Individual Tax Relief Provisions of 
 Katrina Emergency Tax Relief Act

The Katrina Emergency Tax Relief Act of 2005 and administrative actions of the IRS taken in response to Hurricane Katrina have resulted in a number of tax provisions that I want to call to your attention:
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 exclusions from income of certain cancellations of indebtedness due to Hurricane Katrina;

[image: image2.png]


 suspension of certain limitations on personal casualty losses in the Hurricane Katrina disaster area;
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 extension of replacement period to five years for involuntary conversion of property located in the Hurricane Katrina disaster area;
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 special rule for determining earned income for the earned income credit and child credit for residents of the Hurricane Katrina disaster area; and
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 extensions of certain deadlines for victims of Hurricane Katrina.

Exclusions from Income of Certain Cancellations of Indebtedness Due to Hurricane Katrina

In general, gross income includes income realized by a debtor from the discharge of indebtedness. The Katrina Emergency Tax Relief Act provides that natural persons whose principal place of abode on August 25, 2005, was located:
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 in the core disaster area, or

· in the Hurricane Katrina disaster area (but outside the core disaster area) and who suffered economic loss because of Hurricane Katrina
do not have to include in income any amount otherwise includible because of the discharge of a non-trade-or-business debt if the debt is discharged by an applicable entity after August 24, 2005, and before January 1, 2007.

This discharge-of-indebtedness relief does not apply to any debt to the extent that real property securing the debt is located outside the Hurricane Katrina disaster area. As under the present-law rules, the amount excluded from gross income under this provision reduces the tax attributes (net operating loss and net operating loss 
carryovers, general business credit carryovers, the minimum tax credit, net capital loss and net capital loss carryovers, the basis of the debtor's property, any passive activity loss or credit carryover from the taxable year of the discharge, and foreign tax credit carryovers) of the taxpayer.

"Applicable entities" generally include financial institutions, credit unions, and their corporate subsidiaries subject to supervision and examination by a federal or state agency regulating such entities; the Federal Deposit Insurance Corporation, the Resolution Trust Corporation, the National Credit Union Administration, and certain other federal executive agencies; an executive, judicial, or legislative agency; and any other organization a significant trade or business of which is the lending of money.

Suspension of Certain Limitations on Personal Casualty Losses in the Hurricane Katrina Disaster Area

A taxpayer generally may claim a deduction for any loss sustained during the taxable year and not compensated by insurance or otherwise. For individual taxpayers, deductible losses must be incurred in a trade or business or other profit-seeking activity or consist of property losses arising from fire, storm, shipwreck, or other casualty, or from theft. Personal casualty or theft losses are deductible only if they exceed $100 per casualty or theft, and aggregate net casualty and theft losses are deductible only to the extent they exceed 10% of an individual taxpayer's adjusted gross income.

The Katrina Emergency Tax Relief Act removes two limitations on personal casualty or theft losses to the extent those losses arise in the Hurricane Katrina disaster area after August 24, 2005, and are attributable to Hurricane Katrina:
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 personal casualty or theft losses need not exceed $100 per casualty or theft; and 
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 personal casualty or theft losses are deductible without regard to whether aggregate net losses exceed 10% percent of a taxpayer's adjusted gross income, and for purposes of applying the 10% threshold to other casualty or theft losses, losses deductible under this provision are disregarded. 

Thus, the provision has the effect of treating personal casualty or theft losses from Hurricane Katrina as a deduction separate from all other casualty losses.

Extension of Replacement Period to Five Years for Involuntary Conversion of Property Located In Hurricane Katrina Disaster Area

Gain realized by a taxpayer from an involuntary conversion of property is deferred to the extent the taxpayer purchases property similar or related in service or use to the converted property within the applicable replacement period—generally two years. The Katrina Emergency Tax Relief Act extends the replacement period from two to five years in the case of property that is in the Hurricane Katrina disaster area and that is compulsorily or involuntarily converted after August 24, 2005, due to Hurricane Katrina. Substantially all of the use of the replacement property must be in the Hurricane Katrina disaster area.

The taxpayer's basis in the replacement property generally is the cost of the property reduced by the amount of gain deferred.

Special Rule for Determining Earned Income for the Earned Income Credit and Child Credit for Residents of Hurricane Katrina Disaster Area

In general, the earned income credit is a refundable credit for low-income workers, the amount of the credit being dependent on the earned income of the taxpayer and whether the taxpayer has qualifying children. The child credit is a credit for each qualifying child, partially refundable to taxpayers with earned incomes below certain threshold amounts.

The Katrina Emergency Tax Relief Act permits qualified individuals to elect to calculate their earned income credit and refundable child credit for the taxable year that includes August 25, 2005 (generally meaning calendar year 2005) using their earned income from the prior taxable year, if their earned income for the taxable year which includes August 25, 2005, is less than their earned income for the prior taxable year. Qualified individuals are individuals who on August 25, 2005:
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 had their principal place of abode in the core disaster area, or 
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  had their principal place of abode in the Hurricane Katrina disaster area (but outside the core disaster area) and were displaced by Hurricane Katrina. 

Therefore, taxpayers with a lower earned income in 2005 can elect to use their earned income from 2004 to determine these credits for the 2005 tax year. Use of a higher earned income amount could lead to a higher credit amount which would reduce your overall taxes.

For joint returns for a taxable year that includes August 25, 2005, the provision applies if either spouse is a qualified individual; the earned income attributable to the taxpayer for the preceding taxable year is the sum of the earned income attributable to each spouse for such preceding taxable year. 

Any election to use the prior year's earned income under the provision applies to both credits, and disregarded for purposes of calculating gross income in the election year.

Extensions of Certain Deadlines for Victims of Hurricane Katrina

Taxpayers affected by Hurricane Katrina have until February 28, 2006, to file tax returns, pay any taxes due, and perform other time-sensitive acts.  The Katrina Emergency Tax Relief Act also adds employment and excise taxes (for any period for performing an act which has not expired before August 25, 2005) to those taxes—income, estate, gift—for which the IRS may suspend filing and payment requirements for taxpayers affected by Presidentially declared disasters. 

The IRS has announced that taxpayers affected by the hurricane may be eligible for tax relief regardless of where they live, and that taxpayers located in the areas hardest-hit by Katrina—those counties or parishes designated by the Federal Emergency Management Agency (FEMA) as "individual assistance areas" the relief will be automatic—so that taxpayers will not need to do anything to get the extensions.

In areas where FEMA has determined damage is more isolated—designated as "public assistance areas"—or for other taxpayers outside the hardest-hit areas whose books, records or tax professionals are located in the affected areas, people will need to identify themselves to the IRS as hurricane victims. Taxpayers who need to identify themselves as hurricane victims should write "Hurricane Katrina" in red ink at the top of their tax forms or any other documents filed with the IRS.

The IRS will abate interest and late filing, late payment or failure to deposit penalties that would otherwise apply. This relief includes the September 15 and January 15 due dates for estimated taxes for individuals and the September 15 and December 15 due dates for estimated taxes for corporations; the September 15 due date for calendar-year corporate returns with automatic extensions; the October 17 deadline for individuals who received a second extension for filing their individual income tax returns; the October 31 and January 31 deadlines for filing quarterly federal employment and excise tax returns; and employment and excise deposits due on or before February 28, 2006. In addition, any disaster-area taxpayer who receives a penalty notice from the IRS should call the number on the notice to receive penalty abatement.

The postponement of deadlines, interest suspension and waiver of penalties apply to any tax return, tax payment or tax deposit with an original or extended due date falling on or after August 29, 2005, or in Florida, where Katrina hit first, on or after August 24, 2005.

The extension to file and pay does not apply to information returns in the W-2, 1098, 1099 or 5498 series, or to Forms 1042-S or 8027. However, the IRS announced it will consider waiving penalties for failure to timely file information returns on a case-by-case basis under existing procedures for reasonable cause.

We hope that this information will help you with your planning, and we would be happy to help you with further information about any of the provisions outlined above. As always, please consult with us before acting on any information in this letter.   Simply call our office at your convenience, and we can set up a time to meet.
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