THE BERNSTEIN REPORT

Associates
Richard S. Bernstein, CEO
Arthur L. Berngtein Wayne G. Monek
Robert L. Williams, CPA, CFO Steve Edmiston, CLU, FLMI, ACS

Published By: Richard S. Bernstein and Associates, Inc.

1551 Forum Place, Suite 300A

West Palm Beach, FL. 33401
Dear Reader,

Robin S. Bernstein, President

« Life Settlements

* Premium Financing

« Estate Planning

« Survivorship
Last-To-Die (2™ to Die)

561-689-1000 » Group Health Insurance
1-800-676-6601 « Business Life Insurance

* Annuities
« Disability Income
* Long Term Care

rso@rberngteincom
website; www.rbernstein.com

RICHARD S. BERNSTEIN

JULY/AUGUST 2009

The debate has begun in earnest over the health care reform. The obvious issues are
how the health care options will be structured and how the package will be financed. The
Senate has been through a couple of drafts of the "Affordable Health Choices Act" that
provides a government-run health plan to compete with private insurers. The House of
Representatives has a plan (HR 3200, a mere 1018 pages) that includes a surcharge on
high-income taxpayers that would be imposed beginning with joint filers with adjusted gross
income (AGID) over $350,000 ($280,000 for single filers). The surcharge begins at 1 percent
and tops out at 5.4 percent for AGI above $1 million. This proposal will certainly be a main
focus of the debate. There are also penalties for employers that don’t provide coverage and
individuals who don’t acquire coverage. Although President Obama wants a bill before
the August recess, this legislation may take some time and its passage is not a sure thing.
We'll give you the full details as legislation develops.

The IRS released a publication that explains how a taxpayer should establish or adjust
the amount withheld from a paycheck for 2009. Publication 919 "How Do I Adjust My Tax
Withholding" brings this decision up-to-date for the many recent changes in the tax law. The
publication describes how to check and make the appropriate adjustments to tax withholding.
This decision along with determining the appropriate estimated payments, when applicable,
could prevent inadvertent penalties next April.

The IRS publishes many interesting statistics with respect to taxes. The preliminary
report for 2007 individual income tax returns presents virtually every item on the Form
1040 as reported on returns and breaks this down by income categories. Here's some basic
deduction data reported by income categories:

Adjusted Gross | State and Local Medical Charitable Interest
Income—1000s Taxes Expenses Contributions Paid
50-100 3,053 6,690 2,612 10,558
100-200 6,015 9,922 3,790 13,766
200-250 10,868 22,810 5,733 18,030
250 & above 39,454 32,813 23,817 28,110
Cordially,

WHEN IT COMES TO YOUR HEALTH, YOU GET A SECOND OPINION,
SHOULD YOUR FINANCIAL WEALTH BE ANY DIFFERENT?

A Second Opinion Costs You NOTHING,
But Could Save You MILLIONS!
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PLANNING FOR THE SALE OF A PERSONAL RESIDENCE
UNDER THE NEW REQUIREMENTS

The tax laws applicable to home sales and vacation homes have always presented
opportunities and pitfalls when selling a principal residence and correctly characterizing a "vacation
home." In this letter we will discuss several of these issues to help homeowners understand the proper
strategies for avoiding tax on these transactions. Recent changes under the Housing and Economic
Recovery Act of 2008 became effective January 1 and may have a significant impact on traditional
planning in this area.

BASIC RULES FOR THE HOME SALE EXCLUSION

The gain realized upon the sale of a principal residence will not be taxed except to the
extent that the gain exceeds $500,000 of gain for married taxpayers filing jointly and $250,000 for
other taxpayers. Realized gain is essentially the amount by which the net proceeds from the sale of
the home exceed the taxpayer's cost of purchasing and improving the home.

To qualify for this exclusion, the taxpayer must have both owned and used the home as a
principal residence for periods aggregating 2 years or more during the 5-year period ending on the
sale date. Temporary absences, such as vacations are considered use by the taxpayer. In the case
of married taxpayers filing jointly, it is necessary for only one spouse to meet the ownership
requirement to obtain the maximum $500,000 exclusion (although both spouses must meet the use
requirement). This means that for married couples, the ownership arrangement between the
spouses will have no particular effect on the availability of the exclusion. That is, the same
exclusion is available, regardless of whether only one spouse has ownership of the home or the
spouses own the home jointly. However, if only one spouse has occupied the home as a principal
residence for 2 out of the prior 5 years, the maximum exclusion is $250,000. Under current law, the
exclusion applies to only one sale or exchange every 2 years.

Any depreciation allowed or allowable with respect to the home after May 6, 1997, will
reduce the amount of gain eligible for the exclusion. Gain equal to the amount of this depreciation
will be taxed at a maximum long-term capital gains tax rate of 25 percent, unless the taxpayer's
highest marginal rate of tax is lower. This occurs in cases where the home or a portion of it has
been used for business or income-producing purposes, such as for a home office. If the home is
currently being used for your home-based office at the time of sale, you do not have to allocate the
home's capital gain between the home and the business office. However, if the home office is
detached (i.e., an unattached structure) from your primary residence, the exclusion will apply only
to the personal portion of the home. In essence, two sales have occurred: a sale of a principal
residence and a sale of commercial realty. Again, any gain attributable to depreciation previously
allowed or allowable for the business portion of the home will be taxed as described above.

REQUIREMENTS UNDER SPECIAL CIRCUMSTANCES

Taxpayers who reside in nursing homes or similar long-term care facilities may treat up to
one year of their stay in such a facility as occupancy of the personal residence for purposes of the
2-year use requirement, as long as the taxpayer was physically or mentally incapable of self-care
during his or her stay in the nursing home or other facility. This makes it easier for these taxpayers
to qualify for the exclusion.

A reduced exclusion limit applies in cases where a home sale occurs because of a change in
employment, health, or unforeseen circumstances and the ownership and use requirements are not
fully met. The change in employment test must satisfy the requirements for a moving expense
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deduction (a 50-mile distance test). In such cases, the maximum allowable exclusion is reduced
proportionately according to the degree to which the taxpayer falls short of the 2-year requirement.

Example: Johnny, a single taxpayer, purchased his home on February 1, 2009 for $350,000.
His employer has reassigned him to a new location and he sells his home for $425,000 on
November 1, 2009. Although Johnny has realized a gain of $75,000, he may exclude the entire gain
($250,000 times 9/24 equals $93,750) since the sale was due to a change in employment and the
amount of his gain is below the pro-rated exclusion amount.

The "unforeseen circumstances" requirement is quite broad, and extends beyond a change in
employment or health. Unforeseen circumstances allowing for a reduced exclusion may include:
death of a qualified taxpayer, multiple births resulting from the same pregnancy, divorce or legal
separation, loss of employment triggering eligibility for unemployment compensation, a change in
employment status resulting in the owner's inability to pay the mortgage and reasonable basic
living expenses, and bullying. In a 2008 private ruling (Ltr. 200820016), a reduced exclusion was
permitted where a taxpayer sold her home within two years due to the taxpayer's daughter being
subjected to unruly behavior, verbal abuse, and sexual assault while riding the bus to school.
However, it should be noted that marriage and adoption are absent in the above safe harbor
definition for unforeseen circumstances...

For sales occurring after 2007, the time period during which a surviving spouse may sell a
principal residence and use the joint filers' $500,000 exclusion has been extended to no later than
2 years after the death of the spouse. Prior to 2007's Mortgage Forgiveness Debt Relief Act, a
surviving spouse was only entitled to an individual exclusion of $250,000 for sales subsequent to
the death of a spouse. Under either scenario, the surviving spouse who jointly owned the home
receives a basis adjustment for the date-of-death fair market value of the home for one-half of the
principal residence inherited.

Special rules apply to ease the qualification for the exclusion for divorced couples. For
example, a spouse who receives a home pursuant to a divorce settlement may count the transferor-
spouse's ownership of the home for purposes of qualifying under the 2-year ownership rule when
the transferee-spouse sells the home. This is helpful when the spouse receiving the home in a
divorce settlement did not have an ownership interest in the home during the marriage.

TAX PLANNING FOR THOSE CONTEMPLATING MARRIAGE

If a couple is planning to marry and one of them owns a home, it may be prudent to delay
any sale of that home until after the couple marries and lives together in the home for at least 2
years. By doing so, they can raise the maximum amount of the exclusion from $250,000 to
$500,000. If both individuals own a home and are planning to be married, a maximum $250,000
exclusion will be available to each of them before their marriage for the sale of either home (or
both homes). However, the maximum $500,000 exclusion will be available only for a home that a
married couple has occupied as a principal residence for 2 years out of the 5-year period. If one of
the spouses sold a home just before the marriage and used the exclusion, then the couple would
have to wait at least 2 years before the full $500,000 exclusion would be available for the other
home.

Note that the home sale exclusion is available only for the taxpayer's principal residence. It
does not apply to vacation homes or second homes. Therefore, a taxpayer (whether an unmarried
person or a married couple filing jointly) can have only one principal residence at any given time
for exclusion purposes.
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NONQUALIFIED USE RULES FOR SALES OCCURRING IN 2009:
SECOND HOMES CONVERTED TO PRINCIPAL RESIDENCE

Taxpayers owning a principal residence and a second home that has appreciated in value
may have a new set of hurdles to overcome in optimizing the home sale exclusion. Last year's
Housing and Economic Recovery Act modified the application of the $250,000/ $500,000
exclusion, but ONLY in situations where the taxpayer is converting their second home to their
principal residence. Under the new law, when the converted second home is sold, some portion of
the gain may be taxable, even though the taxpayer has lived in the home for the required 2 years or
more out of 5-year period ending on the sale date. Second homes affected by the change are any
residences owned by a taxpayer that are not used as a principal residence. Thus, both vacation and
rental properties could be affected.

Effective for sales or exchanges as of January 1, 2009, taxpayers that convert a second
home to a principal residence may have a taxable event on non-qualified use occurring after 2008.
The gain on sale allocated to periods of nonqualified use is based on a ratio which compares the
nonqualified use (i.e., rental, investment, or second/vacation property) to the total time that the
property was owned by the taxpayer. Nonqualified use does not include periods when the
homeowner vacated the property for military or other official service, a change of employment,
health, or other unforeseen circumstances. Appraisals are not required and taxpayers who have held
properties for a long period of time will not be disadvantaged. Similar to prior law, depreciation
attributable to business use is subject to taxation. The portion of the gain from the investment/rental
use is a taxable investment gain taxed at capital gain tax rates. The gain derived from the period of
the principal residence use will be taxed under the home sale exclusion rules.

The new law's formula for nonqualified use does not penalize taxpayers owning
non-principal residence property before 2009. However, after 2008, when a second home is
converted to a principal residence, the rule of thumb will be that the longer the period of use as a
principal residence, the greater the amount of the excludable gain.

Example: Charlene, a single taxpayer, bought a vacation property for $250,000 on June 1,
2009. On June 1, 2012, she converts the property to her principal residence. On June 1, 2014, she
sells the property for $500,000, realizing a gain of $250,000. Charlene has owned the property for
5 years and has used it as a principal residence for 2 years. Based on her period of use and
ownership, 40 percent of the gain (2/ 5) is eligible for the $250,000 exclusion (2 years use as a
principal residence divided by 5 years of ownership). The remainder of the gain (60 percent, i.e.,
3 years as non-principal residence divided by 5 years of ownership) will be taxed at the applicable
capital gains tax rate in the year of sale. Although the total gain is $250,000, $150,000 ($250,000 x
.60) will be treated as a capital gain. If the capital gain tax rate in 2014 is still 15 percent, the total
tax would be $22,500 ($150,000 x .15).

This Tax Letter isintended to assist you to conserve your estate and to protect the interests of your family and business
associates. Estate planning involves the joint services of a competent Trust Officer, Attorney, Accountant, and Life
Underwriter. The experience and advice of each is generally essential.

Thistax letter, prepared by a nationally recognized tax authority, is published monthly by
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