HIGHLIGHTS OF THE 2005 TAX LAW CHANGES

INFLATION ADJUSTMENTS

As is the case each year, the tax brackets, standard deduction, personal exemption, earned income tax credit and other key elements of the tax system, such as car mileage rates, are adjusted for inflation.

See the 2005 Tax Rate Schedule web page for details.
IRA RETIREMENT PLAN CONTRIBUTION LIMITS

The contribution limit for both traditional IRAs and Roth IRAs increase from $3,000 to $4,000 in 2005. People 50 or older may contribute an additional $500, with this amount increasing to $1,000 in 2006.
For 2008, the maximum will be $5,000 and thereafter increased by an annual inflation adjustment. 
OTHER RETIREMENT PLANS CONTRIBUTION LIMITS

401(k), 403(b) and 457 Plans: The maximum contribution limit increases to $14,000 in 2005 and $15,000 in 2006. People 50 or older may contribute an additional $4,000, with this amount increasing to $5,000 in 2006.
SIMPLE Plans: The contribution limit for SIMPLE retirement accounts, offered by smaller employers, will increase from $9,000 to $10,000 ($12,000 for workers age 50 or over).

Self-Employed Plans: The maximum contribution limit for self-employed Keogh plans is 20% of net earnings, up to the first $210,000 of net earnings. Therefore, the maximum contribution allowed is $42,000 (20% x $210,000).

UNIFORM DEFINITION OF A QUALIFYING CHILD

Beginning in 2005, one definition of a “qualifying child” will apply for each of the following tax benefits:


Dependency Exemption


Head of Household Status

Earned Income Credit


Child Tax Credit


Dependent Care Credit
Most taxpayers will not be affected by this uniform definition.

CHILD’S GROSS INCOME TEST

To be claimed as a dependent, that person must have less than $3,200 in gross income. The lone exception is a child under age 19 or a full-time student under age 24 at the end of the calendar year.

For tax years beginning in 2005, the gross income test will be eliminated for a taxpayer’s child. Instead, the test will be if the parent contributed more than half of the child’s support.
CHAIRTABLE DONATIONS OF CARS, BOATS AND AIRCRAFTS

In the past, the allowed deduction was the fair market value. If over $500, the deduction is now limited to the gross proceeds from its sale by the organization. Furthermore, you must obtain a written acknowledgement from the organization and attach it to your return.

There is one exception to the above. If the organization makes significant intervening use of or materially improves the car, you generally can deduct its fair market value. But even in this case, a written acknowledgement must be obtained from the organization.
DEDUCTION FOR DISCRIMINATION SUIT COSTS
This new deduction became effective October 22, 2004. See the 2004 tax law changes for detail.
NEW CONSTRUCTION DEDUCTION
The definition of the corporate manufacturing deduction was expanded and is now eligible to taxpayers in the construction industry. The deduction is now officially known as the Domestic Production Activities Deduction (DPAD).

The deduction is computed on the corporate return and then taken on the taxpayer’s individual tax return. The deduction is the lesser of 50% of the company’s wages or 3% of the company’s net income. Therefore, if no company wages were paid or if the company did not experience a gain, no deduction will be allowed.
This deduction is an “above-the-line” deduction; i.e., the taxpayer need not itemize to get the deduction. The eligible deduction becomes even greater in future years as it doubles in 2007 and then triples in 2010.
HURRICANE KATRINA TAX RELIEF

Significant relief is available to any victims or to anyone who housed any victims for over 60 days.

KENTUCKY CHANGES 
INDIVIDUAL INCOME TAXES
Low-Income Credit: The low-income tax credit was repealed and replaced by the Family Size Credit. This new credit ranges from 10% to 100%. It is based on modified gross income (MGI) and size of the family household up to four members. MGI is equal to your federal adjusted gross income plus any interest income from other state municipal bonds. 

For 2005, no income tax will be due for the following levels:
Family Size
MGI Amount
1 $ 9,570

2 $12,830

3 $16,090

4 $19,350

Tax Rate Reduction: The tax rate for taxable income between $8,000 and $75,000 drops to 5.8% with taxable income over $75,000 continuing to be taxed at 6%. That is, if you have Kentucky taxable income of $75,000 or more, you will realize a net savings of $150.
Pensions: The annual cost-of-living adjustment is repealed, with the pension exclusion being capped at the 2005 amount of $41,110 per person.
Education Tuition Tax Credit: A new credit equal to 25% of the federal Hope & Lifetime Learning credit is available. The maximum credit is $500 and any unused portion may be carried forward for up to five years. 

The credit applies only to undergraduate studies, phases out for higher incomes, and applies to most higher education institutions within Kentucky.

Net Operating Losses: This type loss may no longer be carried back to prior years; however, it may still be carried forward to future years.
CORPORATE TAXES
License Tax: There were two types of corporate taxes – a license tax and an income tax. Effective 2005, the license tax is repealed. However, the corporate income tax is expanded.

Income Tax Base Expansion: This tax, previously limited to C-Corps, is expanded to include all limited liability entities except general partnerships. Therefore, all S-Corps, LLCs, LLPs and limited partnerships are now subject to this tax.
Individual partners, members or shareholders of pass-through entities will receive credit for tax paid at the entity level on their personal returns.

Income Tax Rate Reduction: the top rate is reduced and lower brackets are extended. The 4% bracket applies to taxable net income up to $50,000; with the next $50,000 being taxed at 5%. All net income above $100,000 will be taxed at 7% until 2007, when this rate will drop to 6%.

Alternative Minimum Tax (AMT): This tax is computed in addition to the income tax. The AMT calculation is the lesser of .00095 of Kentucky gross receipts or .0075 of Kentucky gross profits.

The final tax to be paid is the largest of the following three: income tax, AMT, or $175; i.e., the entity’s minimum tax liability will be $175.
NOTE: In almost all cases, any state corporate tax paid over the minimum of $175 will be allowed to be taken as a full credit on the person’s individual state tax return; i.e., this new state corporate tax will only cost most taxpayers $175.
Estimated Payments: If the entity’s income tax liability is expected to exceed $5,000, then estimated payments are required. As a general rule, if you anticipate having a net income in six figures or larger, it would probably be advisable to make estimated payments.
For 2005, the first required estimated payment is June 15 (50%), and the remaining September 15 and December 15 (25% each).

The estimated payments are made via Form 720-ES, which may be obtained on the Kentucky website by going to the “Current Year Corporation Form Page”. You may also call the following number for assistance: 502-564-8139.
Individual owners in the entity may reduce their personal estimated payments by their pro rata share of the LLC or S-Corp’s estimated payment.
Net Operating Losses: This type loss may no longer be carried back to prior years by the entity; however, it still may be carried forward to future years.
OTHER TAX CHANGES
Intangible Property Tax: Effective 2006, most intangible property taxes are repealed, other than some paid by financial institutions and other businesses.
Standard Deduction: The standard deduction is increased to $1,910, up $40.

Alcohol Beverage Tax: The wholesale tax is increased from 9% to 11%, effective June, 2005.

Cigarette Tax: Also effective June, a 27 cents per pack surtax is added to the existing excise tax of 3 cents per pack.
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