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Many clients ask: "How can |
avoid being audited by the
IRS?" Of course, there’s no
100 percent guarantee that a
taxpayer won't be picked be-
cause some returns are cho-
sen randomly. However, com-
pleting tax returns in a timely,
orderly, and accurate fashion
with a trusted tax adviser
certainly works in a tax-
payer’s favor. It also helps to
know the red flags that catch
the attention of the IRS.

percentage of
taxpayers who are audited is

The overall

historically around 1 percent,
although it varies from year
to year. However, certain
groups of people and organi-
zations are audited at much

higher rates.

We'll tell you about some of
the new and recurring audit

targets, but first, here are
some of the latest collection
statistics from the IRS Data
Book for the fiscal year end-
ing September 30, 2009.

Individual Returns: The IRS
audited about 1 percent of
the 138.8 million individual
returns filed. Nearly 23 per-
cent of individual audits were
conducted by IRS personnel.
The rest were correspon-
dence audits.

Auditors focused heavily on
high income taxpayers. For
example, 6.4 percent of re-
turns with total positive in-
come of more than $1 million
were audited, a jump from
5.6 percent the year before.

Corporate Returns: The tax
agency audited 1.3 percent of
returns from corporations.
Specifically:

® For corporations with
assets from $1 million to $5
million, audits edged down to
1.8 percent of returns from 2
percent.

® For corporations with
assets between S5 million
and $10 million, audits fell to
2.7 percent from 3.1 percent.

® Audits for corporations
with $10 million or more in
assets dropped to 14.5 per-
cent from 15.3 percent.

® The audit percentage for
S corporations and partner-
ships remained unchanged at
0.4 percent of returns.

So, what's next? Here are
some new and recurring ar-
eas that are likely to raise red
flags:

Homebuyer Tax Credit - In a
new report from the Treasury
Inspector General, the IRS
was found to have paid more
than $27 million in fraudulent
homebuyer tax credit claims
on 2008 returns. Incredibly,
approximately 1,300 prison
inmates (some serving life
sentences) received $9 mil-
lion for homes they could not
have possibly bought while
behind bars.

In response, the IRS plans to
scrutinize the returns of tax-
payers claiming the home-
buyer credit, as well as at-
tempt to recoup money paid
erroneously on past claims.

(Continued on page 2)
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There are now special filing require-
ments that include sending sale-
related documents with a tax return
claiming the homebuyer credit.

Online Income - Starting in 2011, the
IRS will be taking a closer look at
transactions by sellers on eBay and
other online auction sites. This is the
result of a new law that requires any
bank or other payment settlement
company that processes credit cards,
debit cards, and electronic payments
such as PayPal to report to the IRS
what merchants receive. Not all
online sales are taxable, as many sell
used items at a loss.

Investment Income - The IRS often
discovers unreported taxable income
when its computers compare the in-
come reported on tax returns with
the information obtained from finan-
cial institutions about dividends and
interest.

Changes Ahead: Be aware that the IRS
will soon receive more information
about investors' activities.
Right now, the IRS is informed about
how much investors sell securities for,
but the tax agency relies on investors
to provide the purchase prices.

Beginning with specified securities
purchased in 2011, brokers will be
required to calculate gains and losses
and classify them as short-term or
long-term. This information will be
reported to customers and the IRS.

The expanded requirements were
implemented in response to tax offi-
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cials' suspicion that many people
overstate the tax basis when they sell
securities in order to pay less tax.

Self-Employment Income - The tax
system makes it easier for self-
employed individuals (rather than
employees) to underreport income
and fabricate or overstate deductions.
The IRS traditionally expends extra
effort to ensure self-employed tax-
payers filing Schedule C remain com-
pliant. But there is a new focus after a
recent report from the Treasury In-
spector General found that even
when the IRS audited self employed
taxpayers, it failed to address signifi-
cant potential misreporting of in-
come.

Automobile Expenses — Traditionally,
this is a high-risk area for business
taxpayers. Auditors are suspicious of
claims that a personal car is mostly or
exclusively used for business. Clients
should maintain a daily log of business
mileage with odometer readings,
dates, locations and purposes of
meetings, as well as the names of
people they meet with.

High Itemized Deductions — If taxpay-
ers’ itemized tax deductions exceed
IRS ranges for their income group, the
odds of an audit jump significantly.

Home Office Tax Deductions — As a
general rule, the office must be a tax-
payer’s principal place of business or
a place where he or she regularly
meets with clients or patients.

Alimony — These payments have be-
come an audit target after years of
perceived abuses. The IRS matches

(Continued on page 3)

Liens and Levies Hurt

Revenue Collection?

When the IRS automatically files
liens and levies against delinquent
taxpayers, it actually hurts the fed-
eral government's ability to collect
revenue owed. That statement was
made in a report to Congress on July
7.

"The conventional wisdom seems
to be that more hard-core enforce-
ment actions like liens and levies
mean more revenue," Taxpayer Ad-
vocate Nina Olson stated. "But the
data don't bear that out." Since fiscal
year 1999, the IRS has increased lien
filings by about 475 percent and
levies by about 600 percent. How-
ever, inflation-adjusted revenue
raised from such efforts has actually
declined by about seven percent
over that period.

Olson explained that lien filings
badly damage a taxpayer's financial
viability because they cause the per-
son's credit score to drop about 100
points, and typically remain on a
credit record for at least seven years.
Employers, mortgage companies,
landlords, car dealers, and credit
card issuers use credit reports, so a
lien can adversely affect a person's
ability to obtain and retain a job,
purchase or rent a home, and obtain
credit. Accordingly, it can reduce a
taxpayer's income or increase ex-
penses, which impairs his or her
ability to pay taxes in the future.
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deductions taken by one former
spouse with the taxable alimony in-
come reported by the other.

Losses from an Activity the IRS Con-
siders a Hobby — This is another ongo-
ing favorite IRS target and includes
activities such as horse breeding and
photography. However, taxpayers
have effectively fought the IRS by
keeping accurate records, following
industry practices, and operating at a
profit in three out of five consecutive
years (two out of seven for horse

businesses).

IRS Scrutinizing 401(k)

Plan Compliance

The IRS has begun checking compli-

ance with 401(k) plan regulations by
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asking a random sample of 1,200 plan
sponsors to fill out an online question-
naire.

If a company is chosen, failing to accu-
rately complete the document and
return it within the 90-day deadline
could generate an audit. In announc-
ing the project, the IRS noted that
although 401(k)s are the preferred
retirement plan for most employers,
they are the most non-compliant.

The questions cover the following
categories related to 2006, 2007, and
2008:

® Demographics relating to plan
features and participation by employ-
ees, age, and service restrictions.

® Other plans an organization spon-
sors.

® Types of employer and employee
contributions (such as matching, non-

Businesses and not-for-profit organi-
zations are accustomed to IRS rules
that require them to report certain
payments on annual Form 1099 infor-
mation returns. However, the recently
enacted healthcare law imposes sur-
prising new reporting requirements.
Complying with them may add signifi-
cantly to an organization's paperwork
burden. While the new rules don't
apply to payments made before 2012,
it's not too early to start gearing up to
deal with them.

Key Point: For many organizations,
the new rules will require issuing
1099s for all sorts of business pay-
ments that they never had to worry

Get Ready for Onerous New 1099 Reporting Rules

about before. And the IRS will receive
1099s detailing how organizations
spend money on a whole new range
of business expenses. However, the
healthcare legislation does not re-
quire Form 1099 reporting of pay-
ments that are made for non-business
reasons.

The IRS is accepting public comments
on the rules until September 29,
2010.

Current Rules in a Nutshell

Background: For many vyears, busi-
nesses have been required to report
various payments on different ver-
sions of Form 1099. For instance,

elective, and deferral).

® Non-discrimination testing to
determine if a plan is "top heavy" (a
majority of assets attributed to key
employees).
® Rules for loans and hardship
withdrawals.

® Features such as employer stock,
foreign investments, and in-kind dis-
tributions.

® Types of automatic contribution
arrangements and qualified default
investment alternatives.

® Designated Roth features, such as
rollovers, and the number of partici-
pants.

® Voluntary compliance and correc-
tion programs.

® Procedures for administering and
amending the plan.

[o o]

when a business pays $600 or more
during a calendar year to an inde-
pendent contractor for services, the
business must issue the contractor a
Form 1099-MISC that reports the
amount paid that year. The business
must also furnish a copy of the Form
1099-MISC to the IRS. This reporting
procedure helps contractors remem-
ber to include the payments on their
tax returns, and it helps the IRS en-
sure that income is reported.

Under rules now in effect, other types
of payments that businesses must
report on Forms 1099 include:

1. Commissions, fees, and other com-

(Continued on page 4)
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pensation paid to a single recipient
when the total amount paid in a cal-
endar year is $600 or more.

2. Interest, rents, royalties, annuities,
and income items paid to a single re-
cipient when the total amount paid in
a calendar year is $600 or more.
When a Form 1099 is required, it
must show:

® The total amount for the calendar
year;

® The name and address of the
payee;

® The tax ID number (TIN) of the
payee (For privacy reasons, truncated
TINs can be used on 1099s issued to
individuals); and

® The payer’s contact information
and TIN.

If a business doesn't have a payee's
TIN, it may be required to institute
backup federal income tax withhold-
ing at a 28 percent rate on payments
under Internal Revenue Code Section
3406.

In most cases, these rules apply to
payments made by not-for-profit or-
ganizations since they are generally
considered to be businesses for 1099
reporting purposes.

If a payer inadvertently fails to issue a
proper Form 1099, the IRS can assess
a $50 penalty. The penalty for each
intentional failure can be $100 or
more.

Reporting Payment to Corporations

Under current rules, most payments
to corporations are exempt from
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Form 1099 reporting requirements.
However, there are a few exceptions.
For instance, payments of $600 or
more in a calendar year to an incorpo-
rated law firm must be reported on
Form 1099-MISC.

Reporting Payment for Property

Under current rules, there is also gen-
erally no requirement to issue 1099s
to report payments for property (such
as merchandise, raw materials, and
equipment).

What Will Change in 2012 & Beyond?

The healthcare legislation makes two
big changes to the existing Form 1099
reporting rules and a third change
that is hard to assess without further
guidance from the IRS.

First Change: Payments to Corpora-
tions Must Be Reported. Starting in
2012, if a business pays a corporation
S600 or more in a calendar year, it
must report the total amount on an
information return. Presumably, Form
1099-MISC will be used for this pur-
pose, or the IRS will develop a new
form. (Payments to corporations that
are tax-exempt organizations will be
exempt from this new requirement.)

Examples:

® |n 2012, a business pays $30,000
to rent office space from a corporate
lessor. Under the new rules that take
effect in 2012, the $30,000 must be
reported on a Form 1099.

® A business pays $2,000 for four
employees to attend a seminar in
2012 put on by a corporation. Under
the new rules that go into effect that
year, the $2,000 must be reported on

a Form 1099.

® Several employees go on a busi-
ness trip in 2012, and a business pays
$1,500 to a corporate hotel. The
$1,500 must be reported on a Form
1099 for that year.

® In 2012, a business spends $1,000
at a local restaurant for an employee
holiday dinner. The restaurant is oper-
ated by a corporation. Under the rules
scheduled to become effective that
year, the $1,000 must be reported on
a Form 1099.

Second Change: Payments for Prop-
erty Must Be Reported. Starting in
2012, if a business pays $600 or more
in a calendar year to any party
(including an individual) as "amounts
in consideration for property," it must
report the total payments on an infor-
mation return for that year. The term
"property" means computer equip-
ment, office supplies, raw materials,
and more. Again, Form 1099-MISC
might be used to report affected pay-
ments, or a new IRS form might be
created.

Examples:

® |n 2012, a business buys cash reg-
isters from a supplier for $25,000. It
also spends $1,000 at a food and bev-
erage store to buy refreshments for a
company party. Later that year, the
company pays an individual $1,500 for
an old pickup truck and spends $750
at an office supply store for copier ink
and computer paper. Under the new
rules that are scheduled to go into
effect in 2012, all these transactions
will require the business to issue
1099s.

(Continued on page 5)
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As you can see, the new require-
ments to report corporate payments
and amounts to buy property will un-
doubtedly result in the issuance of
many millions of additional Forms
1099 each vyear. (Presumably, pay-
ments between related corporations
will not be exempt.)

Another burden: A business must also
obtain a TIN from each affected payee
to avoid the requirement for backup
withholding of federal income tax.

On the other side of the coin, if a busi-
ness sells property or operates as a
corporation, it will have to supply
its TIN to avoid
backup withholding on

customers with
payments
made to it.

Third Change: Payments of "Gross
Proceeds" Must Be Reported. Here's
where the new upcoming rules get
more confusing. Under a third new
rule that will take effect in 2012, pay-
ments of $600 or more in "gross pro-
ceeds" to a payee in a calendar year
must be reported on an information
return. At this point, it is unclear what
reporting
meant to cover. The best guess is that

this new requirement is
it is meant to cover payments to non-
corporate payees, such as restaurants
and other small businesses. We are
awaiting IRS clarification on this issue.

Commissioner Says Credit and Debit

Card Payments Will Be Exempt

Although no official guidance has
been issued, IRS Commissioner Doug-
las Shulman said in a speech to payroll
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executives that certain payments will
be exempt from the reporting re-
quirements.

“We plan to use our administrative
authority to exempt from this new
requirement business transactions
conducted using payment cards such
as credit and debit cards,” Shulman
said. “These transactions will already
be covered by reporting requirements
on payment card processors (going
into effect next year), so there is no
need for businesses to report them as

|H

wel

Action Plan

Dealing with the new Form 1099 re-
porting rules is going to be difficult for
many organizations -- resulting in an
avalanche of paperwork. Businesses
will likely have to modify their ac-
counting procedures to capture payee
information that will be needed to
comply with the new requirements.

Remember: TINs must be obtained
from vendors to avoid having to insti-
tute backup federal income tax with-
holding on payments made to them.
By the same token, a business must
ensure that its customers have its TIN
to avoid backup withholding on pay-
ments made to it.

What if backup withholding does oc-
cur on payments made to a business?
It must be prepared to track the with-
held amounts so it can claim credit for
them at tax return time. If a business
winds up on either side of the backup
withholding rules, it can be a real
mess. And with lots more 1099s flying
around, the odds of errors rise pro-

Page 5

portionately.

To compound the problems with the
new reporting requirements, many
businesses use accounting methods
other than the cash basis. In addition,
a number of businesses file their re-
turns using reporting periods other
than calendar years. In an audit, imag-
ine a business and the IRS attempting
to reconcile 1099s with these compli-
cations.

Fortunately, the new Form 1099 re-
porting rules (including any backup
withholding implications) don't cover
payments made before 2012. So
there's still plenty of time to plan for
what is likely to be a daunting task.

(o o)
“Businesses will likely have to modify
their accounting procedures to capture
payee information that will be needed

to comply with the new [1099]
requirements.”

Call us if you need assistance in this
project.

4__-4
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Corporations: Good Time for Tax-Wise Transactions

As you know, the 2010 federal income
tax rate structure is quite favorable
for shareholders of closely-held C cor-
porations for these reasons:

® If a company pays a taxable divi-
dend this year, the maximum federal
income tax rateis only 15 percent;
and

® That same 15 percent maximum
rate applies to 2010 corporate pay-
outs or stock sales that generate long-
term capital gains.

Dividend and Capital Gains Taxes are

Almost Certain to Go Up

With the passage of the massive
healthcare bill, odds are the current
taxpayer-friendly picture will only last
through the end of this year. Unless
Congress takes action to extend the
status quo, higher taxes on dividends
and long-term gains will kick in on
January 1, 2011, when the "Bush tax
cuts" are scheduled to expire.

Even if the Republicans take back
Congress in November, they might
not be able to change the tax outlook
anytime soon. Through 2012, the
President has stated he would likely
veto any tax cuts as the revenue will
be needed to help pay for govern-
ment healthcare.

Here are the specifics about what is
likely coming down the pike:

Dividend Taxes

The maximum federal rate on divi-
dends is scheduled toincrease from

the current 15 percentto 39.6 per-
cent on January 1. Although the Presi-
dent has promised more than once to
limit the maximum rate to 20 percent,
that pledge has changed.

Beginning in 2013, the new healthcare
legislation will impose an additional
3.8 percent Medicare tax on a high-
income individual's net investment
income, which is defined to include
dividends. That raises the maximum
dividend tax rate to at least 23.8 per-
2013 and
For affected individuals, that's at least

cent for beyond.
a 58.7 percentincrease in federal
taxes on dividends (23.8 percentis
158.7 percent of 15 percent).

For this purpose, a high-income indi-
vidual has an adjusted gross income
of $250,000 if married and filing
jointly or $200,000 for single filers.

Taxes and Long-Term Gains

Starting January 1, 2011, the maxi-
mum rate on most long-term capital
gains is scheduled to increase from
the current 15 percentto 20 per-
cent. And in 2013, the new healthcare
legislation will impose an additional
3.8 percent Medicare tax on a high-
income individual's net investment
income, which is defined to include
long-term gains. As with dividends,
that means a maximum federal tax
rate of at least 23.8 percent for 2013
and beyond. For affected individuals,
that amounts to at least a 58.7 per-
cent increase in federal taxes on long-
term gains.

Depending on where your clients live,
state income tax rate on dividends
and long-term gains may be headed
higher, too.

What Can Your Clients Do?

Although next year and beyond look
grim from a tax perspective, your cli-
ents still have some time to take ad-
vantage of this year's historically fa-
vorable rates. Here are three strate-
gies to consider before the end of
2010:

Strategy 1: Take Dividends This Year

Let's say a profitable C corporation
has a healthy amount of earnings and
profits (E&P). The concept of E&P is
somewhat similar to the more-
familiar financial accounting concept
of retained earnings. While lots of
E&P indicates a financially successful
company, it also creates two unfavor-

able tax side effects:

1. To the extent the corporation has
current or accumulated E&P, corpo-
rate distributions to shareholders
(including owners and executives)
count as taxable dividends. Since the
2010 federal tax rate on dividends
cannot exceed 15 percent, dividends
received before the end of this year
will be taxed lightly compared to what
is likely to happen in 2011 and be-
yond. Therefore, shareholders should
weigh the possibility of triggering a
manageable current tax bill by taking
dividends in 2010 against the possibil-
ity of absorbing a much bigger (but

(Continued on page 7)



UM Kevin P. Martin & Associates, P.C.

(Continued from page 6)

deferred) tax hit on dividends they
would otherwise plan to take in future
years.

2. When a C corporation retains a
significant amount of earnings, there's
a risk that the IRS will assess the accu-
mulated earnings tax (AET). This
tax can potentially be assessed once a
corporation's accumulated earnings
exceed $250,000 (or $150,000 for a
personal service corporation). When
the AET is assessed, the tax rate is the
same as the maximum federal rate on
dividends received by individuals.
Therefore, the AET rate is also sched-
uled to jump from the current 15 to
20 percent, starting in 2011 (assuming
the President's pledge to keep it at 20
percent rather than 39.6 percent goes
through).

Dividends paid in 2010 will be taxed
lightly, and they will also reduce a
company's accumulated earnings. So
they will also reduce or eliminate the
company's AET exposure in future
years, when the AET rate will probably
be at least 20 percent.

Strategy 2: Arrange a Low-Taxed
Stock Redemption This Year

Another way to convert theoretical C
corporation wealth into cash is with a
stock redemption transaction in which
a client sells back some or all of his or
her shares to the company. (When
there are several shareholders, this is
a common technique to cash out one
or more selected shareholders while
the others continue to hold their
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stakes.)

To the extent of the corporation's
current or accumulated E&P, any
stock redemption payment is gener-
ally treated as a taxable dividend.
However, the Internal Revenue Code
provides several exceptions to this
rule. If one of these exceptions ap-
plies, the redemption payment will be
treated as proceeds from selling the
redeemed shares. In other
words, regular stock sale treatment

applies.

The distinction between dividend and
stock sale treatment may or may not
be important to your clients. That's
because when dividend treatment
applies, the client receives no offset
for his or her tax basis in the re-
deemed shares. In that case, the en-
tire redemption payment may count
as taxable dividend income.

In contrast, when stock sale treat-
ment applies, the client has capital
gain (probably long-term) only to the
extent the redemption payment ex-
ceeds his or her basis in the redeemed
shares. So only part of the redemp-
tion payment is taxed. In addition, the
client can offset capital gain from a
redemption treated as a stock sale
with capital losses from other transac-
tions (including capital loss carryovers
the client may have left over from the
2008 stock market meltdown).

If a client doesn't have significant ba-
sis in the redeemed shares or signifi-
cant capital losses, there's usually
only a minor distinction between divi-
dend treatment and stock sale treat-
ment under today's federal income

tax system. For 2010, both dividends
and long-term capital gains are taxed
at the same rates, with a maximum
rate of only 15 percent.

However, as explained earlier, both
dividends and long-term gains will
almost certainly be taxed at higher
rates in 2011 and beyond. Therefore,
a stock redemption that is completed
in 2010 could result in a much lower
tax bill than a redemption that's put
off until 2011 or later.

Strategy 3: Sell Stock This Year

Speaking strictly from a federal in-
come tax rate perspective, selling
shares this year and paying no more
than 15 percent on the resulting gains
(assuming the taxpayer has held the
shares for more than a year) sure
beats paying 23.8 percent (or maybe
more) on gains from sales in later
years.

Exception: A taxpayer might want
to defer capital gains until the follow-
ing year because of a reasonable ex-
pectation that he or she will be ex-
periencing capital losses at that time
that could offset the gains.

Clients should consider the possible
advantages of taking dividend pay-
ments, transacting stock redemptions,
or selling shares in a closely-held cor-
poration under today's favorable fed-
eral income tax structure. Waiting
until next year or later could prove
costly.

Page 7
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Financial Statement Reporting

P

Barbara Andrews, CPA
KPM Senior Audit Manager

Leases—Joint Project of the IASB and

FASB

Financial Accounting Standards Board
(FASB) ASC 840 (formerly SFAS State-
ment No. 13 (FAS 13), Accounting for
Leases), is the current U.S. guidance
for accounting and reporting for
leases by lessees and lessors. The
guidance was originally issued in
1976. Almost 30 years later, the FASB
and the International Accounting
Standards Board (IASB), (collectively,
the Boards) are working on a joint
project to create common lease ac-
counting requirements to ensure that
assets and liabilities arising from lease
contracts are recognized on the bal-
ance sheet. In 2009, the FASB and the

IASB each published a Discussion Pa-
per for public comment.

In April 2010, the American Institute
of CPAs (AICPA) developed a question
and answer paper on the Joint Lease
Project (FAQs). The AICPA explains
that the Boards are undertaking this
project because the current lease ac-
counting model has been criticized for
being unnecessarily complex and em-
phasizing form over substance.

The FAQs identified the major differ-
ence between the proposed model in
the Discussion Paper and current U.S.
GAAP. Under ASC 840, (current U.S.
GAAP), leases are separated into two
categories: capital leases (recognizes
an asset and liability) and operating
leases (recognizes an expense). The
Discussion Paper model proposes that
the lessee would be required to rec-
ognize an asset representing its right
to use the leased item for the lease
term (measured initially at cost, which
equals the present value of the lease
payments) and a liability for its obliga-
tion to pay rentals (measured initially

at the present value of the lease pay-
ments) on the statement of financial
position for both operating and capi-
tal leases.

The FAQs explain that under the Dis-
cussion Paper model, the financial
statement users would have more
information about all leases, including
those currently classified as operating
leases and financial statements be-
tween entities would be more compa-
rable. The disadvantage to the pro-
posed model is that it would result in
significantly more bookkeeping and
reported assets and liabilities.

The comment period for the Discus-
sion Paper ended on July 17, 2009 and
the Project is currently in the discus-
sion phase. The Boards expect to re-
lease an exposure draft in the second
half of 2010 and a final statement in
2011. This would be a major change
from current accounting treatment
and may impact all entities and indus-
tries.

[o o]

President Obama Signs Ul Bill

President Obama on July 22 signed
legislation providing six additional
months of jobless benefits for the
long-term employed. The Unemploy-
ment Compensation Extension Act of
2010 (HR 4213) provides up to 99
weeks of unemployment benefits to
individuals who have exhausted state
White
House Press Secretary Robert Gibbs

unemployment assistance.

said the extension will benefit 2.5
million long-term, unemployed work-
ers.

The bill signing followed a House vote
(272-t0-152) on the $34 billion legisla-
tion and weeks of Senate maneuver-
ing to bring the bill to a vote over the
objections of GOP lawmakers. The
senate approved the measure on July
21 by a vote of 59-t0-39. House Ma-

jority Leader Steny H. Hoyer, D-Md.,
downplayed Republican concerns that
paying unemployment benefits make
people too lazy to work. “I find that
hard to believe at a time when there
are five unemployed workers for
every one job opening available.”
Hoyer said.

Page 8
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In many instances Massachusetts
taxation is similar to what you report
on your federal return and in other
instances it is not. As this is the first
column on the subject | will address
some of the differences and how they
affect Massachusetts businesses:

Did you know?

1. That you must collect and
remit to Massachusetts sales tax on
all property items except for those
that are excluded;

Deadline extended for closing home

purchase to qualify for homebuyer

credit.

Relief has been provided to taxpayers
who couldn't meet a key June 30,
2010, closing date for qualifying for
the homebuyer credit. In general,
both the regular first-time homebuyer
credit of $8,000 and the reduced
credit of $6,500 for long-term resi-
dents expired for homes purchased
after Apr. 30, 2010. However, if a
written binding contract to purchase a
principal residence was entered into
before May 1, 2010, the credit could
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2. That if you purchase items
that are subject to sales tax from a
non-Massachusetts source and no
Massachusetts sales tax is collected
then you must pay a Massachusetts
Use tax;

3. That if you employ anyone
who works on your premises, at your
business location within Massachu-
setts, that individual is an employee
and not an independent contractor;

4. That if you employ individuals
who work both in Massachusetts and
other states you may need to register
to do business and file both payroll
and business tax returns in those
other states;

5. That if you sell items of tangi-
ble personal property and utilize your
vehicle, rather than a common car-
rier, to deliver goods outside of Mas-

be claimed if the purchase closed be-
fore July 1, 2010. Under the relief
measure, if a written binding contract
to purchase a principal residence was
entered into before May 1, 2010, the
credit may be claimed if the purchase
is closed before Oct. 1, 2010. Thus,
this extension allows homebuyers
who signed a contract no later than
the April 30th deadline to complete
their closing by the end of September.

Guidance addresses tax breaks for

hiring new employees.

Massachusetts Taxation

sachusetts then you most likely will be
subject to income tax in the state of
delivery;

6. That if you own one or more S
Corporations where the total revenue
exceeds $6,000,000, you will now be
subject to filing as a Unitary Corpora-
tion;

7. That if you are a consultant or
an employee who provides services
while physically in a state other than
Massachusetts then you may be re-
quired to file a non-resident individual
income tax return in the other state;

8. That if you are a resident of a
state other than Massachusetts and
spend 183 days or greater in Massa-
chusetts then you will be treated as a
resident and 100% of your taxable
income will be subject to Massachu-
setts taxation.

oo

Employers are exempted from paying
the employer 6.2% share of Social
Security (i.e., OASDI) employment
taxes on wages paid in 2010 to newly
hired qualified individuals. These are
workers who: (1) begin employment
with the employer after Feb. 3, 2010
and before Jan. 1, 2011, (2) certify by
signed affidavit, under penalties of
perjury, that they haven't been em-
ployed for more than 40 hours during
the 60-day period ending on the date
the individual begins employment

(Continued on page 10)
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with the qualified employer; (3) do
not replace other employees of the
employer (unless those employees
left voluntarily or for cause), and (4)
aren't related to the employer under
special definitions. The payroll tax
relief applies only for wages paid from
Mar. 19, 2010 through Dec. 31, 2010.

Employers may qualify for an up-to-
$1,000 tax credit for retaining quali-
fied individuals. The workers must be
employed by the employer for a
period of not less than 52 consecutive
weeks, and their wages for such em-
ployment during the last 26 weeks of
the period must equal at least 80% of
the wages for the first 26 weeks of the
period.

The IRS has issued guidance on these
tax breaks in the form of frequently
asked questions. They carry valuable
information on subjects such as the
scope of the exemption, how it inter-
acts with other tax breaks, and when
an employer must receive the
employee's certification of former
unemployment status. For example,
the IRS explains that the exemption
and credit can be claimed for a new
employee replacing a downsized
employee.

Detailed guidance released on new

small business health care credit.

The IRS has issued detailed guidance
on the small employer health insur-
ance credit created by the recently-
enacted health reform legislation.
Under the new law, effective for tax
years beginning after Dec. 31, 2009,

Kevin P. Martin & Associates, P.C.
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an eligible small employer (ESE) may
claim a tax credit for nonelective con-
tributions to purchase health insur-
ance for its employees. An ESE is an
employer with no more than 25 full-
time equivalent employees (FTEs)
employed during its tax year, and
whose employees have annual full-
time equivalent wages that average
no more than $50,000. However, the
full credit is available only to an em-
ployer with 10 or fewer FTEs and
whose employees have average an-
nual full-time equivalent wages from
the employer of not more than
$25,000. The new guidance adopts a
liberal approach to the new law's re-
quirements, including three alterna-
tive methods for figuring total hours
of service (important for determining
how may FTEs an employer has), and
also explains how small employers
claim the credit if their State provides
a credit or subsidy for employee
health coverage. The IRS has released
a state-by-state table of average
health insurance premiums for the
small group market for the 2010 tax
year. The table is needed to calculate
the credit for this year.

Guidance issued on new under-age-27

rule for health coverage of children.

The IRS has issued guidance on the
tax treatment of health coverage for
children under age 27 under the new
health reform law. The new under-
age-27 rule, which went into effect
March 30, 2010, applies broadly to
employer-provided coverage or reim-
bursements, cafeteria plans, flexible
spending arrangements (FSAs), health

reimbursement arrangements (HRAs),
voluntary employees' beneficiary as-
sociations (VEBAs), and the above-the
-line deduction for a self-employed
individual's medical care insurance
costs.

Availability of FICA exception for

medical residents to be resolved.

The Supreme Court has agreed to
review a 2009 decision of the Court of
Appeals for the Eighth Circuit, which
upheld the validity of regulations that
generally prevent medical residents
from qualifying for the FICA student
exception. Under these regulations,
an employee includes a medical resi-
dent who works 40 hours or more for
a school, college or university is not
eligible for the student exception. The
Supreme Court will now decide their
validity. Its decision will have impor-
tant ramifications for the many teach-
ing hospitals and their residents.

States address estate planning uncer-

tainty.

As of now, there is no estate or gen-
eration-skipping transfer (GST) tax for
individuals who die this year. There
are issues as to how formula clauses
in wills and trusts using estate or GST
tax terms (e.g., “the applicable exclu-
sion amount,” or “the marital deduc-
tion”) will be construed, if the dece-
dent dies in 2010. Several states have
addressed this situation by enacting
laws providing a special rule of con-
struction under which formula clauses
that refer to certain estate and GST

(Continued on page 11)
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tax terms generally will be construed
as referring to the federal estate tax

What’s New

and GST tax laws which applied to
estates of decedents dying on Dec.
31, 2009. These statutes could impact
the amount that will pass under one's

Page 11

Kevin P. Martin & Associates, P.C.

will to a person's spouse and children.

[o o]

Federal

On August 10, 2010,
Obama signed a $9 million tax pack-
age, the Education Jobs and Medi-
caid Assistance Act, which closes a
number of foreign-tax-credit related
loopholes.
the advance payment option for
claiming the Earned Income Tax
Credit. The bill is meant to fund edu-
cation and Medicaid shortfalls.

President

The Act also eliminates

Massachusetts

On August 5, 2010, Massachusetts
Governor Deval Patrick signed the
Economic Development Reorganiza-
tion Act. In addition to establishing

the sales tax holiday, which just
passed, this law will cut the capital
gains tax rate for investments in start
up businesses, extend the carryfor-
ward treatment for net operating
losses, implement a water's-edge pro-
vision for combined reporting, and
provide certain economic develop-
ment credits.

Watch for more information on these
topics in upcoming issues.

New Additions to IRS.gov

The IRS has added several new helpful
pages/articles to its website —

Starting a Business — follow the busi-
ness tab on www.irs.gov. The link to

“starting a business” will lead you
through a checklist of items to con-
sider.

Closing a Business — follow the same
links to the section “closing a busi-
ness” where you can find a compre-
hensive checklist of items to consider
when shutting down your business.

Understanding your IRS Notice or Let-
ter — this is a new article posted on
the Individual tab at IRS.gov issuing
guidance on resolving a discrepancy.
If you are able to resolve a discrep-
ancy on your own, please forward a
copy to us so we may determine the
effect on your state returns and fu-
ture Federal returns.

For further information or questions regarding any topics in this newsletter, email:

taxnewsletter@kpmonline.com

10 Forbes Road, Braintree, MA 02184
100 Conifer Hill Park, Suite 303, Danvers, MA 01923

An Independent Member of

B KR

INTERNATIONAL

In compliance with U.S. Treasury Circular 230 Regulations and any applicable state laws, we hereby notify you that any tax advice contained in the body of

this document, or attachments thereto, was not intended or written to be used, and cannot be used, by the recipient or any other party 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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Addendum

Year-by-Year Summary of Healthcare Law Tax Changes

The Patient Protection and Affordable changes are included in the laws. This chart briefly summarizes some of
Care Act and the related Health Care Some have nothing to do with health- the most important tax changes, or-
and Education Reconciliation Act care, some won't kick in for several ganized by the year when they be-
(which are collectively referred to as years, some are effective right now, come effective. (Of course, there will
the healthcare legislation) were and some are even retroactively ef- be some clarifications, technical cor-
signed into law in March. Lots of tax fective. rections, and IRS guidance to follow.)
Retroactive Changes Taking Effect Before 2010
Tax Change Description Effective Date/Tax
Code or Law Section
Exclusion for Certain A new, retroactive federal income tax exclusion for student loan Amounts received or forgiven in
Forgiven Student Loans |amounts paid off or forgiven under certain state loan repayment/ tax years after 2008.
forgiveness programs intended to increase the presence of healthcare
professionals in underserved areas. IRC Section 108(f)(4)
Therapeutic Discovery | A new, retroactive tax credit for qualified investments in therapeutic Eligible expenses paid or incurred
Projects discovery projects, as defined in the law. Only available to taxpayers with [in 2009 and 2010 ($1 billion limit
250 or fewer employees. on total credits allowed).

IRC Section 48D

Changes Taking Effect in 2010

New Health Insurance | Qualifying small employers can claim a new credit to cover up to 35 per- Tax years beginning in 2010-2013.
Tax Credit for Small cent of the cost of health insurance for employees. The credit can be claimed for eligi-
. ble costs incurred in tax years be-
Employers (Including Qualifying small employers that are tax-exempt non-profits can claim cred- ginning in 2010 before the health-
Not-for-Profit its to cover up to 25 percent of employee health insurance. A qualifying
.. . ) ) care law was enacted.
Organizations) small employer is one that has no more than 24 full-time-equivalent (FTE)
workers; pays an average FTE wage of less than $50,000; and has a qualify- | IRC Sections 45R, and IRS Notice
ing healthcare arrangement in place. 2010-44

. . For more information form the
A qualifying arrangement requires employers to: pay at least 50 percent of )
IRS: Small Business Healthcare Tax
Credit: Frequently Asked Ques-

tions

the cost of each enrolled employee's coverage and pay the same percent-

age for all employees (even those with more-expensive family or self-plus-
one coverage).

However, for tax years beginning in 2010, a favorable transition rule allows
the credit to be claimed when the employer doesn't pay the same percent-
age for each enrolled employee but instead pays an amount equal to at
least 50 percent of the cost of single coverage (even if an employee has
more-expensive coverage). The allowable credit is quickly reduced under a
complicated phase-out rule when the employer has more than 10 FTE
employees or the average FTE wage is in excess of $25,000.
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Changes Taking Effect in 2010—Continued
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Tax Change

Description

Effective Date/Tax
Code or Law Section

Healthcare-Related
Tax Breaks Granted to
Adult Children

Effective for plan years after September 22, 2010, health plans that cover
dependent children must continue to cover adult children until they turn
26. (Plans may voluntarily provide coverage before that.)

In conjunction, employer-provided health coverage for an employee's
adult child is now treated as a tax-free fringe benefit as long as the child
hasn't reached age 27 by year end. It doesn't matter if the adult child is the
employee's dependent or not.

The IRS has stated that tax-free treatment also applies to reimbursements
from an employer-provided cafeteria plan, healthcare flexible spending
account (FSA) plan, or health reimbursement arrangement (HRA) to cover
an under-age-27 adult child's qualified medical expenses.

For self-employed people who pay their own health coverage, the cost of
covering an adult child is eligible for the above-the-line deduction for self-
employed health premiums, as long as the adult child hasn't reached age

27 by year end (regardless of whether the child is a dependent).

There is a discrepancy between the age-26 coverage requirement and the
age-27 tax breaks.

March 30, 2010
IRC Sections 105(b) and 162(l)

IRS Notice 2010-38

Liberalized Adoption
Tax Breaks

Increases the annual cap on tax-free employer adoption assistance pay-
ments by $1,000 and extends it through 2011. For 2010, this change in-
creases the cap to $13,170 (up from $12,170).

Similarly, the healthcare legislation increases the maximum annual adop-
tion credit by $1,000 and extends the new deal through 2011. For 2010,
this increases the maximum credit to $13,170 (up from $12,170).

Also, for 2010 and 2011, the adoption credit becomes refundable so it can
be collected in full even if a client doesn't owe federal income tax.

Tax years beginning in 2010 and
2011.

IRC Sections 36C and 137

New Rules for Not-for-
Profit Hospitals

Establishes new rules for hospitals to qualify for tax-exempt non-profit
status.

Tax years after March 23, 2010

IRC Section 501(r) and 6033(b)

No More Tax Credit for
“Black Liquor”

Disallows the cellulosic biofuel producer credit for so-called black liquor
fuels.

Fuels sold our used after 2009.

IRC Section 40(b)(6)(E)

New Loss Ratio Rule for
Health Organizations

Requires a medical loss ratio of at least 85 percent for health organizations
to qualify for certain insurance company tax breaks.

Tax years after 2009.

IRC Section 833

New Tanning Tax

Imposes a 10 percent excise tax on indoor tanning services.

Services after June 30, 2010

IRC Section 5000B
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Changes Taking Effect in 2010—Continued

Tax Change

Description

Effective Date/Tax
Code or Law Section

Economic Substance
Doctrine is Codified

The legislation attempts to provide a home in the tax code for the eco-
nomic substance doctrine. It will be deemed to exist only if the transac-
tion in question changes the taxpayer's economic position in a meaning-
ful way without regard to tax consequences and is entered into for a
substantial non-tax purpose. A 20 percent penalty can be assessed on tax
underpayments attributable to transactions that are disallowed because
they lack economic substance. The penalty rises to 40 percent for
"undisclosed economic substance transactions." Other penalties may
also apply.

Changes Taking Effect in 2011

For transactions entered into after
March 30, 2010, and tax underpay-
ments, understatements, refunds,
and credits attributable to transac-
tions entered into after that date.

IRC Sections 7701(o), 6662(i), and
6676(c)

Tax Change

Description

Effective Date/Tax
Code or Law Section

Employer Must Report
Healthcare Costs on
Forms W-2

Requires employers to report to employees on their annual W-2 forms the
value of employer-provided health insurance coverage (not including sal-
ary-reduction amounts contributed to healthcare flexible spending ac-
counts).

Tax years after 2010

IRC Section 6051(a)(14)

No More Tax-Free Re-
imbursements for Non-
Prescription Drugs

For participants in an employer-sponsored healthcare FSA or HRA or their
own health savings account (HSA) or medical savings account (MSA), cur-
rent rules allow tax-free withdrawals to pay for non-prescription drugs like
pain and allergy relief medications. Starting next year, this tax-favored
treatment will only be available for prescription drugs, insulin, and doctor-
prescribed over-the-counter medications.

For expenses incurred in tax years
beginning after 2010.

IRC Sections 106(f), 220(d), and
223(d)

Stiffer Penalty on Non-
Qualified HAS and
MSA Withdrawals

If a taxpayer takes money out of an HSA or MSA for any reason other than
to cover qualified medical expenses, the current rules say he or she will
usually owe federal income tax plus a 10 percent penalty tax, or a 15 per-
cent penalty tax for an MSA. The new law increases the penalty to 20
percent for non-qualified withdrawals.

Withdrawals in tax years beginning
after 2010.

IRC Sections 220(f) and 223(f)

New Simple Cafeteria
Plans for Small
Employers

Establishes a new and simpler Section 125 cafeteria benefit plan for em-
ployers with 100 or fewer employees. These plans will be deemed to auto-
matically satisfy all applicable cafeteria benefit plan non-discrimination
rules if they satisfy certain minimum standards for eligibility, participation,
and contributions.

Tax years beginning after 2010.

IRC Section 125(j)

New Tax on Drug Com-
panies

Imposes a new non-deductible fee on manufacturers and importers of
branded prescription drugs. Each company must pay an allocable portion
of the total annual fee, which is $2.5 billion for 2011. The fee is appor-
tioned among targeted companies based on each company's share of sales
in the preceding year.

Calendar year 2011.

Section 9008 of the Patient Protec-
tion Act
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Changes Taking Effect in 2012

Tax Change

Description

Effective Date/Tax
Code or Law Section

New 1099 Reporting
Requirement for Busi-
ness Payments to Cor-
porations

In general, a business that pays $600 or more in a calendar year to a cor-
poration must supply the corporation with a Form 1099 and file a copy
with the IRS.

For payments made after 2011.

IRC Section 6041(a)/(h)

New 1099 Reporting
Requirement for Busi-
ness Payments for
Property

A business that pays $600 or more in a calendar year to a single payee
(including an individual) for property generally must supply a Form 1099
and file a copy with the IRS. Before this, payments by businesses for prop-
erty (as opposed to payments for services) were generally exempt from
1099 reporting requirements.

For payments made after 2011.

IRC Section 6041(a)

New Tax on Health
Insurance Policies

Health insurers and sponsors of applicable self-insured health plans must
pay an annual fee of $2 per covered life ($1 per life for affected policy or
plan years that end by September 30, 2013).

Policy years ending after Septem-
ber 30, 2012.

IRC Sections 4375, 4376, & 4377

Changes Taking Effect in 2013

Tax Change

Description

Effective Date/Tax
Code or Law Section

Additional 0.9 percent
Medicare Tax on
Salaries and Self-
Employment Income
Earned by Higher
Income Taxpayers

Now, the Medicare tax on salary and/or self-employment (SE) income is
2.9 percent (1.45 percent withheld from employee paychecks, and the
other half paid by the employer. Self-employed people pay the whole 2.9
percent).

Starting in 2013, an extra .9 percent Medicare tax will be charged on:

®  Salary and/or SE income above $200,000 for
an unmarried individual;

® Combined salary and/or SE income above
$250,000 for a married joint-filing couple; and

®  Salary and/or SE income above $125,000 for
those who use married filing separate status.

These thresholds will not be adjusted for inflation. For self-employed peo-
ple, the additional .9 percent Medicare tax hit will come in the form of a
higher SE tax bill. However, the additional .9 percent will not qualify for the
above-the-line deduction for 50 percent of SE tax. (The additional .9 per-
cent Medicare tax must be taken into account for estimated tax purposes.)

Tax years beginning after 2012.

IRC Sections 164(f), 1401(b), 3101
(b), 3102, and 6654
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Changes Taking Effect in 2013—Continued

Tax Change

Description

Effective Date/Tax
Code or Law Section

Additional 3.8 percent
Medicare Tax on Net
Investment Income
Collected by High In-
come Folks and Trusts

Now, the maximum federal tax rate on long-term capital gains and divi-
dends is 15 percent. In 2011, the top rate is scheduled to go up as the
"Bush tax cuts" expire. Starting in 2013, all or part of the net investment
income, including long-term capital gains and dividends, collected by high-
income folks can get hit with a 3.8 percent "Medicare contribution tax."
Therefore, the top federal rate on long-term gains and dividends for 2013
and beyond will be 23.8 percent..

The additional 3.8 percent Medicare tax won't apply unless modified ad-
justed gross income (MAGI) exceeds: $200,000 for an unmarried individ-
ual; $250,000 for married joint-filers; or $125,000 for married filing sepa-
rately. These thresholds won't be adjusted for inflation.

The additional 3.8 percent Medicare tax will apply to the /lesser of: net
investment income or MAGI in excess of the applicable threshold.

Net investment income includes interest, dividends, royalties, annuities,
rents, gross income from passive business activities, gross income from
trading in financial instruments or commodities, and net gain from prop-
erty held for investment (but not for business purposes) reduced by de-
ductions allocable to such income.

The additional Medicare tax must be taken into account for estimated tax
payment purposes.

For a trust, the extra 3.8 percent Medicare tax will apply to the lesser of:
undistributed net investment income or the AGl in excess of the threshold
for the top trust federal tax bracket.

Tax years beginning after 2012.

IRC Sections 1411 and 6654

New $2,500 Cap on
Healthcare FSA
Contributions

Now, there's no tax-law limit on salary-reduction contributions to an em-
ployer healthcare FSA (although many impose their own annual limits).
Starting in 2013, the maximum annual FSA contribution by an employee
will be capped at $2,500. Then, the cap will be indexed for inflation.

Tax years beginning after 2012.

IRC Section 125(i)

Higher Threshold for
Itemized Medical
Expense Deductions

Taxpayers can now claim an itemized deduction for medical expenses paid
for themselves, a spouse, and dependents, to the extent the expenses
exceed 7.5 percent of AGI. Starting in 2013, the hurdle is raised to 10 per-
cent of AGI. But if the taxpayer or spouse is age 65 or older at year end,
the new 10 percent-of-AGlI threshold will not take effect until 2017. The
medical deduction threshold for AMT purposes remains at 10 percent of
AGI.

Tax years after 2012 (2016 if tax-
payer or spouse is 65 or older at
year end).

IRC Section 213(a) and (f)

No Deductions for
Retiree Drug Subsidies

Employers sponsoring qualified retiree prescription plans are entitled to
collect tax-free federal subsidies for part of the cost. Employers can now
deduct the full cost of retiree drug plans without any reduction for the tax-
free federal subsidies. In effect, deductions are allowed for amounts that
are actually paid by the government. The healthcare law reduces deduc-
tions by the amount of tax-free federal subsidies.

Tax years beginning after 2012.

IRC Section 139A
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Changes Taking Effect in 2013—Continued

Tax Change Description Effective Date/Tax
Code or Law Section

New Excise Tax on Manufacturers have to pay a 2.3 percent excise tax on taxable sales of Sales after 2012.

H : medical devices for humans. However, devices retailed to the general pub-
Medical Device & PUB” 1 IR section 4191

lic will be exempt. The tax will not apply to eyeglasses, contact lenses,

Manufacturers

hearing aids, etc.
New Deductible Affected health insurance providers face a $500,000 per-person deduction | Tax years beginning after 2012.
Compensation Limit limit on compensation paid to "applicable individuals," which can include IRC Section 162(m)(6)(A)

for Health Insurers officers, employees, directors, and certain other providers such as consult-

ants.

Changes Taking Effect in 2014

Tax Change Description Effective Date/Tax
Code or Law Section

New Penalties on In general, U.S. citizens and legal residents will pay penalties if they don't | Tax years beginning in 2014.

. . . " health i )
Individuals without obtain "adequate" health insurance coverage IRC Section 5000A

“Adequate” Coverage | The tentative penalty will equal the greater of: the applicable percentage
of household income above the threshold that requires filing a federal
income tax return; or the applicable dollar amount times the number of
uninsured individuals in the household. The applicable income percentage
is 1 percent for 2014, 2 percent for 2015, and 2.5 percent for 2016 and
beyond.

The applicable dollar amount is $95 for 2014, $325 for 2015, and $695 for
2016. After that, the $695 amount will be adjusted for inflation. For under-
age-18 household members, the applicable dollar amounts will be 50 per-
cent of the aforementioned amounts.

The final penalty amount for each household will be limited to 300 percent
of the applicable dollar amount. For example, the maximum 2016 penalty
will be $2,085 (three times $695). However, if the national average cost of
"bronze coverage" (a new term of art) for the household is less, the maxi-
mum penalty will be limited to the cost of bronze coverage.

If an affected individual is uninsured for only part of the year, the penalty
will be calculated monthly using pro-rated figures.
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Changes Taking Effect in 2014—Continued

Tax Change Description Effective Date/Tax
Code or Law Section

New Penalties on Employers with at least 50 full-time employees that do not provide afford- | Coverage months beginning in

Employers able health coverage that meets certain minimum standards will be 2014.

charged a non-deductible penalty if even one full-time employee pur-
& > penatty ployeep IRC Section 4980H

chases government-subsidized coverage through a state-run exchange.

Government-subsidized coverage means coverage for which a federal cost-

sharing subsidy (explained below) is available.

The penalty will be $167 per month ($2,000 per year) for each employee
who is not provided with "adequate" coverage for that month (even if a

particular employee purchases subsidized coverage from a state-run ex-
change). However, no penalty is charged for the first 30 employees.

An employer can still owe penalties even when employees are offered the
opportunity to enroll in a plan that provides minimum essential coverage,
but one or more employees choose to instead buy subsidized coverage
through a state-run exchange. In this case, the penalty is $250 per month
for each applicable employee, but the total cannot exceed the penalty that
would be charged for outright failure to offer "adequate" coverage.

New “Cost-Sharing Government paid "cost-sharing subsidies" will be provided to help indi- Tax years beginning in 2014.
Subsidies: for Eligible viduals ineligible for Medicaid, employer-provided coverage, or other

. . . . IRC Section 36B
"adequate" coverage. This has been explained as a low-income benefit,

Individuals
but a person can be eligible with income up to 400 percent of the federal
poverty level. (For 2009, this was $43,320 for one person or $88,200 for a

family of four.)

The cost-sharing subsidy is sometimes called a "premium assistance tax
credit," because there is language in the tax code. In most cases, however,
the subsidy will be paid directly to the insurer. If that doesn't happen, the
subsidy amount can be claimed as a refundable tax credit on the eligible
individual's federal tax return.

More Generous Health | As explained in the 2010 changes, qualifying small employers can claim a Tax years beginning in 2014.
Insurance Tax Credit credit to help cover jche cost of.providing em['Jonee health coverage. For IRC Section 45R and Section 1421
for Small Employers 2010-2013, the maximum credit percentage is 35 or 25 percent for tax- of the healthcare legislation.
exempt employers. Starting in 2014, the maximum credit percentage in-
creases to 50 or 35 percent for tax-exempt employers. However, employ-
ers must purchase qualifying health coverage from state-run insurance
exchanges to be eligible for the higher credit percentages. Also, the FTE
wage caps for credit qualification and calculation purchases are indexed

for inflation, starting in 2014.
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Changes Taking Effect in 2014—Continued
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Tax Change

Description

Effective Date/Tax
Code or Law Section

Some Employers Must
Give “Free Choice
Vouchers”

An affected employer must give a "free choice voucher" to any eligible
employee who chooses to buy his or her own coverage instead of partici-
pating in the company plan. The voucher amount equals what the em-
ployer would have contributed on behalf of the employee if he or she par-
ticipated. As long as the employee spends at least the amount of the
voucher on qualified health coverage, the voucher is tax-free to the em-
ployee. However, an employee who takes advantage of the voucher is
ineligible to receive any cost-sharing subsidy for buying coverage from a

state-run excha nge.

Calendar year 2014.

Section 10108 of the healthcare
legislation.

New Excise Tax on
Health Insurance
Providers

A new fee is imposed on health insurance providers. Each targeted com-
pany must pay an allocable portion of the total annual fee, which is $8
billion for 2014. The fee is apportioned among targeted companies based

on each company's share of applicable net premiums.

Calendar year 2014.

Section 9010 of the Patient Protec-
tion Act.

Changes Taking Effect in 2018

Tax Change

Description

Effective Date/Tax
Code or Law Section

New Excise Tax on
“Cadillac Health Plans”

Health insurance companies that service the group market and administra-
tors of employer-sponsored plans will get socked with a 40 percent excise
tax on premiums that exceed the applicable threshold of $10,200 for self-
only coverage or $27,500 for family coverage. For retirees and plans that
cover employees in high-risk professions, the thresholds will be $11,850
and $30,950, respectively. These thresholds may be increased to reflect
higher-than-expected inflation in health premiums. Plans sold in the indi-
vidual market will be exempt, except for coverage eligible for the above-
the-line deduction for self-employed health premiums.

Tax years beginning in 2018.

IRC Section 49801




