRA contributions that are otherwise allowed.  The credit is set to expire in 2007. 
Who is unable to  claim the credit. You cannot claim the credit if any of the following apply to you:

· You are under age 18.

· You are a full-time student (explained later)

· Someone else can claim you as a dependent, such as your parents.  

Eligible contributions. These include contributions to a traditional IRA or Roth IRA and salary reduction contributions to a 401(k) plan (including a SIMPLE 401(k)), a section 403(b) annuity, an eligible deferred compensation plan of a state or local government (a governmental 457 plan), a SIMPLE IRA plan, or a salary reduction SEP. They also include voluntary after-tax employee contributions to a tax-qualified retirement plan or section 403(b) annuity.

Contributions reduced. Your eligible contributions are reduced by the total of these items:

· Any taxable distribution from a qualified retirement plan or from an eligible deferred compensation plan that you receive during the testing period (defined later), and

· Any distribution from a Roth IRA or a Roth account that you receive during the testing period and that is not a qualified rollover contribution to a Roth IRA or a rollover to a Roth account.

A distribution from a Roth IRA that is not rolled over reduces your eligible contributions, even if the distribution is not taxable.

Testing period. The testing period consists of the year for which you claim the credit, the period after the end of that year and before the due date (including extensions) for filing your return for that year, and the two tax years before that year.

Maximum credit Limitation      The amount of the credit in any year cannot be more than the amount of tax that you would otherwise pay (not taking into account any refundable credits or the adoption credit) in any year. If your tax liability is reduced to zero because of other nonrefundable credits, such as the Hope credit, then you will not be entitled to the Savers Credit this year.

QUALIFIED PENSION PLAN CHANGES

  Deduction Limits Changed.  Starting in 2002, the following deduction limits apply.

Profit-sharing plans.  The maximum deduction for contributions to a profit-sharing plan increased from 15% to 25% of the compensation paid or accrued during the year to your eligible employees participating in the plan. Compensation for figuring the deduction for contributions includes elective deferrals (pre-pension adjustments).

Defined benefit plans.  For plan years beginning in 2002, the maximum deduction for contributions can be as much as the plan's unfunded current liability.

Elective deferrals. Elective deferrals will not be subject to the deduction limits that apply to qualified plans.  In addition,  elective deferrals are not taken into account when figuring the amount you can deduct for employer contributions that are not elective deferrals.

Elective Deferrals (401(k) Plans). The limit on elective deferrals for participants in 401(k) plans (non including SIMPLE small business pension plans) increases to $11,000 for 2002.

Catch-up contribution  (Wow, its later than you think). For tax years beginning in 2002, a plan can permit participants who are age 50 or over at the end of the plan year to make catch-up contributions. The catch-up contribution limit for 2002 is $1,000.

The catch-up contribution a participant can make for a year cannot exceed the lesser of the following amounts.

· The catch-up contribution limit.

· The excess of the participant's compensation over the elective deferrals that are not catch-up contributions.

Limits on Contributions and Benefits. For beginning in 2002, the maximum annual benefit for a participant under a defined benefit plan increases to the lesser of the following amounts.

(
100% of the participant's average compensation for your individual highest 3 consecutive calendar years.

$160,000 (subject to cost-of-living increases after 2002).

Beginning in 2002, a defined contribution plan's maximum annual contributions and other additions (excluding earnings) to the account of a participant increases to the lesser of the following amounts.

· 100% of the compensation actually paid to the participant (up to a maximum of $200,000 for 2002) or

·  $40,000

SIMPLIFIED EMPLOYEE PENSIONS (SEPS) 

Deduction Limit Increased  For plan years beginning in 2002, the maximum deduction for contributions to a SEP increases from 15% to 25% of the compensation paid or accrued during the year to your eligible employees participating in the plan.  This is a nice new tax benefit for self-employed persons. 

Elective Deferrals (SARSEPs) Increases. Beginning in 2002, the limit on elective deferrals for participants in SARSEPs will increase, and participants who are age 50 or over at the end of the plan year may be able to make catch-up contributions. For information about the new limit and catch-up contributions, see Elective Deferrals (401(k) Plans) under Qualified Plans, earlier.

Higher Limits for SIMPLE Plans    The limit on salary reduction contributions to a SIMPLE plan increases to $7,000 in 2002.

Catch-up contributions. Beginning in 2002, a SIMPLE plan can permit participants who are age 50 and over at the end of the plan year to make a $500 catch-up contribution.

The catch-up contribution a participant can make for a year cannot exceed the lesser of the following amounts.

·     The catch-up contributions limit or, 

· The excess of the participant's compensations over the elective deferrals that are not catch-up contributions.

403(B) PLANS

  Increased limit on annual addition     Beginning in 2002, the limit on annual additions has increased to the lesser of $40,000 of your includible compensation for your most recent year of service.
Changes to the Limit on Annual Additions    For years beginning in 2002, the alternative limits on annual additions have been repealed. Therefore, beginning in 2002, you cannot use any of the following to figure your limit on annual additions.

· The year of separation from service limit.

· The any year limit.

· The overall limit.

Includible compensation after termination. Beginning in 2002, your includible compensation for your most recent year of service will not include money received 5 years after termination of service with your employer.

Increase in the limit on elective deferrals. For 2002, the limit on elective deferrals has been increased from $10,500 to $11,000.

Catch-up contributions for persons age 50 or older. Beginning in 2002, if you are age 50 or older, you may be able to make additional catch-up contributions of up to $1,000 to your 403(b) account.

Rollover options. Effective, for distributions in 2002, you can roll over, tax free, money and other property that would otherwise be taxable from an eligible retirement plan to a 403(b) plan.

Additionally, you can roll over, tax free, money and other property that would otherwise be taxable from a 403(b) plan to an eligible retirement plan.
ESTATE AND GIFT TAX CHANGES

Estate Tax Applicable Exclusion Amount. The applicable exclusion amount is the amount on which the unified credit (applicable credit amount) is based. For 2002 an estate tax return for a U.S. citizen or resident needs to be filed only if the gross estate exceeds $1 million.  This means that there is no inheritance tax of estates with a fair market value of less than $1 million for tax year 2002.

Gift Tax Applicable Exclusion Amount. Beginning with gifts made in 2002, the applicable exclusions amount for lifetime gifts will be fixed at $1 million.

Increased Annual Exclusion For Gifts. The annual exclusion for gifts of present interests made to a donee during the calendar year is increased to $11,000.  If the gift is less than $11,000 then no Form 709, Gift Tax Return is required to be filed with the IRS.   The annual exclusion for gifts made to spouses who are not U.S. citizens is increased to $110,000.

Reduction of Maximum Estate and Gift Tax Rate. For estates of decedents dying, and gifts made, starting in 2002, the maximum rate for the estate tax and the gift will be 50%.

Reduction of Credit for State Death Taxes. For estates of decedents dying in 2002, the credit allowed for state death taxes will be limited to 75% of the amount that would otherwise have been allowed.

California Real Estate Sales Withholding Tax   Starting on January 1, 2003, escrow agents will be required to withhold 3% of the sales price of all non-personal residence property sales.  The 3% is only an estimated tax and excess tax withheld will be refundable. This includes rental properties, commercial properties and vacant land.  A single family residence or a condominium that is rented out to non-family members will be considered a non-personal residence property and thus the new withholding tax will be applicable.  The withholding tax will be extracted, even if the property was sold at a loss for the seller.  Out of state sellers will be treated the same as California residents.  

If the seller does not owe any tax, then they will be able to claim a tax refund next year when they file their tax returns.  If the sales price and existing encumbrances are so high that there is no cash available to the seller at close of escrow, then the seller will be required to contribute additional funds to allow the transaction to be completed.  Escrow officers will be liable for the tax if they do not withhold the tax, so they will not be eager in assisting the seller to avoid the tax.  

The withholding tax will not be withheld when the seller signs a statement that they are selling their principle residence that they are living in.  The tax does not apply if the seller is doing a deferred exchange of investment property under IRC §1031.  In those rare occasions where the California real property sells for less than $100,000 then the withholding tax will not apply.  If a seller does not owe tax on their tax returns from the sale of the non-residential property, then they will be giving the state an interest free loan to the state until they can recover their funds.  

The concept is supposed to help ease the state's budget deficit, although the supporting logic is still unclear.   It is anticipated that US Constitutional challenges will be presented, in court, to attempt to invalidate the new tax withholding mechanism.  

California Conformity with Federal Tax Provisions   On May 8, 2002,  Governor Gray Davis signed assembly bill, AB1122.   This law will be effective as of January 1, 2002.  The new statute conforms California law to the Federal Economic Growth and Tax Relief Reconciliation Act (EGTRRA) of 2001 and the Job Creation and Worker Assistance Act (JCWAA) of 2002. The effective date for California applicability is January 1 2002.

The new state law, conforms California law to the provisions in these federal laws as they relate to, but are not limited to,  pension and individual retirement accounts. Some of these provisions are as follows:

1) Increases the traditional and Roth IRA maximum annual contribution amount in 2002 to $3,000 ($3,500 for age 50 and over.) These amounts are increase in subsequent years to match the federal increases.

2) Allows spousal IRAs for non-working spouses based on the earnings of his or her spouse.

3) Increases the defined contribution pension limit from $35,000 to $40,000.

4) Increases the pension profit sharing percentage to 25 percent of compensation.

5) Increases the limit on compensation that may be taken into account under a pension plan from $170,000 to $200,000.

6) Increases to $11,000 the dollar maximum on annual elective deferrals under 401(k) plans, 403(b) annuities and salary reduction SEPs.  After 2002 the limits are increased in $1,000 annual increments through 2006.  The same increased limits apply to SIMPLE plans.

7) Allows "catch-up" contributions for 401(k) plans, 403(b) annuities, SARSEPs  and 457 plans for individuals age 50 and older.

8) California did not conform to the federal IRA "saver's credit" for IRA contributions.
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