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Tax Preparer Penalty Under Code §6694 Favorably Amended

here has been significant controversy over the May 25, 2007 amendments to the tax return preparer

penalties under Code §6694. The 2007 amendments made a number of important changes to Code §6694,
including: (1) expanding the definition of tax return preparer, (2) applying the penalty provisions to nearly all
tax returns, including gift and estate tax returns, (3) raising the standards of conduct that tax return preparers
must meet to avoid penalties, and (4) increasing preparer penalties.

One of the most significant changes in the 2007 amendments was the requirement that a tax return preparer
reach a “more likely than not” conclusion (thatis with a greater than 50% likelihood) in order to avoid
penalties on an undisclosed tax position. This was controversial because the “more likely than not” standard
isa much higher standard than prior law to meet and also because the standard is higher than the standard
that taxpayers themselves are subject to in order to avoid penalties.

To the delight of many tax professionals, the Emergency Economic Stabilization Act of 2008, which President
Bush signed into law on October 3,2008 removed the “more likely than not” standard and replaced it with

a lower “substantial authority” standard. Tax return preparers are now subject to the same “substantial
authority” standard as taxpayers for undisclosed tax positions. “Substantial authority” exists if the weight of
authorities supporting the taxpayer’s treatment is substantial in relation to the weight of those that take a
contrary position. As stated above, the “substantial authority” standard is less stringent than the “more likely
than not” standard, but more stringent than the “reasonable basis” standard which applies to tax positions
that are adequately disclosed. (Fortax shelters and reportable transactions, the penalty provisions retain the
“more likely than not” standard.)

The failure for a preparer or tax advisor to meet the “substantial authority” standard for an undisclosed
return position will resultin a penalty with respect to each return or claim in an amount equal to the greater
of $1,000 or 50% of the income derived with respect to the return or claim. Under the proposed regulations,
reasonable cause and good faith may still form a basis for penalty relief.

Should you have any questions, contact Geoffrey Weinstein at (201) 525-6282, or gweinstein@coleschotz.com.

New Jersey Supreme Court Limits the Availability of Punitive Damages in Estate Litigation

A recent New Jersey Supreme Court decision limits the availability of punitive damages in estate
disputes involving undue influence claims. In In re Stockdale, 196 N.J. 275 (2008), the Court considered the
propriety of a punitive damage award entered against two individuals who pressured an elderly woman to
sell herresidence on inequitable terms and convinced her to create a new will naming one of them as the
sole beneficiary of her estate. These individuals offered the new Will for probate following her death, but a
beneficiary underthe woman’s prior will argued it was invalid because they had procured it through undue
influence. Agreeing with the beneficiary, a judge refused to probate the new will and ordered the individuals
to pay the beneficiary’s attorneys’ fees as a form of punitive damages.




The Supreme Court noted that punitive damages are typically inappropriate when an estate dispute
involves family members and a claim that one member employed undue influence to gain a greater share

of an estate’s assets. Under those circumstances, the Courtindicated that the appropriate remedy generally
involves reducing the inheritance or statutory commissions the family member otherwise would have
received from the estate by any amount obtained through undue influence. In contrast, the Court noted that
a punitive damage award remains a viable possibility when those accused of undue influence do not possess
any lawful inheritance or commission rights to reduce, such as third parties who are essentially strangers to
the decedent. In those situations, the estate may sue to recover both compensatory and punitive damages.

The Court ultimately concluded that the individuals who had unduly influenced the elderly woman could
be held liable for punitive damages because they were unrelated to her and did not possess any lawful
inheritance or commission rights to abate. However, the Court rejected the method the judge used to
calculate the award and instructed the judge to reconsider the matterin light of the evidence and general
standards for awarding punitive damages.

In sum, the Court’s decision has the practical effect of limiting the potential for punitive damage awards

in most estate disputesinvolving a decedent’s family members, while at the same time confirming that
wrongdoers outside the decedent’s family face the specter of punitive damages when they obtain an estate’s
property through undue influence.

Should you have any questions, contact Chris Massaro at (201) 525-6272, or cmassaro@coleschotz.com.

Estate Planning for Special Needs Children

Estate planning isanimportant aspect of an overall financial plan for any individual, but it takes on even
greater significance for the parents of special needs children. Parents of special needs children face a number
of unique estate planning decisions that should be carefully considered with professional assistance. These
considerationsinclude:

Naming guardians. If parents pass away, who will provide day-to-day care for a special needs child? Thisisa
critical and difficult decision and must be provided for in the parents’ wills.

Creating a special needs trust. Aspecial needs trustis a trust that permits (but does not require) distributions
to a special needs child for a variety of reasons. Often, distributions are permitted only to supplement but
not supplant monetary support that the individual is receiving from governmental benefit programs such

as Social Security Disability Income (“SSDI”), Supplemental Security Income (“SSI”) and Medicaid. Failure to
create a proper special needs trust can inadvertently disqualify the special needs child for these programs.
The trust structure is also important to ensure that assets are not placed in a child’s hands before the child is
responsible enough to invest and use the assets prudently (if ever).

The choice of trustee for a special needs trust is another critical decision. A trustee should have financial
savvy, should have the parents’ complete trust, and should be or become knowledgeable regarding the child’s
needs.

Powers of attorney. A power of attorney allows an individual to appoint people to manage his or her assets
and make investment decisions on his or her behalf. Having this document avoids the necessity of having to
goto courtto get someone appointed as a guardian if an individual cannot manage his or her own affairs. A
power of attorney is important for all individuals, butin a special needs situation, itis important for both the
parents and the special needs child.




Parents of an adult special needs child should also consider whether a power of attorney is adequate or if
parents should be named as legal guardians of the adult child to better protect the child’s interests. If there is
a concern that the child cannot adequately manage his or her own affairs atall or could be taken advantage
of, a guardianship (full or limited) may be more appropriate.

Lifeinsurance. Lifeinsuranceis typically used to ensure that sufficient assets are available to provide
adequate income to the surviving spouse and to provide for the care of children until they finish schooling and
areabletoearnaliving. Inaspecial needs situation, life insurance can be used to fund a special needs trust
to provide assets for the rest of the child’s lifetime. This may be especially important if parents can no longer
provide the care the child needs.

While estate planning is essential for any individual, for a special needs parent it takes on additional
significance. In addressing the estate plan, a parent should make sure he or she is being counseled by an
attorney with experience in this area.

Should you have any questions, contact Lori Wolf or Mary Browning at, respectively, (201) 525-6291 or (201)
525-6247, or loriwolf@coleschotz.com or mbrowning@coleschotz.com.

Code §121 Exclusion of Gain on the Sale of a Principal Residence Negatively Changed to Tax the
Gain from Periods of Nonqualified Use

The Housing Assistance Tax Act of 2008 (perhaps intended to assist the IRS?) was signed into law on July 30,
2008, and significantly changes the Code §121 exclusion of gain on the sale of a principal residence by taxing
the gain on a property that is attributable to periods when the property was not used as a principal residence.

Under the old law, homeowners qualified for the exclusion of $500,000 for married couples filing jointly
(250,000 for single filers) if they used the home as their primary residence for two of the past five years.

Underthe new law, for sales and exchanges after Dec. 31, 2008, the exclusion of gain rule will not apply to
the extent gain from the sale or exchange of a principal residence is allocated to periods of nonqualified
use. Generally, nonqualified use is any period (other than the portion of any period before Jan. 1,2009)
during which the property is not used as the principal residence of the taxpayer or spouse. Use of a
residence as rental property or as a vacation home is nonqualified use. The gain in the property is allocated
proportionately over the total period of ownership.

Forexample, assume that Marie purchased a vacation residence on January 1, 2005, converted it to her
principal residence on January 1, 2011, and sold it on Januray 1, 2015 for a gain of $200,000. Marie qualifies
forthe Code §121 exclusion because she used the residence as her principal residence for four out of five

years (2011 to 2015) prior to selling. Her period of nonqualified use is the period from January 1, 2009 to
January 1, 2011 (the generous effective date rule provides that periods prior to January 1, 2009 do not count as
nonqualified use). Marie’s $200,000 gain over 10 years of ownership is deemed to occur $20,000 per year (note
that appraisals are not needed to allocate the gain between periods of qualified and nonqualified use). Thus,
$40,000 of gain (for the two years of nonqualified use) will be subject to tax.

If the taxpayer moves out of a principal residence, the period after the move is not counted toward
nonqualified use, and the old two out of five year rules apply.

Should you have any questions, contact Jamie Kerstetter at (201) 525-6254 or jkerstetter@coleschotz.com.
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