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et ready to lose sleep between now and April 15—
“tax relief” is here again.
Over time, the Taxpayer Relief Act of 1997, which

became law in July, may well deliver on the promise of
its name, especially for taxpayers in moderate income
ranges and above.

But getting there will not be easy, especially for
lawyers and others advising individuals and business-
es on just what the provisions of the law mean and how
they will work. In many cases, tax practitioners still
are sorting out the provisions themselves, even as
clients clamor for answers.

What makes the 1997 tax law particularly diffi-
cult to absorb is that it is so sweeping in its detail.

The Taxpayer Relief Act does not change the fun-
damental structure or substance of the federal tax sys-
tem. But in seeking relief for a wide range of individu-
als and businesses, it changes a lot of rules in many of
the areas in which lawyers represent clients, such as
real estate transactions, management of small busi-
nesses, securities investment and estate planning.

Further complicating the situation is the fact that
many of the changes are being im-

plemented in increments. Differ-
ent rules, deduction amounts

or exclusions will continue
to change right into the
next century.

The only easy as-
sessment of the new
tax law is that the
appearance of sim-

plicity may not be
the reality. And
even the rules be-
ing phased in that
may eventually pro-
duce greater sim-

plicities will cause tran-
sitional complexities.

For lawyers who are looking
ahead to what the new tax rules will

mean for their clients—or for their
own financial decisions—here is an

overview of some of the key areas
in which the 1997 Taxpayer Re-

lief Act is bringing significant
changes.

BY SAMUEL L.
BRAUNSTEIN and
C. WELLS HALL III

Wide-ranging changes
this year in federal tax
law will force lawyers—
whether tax practitioners
or taxpayers—to master a
daunting maze of new
rules and calculations.

Samuel L. Braunstein is a
member of Braunstein & To-
disco in Fairfield, Conn. He
chairs subcommittees on con-
tinuing legal education, and

business capital and fi-
nance of the Closely Held

Businesses Committee
in the ABA Section of

Taxation. C. Wells
Hall III, a part-
ner at Moore &
Van Allen in
Charlotte, N.C.,

chairs the S Cor-
poration Committee

of the Taxation Section.
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Capital
Gains

Old Law: Gains
from the sale of capital
assets taxed at maxi-
mum rate of 28 percent.

New Law: Tax on gains
from the sale of assets held for
more than 18 months lowered
to 20 percent maximum rate.

Changes in the rules on taxa-
bility of long-term gains on noncor-
porate capital assets, such as secu-
rities and real estate, may cause
some of the biggest headaches for
tax practitioners and their clients.

Under the Taxpayer Relief Act,
three major changes become effec-
tive for tax years ending after May
6, 1997.

First, tax rates have generally

been lowered, but
phase-in dates and
different rules on
holding periods have
made it harder to
keep track of which
rates apply:

• For sales of
long-term capital as-
sets after May 6,
1997, the maximum
capital gains rate
has been reduced
from 28 percent for
individuals, estates
and trusts to a
maximum rate of
20 percent. (For
taxpayers in the
15 percent income
tax bracket, the
maximum rate on
long-term capital
gains is 10 per-
cent.)

• If a capital
asset was sold
after May 6 but
before July 29,
1997, the new
lower rates will
apply only if the
asset was held
for more than
12 months.

• If the
asset was sold

on July 29, 1997, or later,
the lower rates apply if the asset

was held for more
than 18 months.
But the 28 per-
cent maximum
rate continues to
apply to assets
sold after July 28,
1997, that were
held more than 12
months but less
than 18 months.

Eventually,
the tax rates on

capital gains will fall even further.
The general maximum rate will be
18 percent (8 percent for taxpayers
in the 15 percent income tax brack-
et) for the sale of qualifying assets
purchased on Jan. 1, 2001, or later,
and held by the taxpayer more than
five years.

Secondly, holding periods for
long-term capital assets have been
considerably lengthened.

Formerly, assets held more
than a year qualified for long-term
status.

Under the new law, the gener-

al rule is that, for transactions oc-
curring after July 28, 1997, the
long-term capital gains rates will
apply to sales of qualifying assets
owned by the taxpayer more than
18 months.

Thirdly, changes have been
made in the types of assets that
qualify for the new maximum
rates.

Sale of
Principal
Residence

Old Law: Gain on the sale
of a princi-
pal residence
could be de-
ferred for tax
purposes by
“rolling over”
the sales pro-
ceeds into a
new residence
of equal or
greater val-
ue.

New Law:
Exclusion will apply to gain
on the sale of a principal resi-
dence.

Effective May 7, 1997, taxpay-
ers who sell their principal resi-
dences may exclude from taxable
income a portion of the gain real-
ized on the sale.

For married taxpayers filing
jointly, the exclusion limit is
$500,000 of the realized gain, and
for single taxpayers the exclusion
limit is $250,000.

The new law effectively re-
places two key provisions for home
sales, which allowed the seller to
“roll over” proceeds into a new resi-
dence of equal or greater value, and
a one-time exclusion of up to
$125,000 for taxpayers age 55 and
older.

To qualify for tax treatment un-
der the new law when selling a prin-
cipal residence:

• The taxpayer must have
owned and used the premises as a
principal residence for at least two
of the five years preceding the
sale.

• The exclusion can only be
used once every two years.

The exclusion is determined on
an individual basis, so in the case of
married taxpayers, one spouse’s in-

Time Check
Contributing to the complexity of the Tax-

payer Relief Act of 1997 is the number of dates

on which provisions go into effect.

Some of the dates to watch for—but by no

means all—are:

Jan. 1, 1997 Excise tax on excess distribu-

tions from retirement vehicles no longer applica-

ble. Estate tax on excess retirement accumula-

tions no longer applicable.

May 7, 1997 New maximum capital gains

rate starts going into effect. A portion of the gain

realized from the sale of a principal residence

may be excluded from income.

Aug. 5, 1997 Rollover rules for gain from

the sales of stock in small businesses become

applicable.
Jan. 1, 1998 First incremental increase in

unified credit for gift and estate taxes (increases

will continue through 2006). Exclusion rules for

interests in family-owned businesses become ap-

plicable. Reporting rules for payments to lawyers

become effective.

Jan. 1, 1999 Indexing begins on annual gift

tax exclusion. New rules for deductions for home

office expenses become effective.



ability to use it will not automati-
cally disqualify the other spouse
from claiming it (but the limit in
that case will be $250,000).

Example: A is unmarried and
eligible for the $250,000 exclusion
for selling a principal residence. B,
also unmarried, had used the exclu-
sion within the statutory two-year
period. If A and B marry, A’s exclu-
sion of up to $250,000 would be
available to them in filing a joint
return. After using A’s exclusion,
they would be eligible for a new
joint exclusion of up to $500,000
after two years pass.

In certain instances,
taxpayers who do not other-
wise qualify for the exclu-
sion may still be entitled to a
partial exclusion from the
gain on the sale of principal
residences if the sale is due
to a change of place of em-
ployment, health reasons or
other “unforeseen” circum-
stances, as provided for by
regulations being issued by
the Internal Revenue Ser-
vice.

In addition, there is a special
transitional rule that allows a par-
tial exclusion of gain from the sale
or exchange of a principal residence,
even when there are no changes in
circumstances.

In such cases, the taxpayer
must have owned the residence on
or before Aug. 5, 1997, and the sale
or exchange must occur within two
years of that date.

Taxpayers may elect not to
apply the new rules in some cir-
cumstances if the transaction oc-
curred on or before Aug. 5, 1997, or
if a contract was in effect on or be-
fore that date.

Retirement
Distribution
Excise Tax

Old Law: A 15 percent ex-
cise tax was imposed on “excess”
distributions and accumulations
from retirement vehicles.

New Law: Excise tax re-
pealed, generally effective after
1996.

Until 1996, a 15 percent excise
tax was imposed on excess distrib-
utions from qualified retirement
plans, tax shelter annuities and in-

dividual retirement arrangements.
Legislation passed by Congress in
1996 suspended, but did not elimi-
nate, the excise tax on excess dis-
tributions received in 1997, 1998
and 1999.

In addition, a separate 15 per-
cent estate tax has continued to
apply to excess retirement accumu-
lations determined at death.

Prior to the 1996 legislation,
the excise tax was triggered when
the aggregate amount of retirement
distributions from all qualified re-
tirement plans during any calendar
year exceeded $155,000 for 1996

($150,000 for
prior years) or
five times that
amount in the
case of a quali-
fying lump sum
distribution.

In the case
of excess accu-
mulations at
the death of a
taxpayer, the
excise tax was
based on the

value in the retirement accounts in
excess of the value of a hypotheti-
cal life annuity determined on the
basis of the taxpayer’s life ex-
pectancy at the date of his or her
death.

These provisions caused much
consternation for taxpayers who had
planned for retirement and, through
prudent investments, had accumu-
lated large balances in their
retirement plans.

The Taxpayer Relief Act
repeals both the 15 percent
excise tax on excess distribu-
tions effective for distribu-
tions received by taxpayers
after Dec. 31, 1996, and the
15 percent estate tax on ex-
cess retirement accumula-
tions effective for the estates
of individuals dying after
Dec. 31, 1996.

Other provisions of the new
tax law prohibit excess contribu-
tions to retirement plans. But fa-
vorable investment performances
in a plan will not be subject to any
penalty taxes in addition to the nor-
mal income taxes that are imposed
when distributions are made.

Of course, the balance in a re-
tirement plan at death is still sub-
ject to the estate tax, unless the
beneficiary is the surviving spouse,
in which case the marital deduction
will be available.

IRA
Changes

Old Law: Employed work-
ers and spouses each could con-
tribute $2,000 to individual re-
tirement accounts, subject to
strict rules for deductibility of
contributions, including a 10
percent penalty imposed on
most withdrawals made before
the taxpayer reached age 591⁄2.

New Law: Employed work-
ers and spouses each may con-
tribute $2,000 per year to a new
type of IRA. Contributions are
nondeductible, but withdrawals
are not subject to income or
penalty taxes.

Action by Congress in the
1980s to eliminate tax breaks for
contributions to individual retire-
ment arrangements still strikes a
raw nerve with many taxpayers.
Provisions in the 1997 tax law may
ease some of those hard feelings.

Effective Jan. 1, 1998, taxpay-
ers may use individual retirement
accounts in three ways:

First, traditional tax-deducti-
ble IRAs will be available to more
taxpayers with higher income lev-
els.

Under the new tax law, the ad-
justed gross income limits on who
is eligible to make deductible IRA
contributions will increase gradu-
ally to $80,000 for those married

taxpayers fil-
ing jointly by
2007 and to
$50,000 for
single taxpay-
ers by 2005.

Also, the
prohibition in
the prior law
against those
who are mar-
ried making
deductible

contributions to IRAs if their spous-
es were active participants in em-
ployer-sponsored re-tirement plans
will not apply under the new law
unless the adjusted gross income of
the married couple exceeds
$150,000.

The new law also creates ex-
ceptions to the 10 percent penalty
tax on early withdrawals from
IRAs, provided the withdrawals
are used to pay qualified higher ed-
ucation expenses or for the pur-
chase of a first home.



A second change is the creation
of the new Roth IRA (named for
Senate Finance Committee Chair-
man William V. Roth Jr., R-Del.) to
replace the old nondeductible IRA
provisions.

No tax deduction is allowed for
contributions to a Roth IRA, but the
income continues to accumulate
tax-free. Moreover, qualified distri-
butions are not includable in in-
come and are not subject to penalty
taxes.

A qualified distribution re-
quires that funds accumulate in the
IRA for at least five years following
the initial contribution and that
withdrawals are made under one of
the following conditions:

• The taxpayer has passed the
age of 591⁄2;

• The taxpayer or an immedi-
ate family member is purchasing a
first principal residence (subject to
a $10,000 lifetime limit);

• The taxpayer is experiencing
long-term unemployment; or

• The taxpayer has died or is
disabled.

A worker with em-
ployment earnings, and
the worker’s spouse,
each may contribute
$2,000 per year to a
Roth IRA. Eligibility is
phased out for married
taxpayers filing jointly
with an adjusted gross
income starting at
$150,000, with a com-
plete elimination for
incomes of $160,000 and
above ($95,000 and $100,000, re-
spectively, for single taxpayers).

Special provisions permit regu-
lar IRAs to be rolled over to Roth
IRAs by taxpayers with adjusted
gross income of less than $100,000.

(For a further discussion of the
new Roth IRA, see “An Alternative
to Traditional IRAs,” page 92.)

Thirdly, an Education IRA has
been created. As with the Roth IRA,
no income tax deduction is avail-
able for contributions to Education
IRAs.

When distributed, contribu-
ted amounts and earnings on them
are not subject to income tax or the
10 percent early withdrawal tax,
provided the distribution is used for
qualified higher education expens-
es of designated beneficiaries.

Nondeductible contributions to
the Education IRA are limited to
$500 annually per beneficiary.

Contributions are phased out

for married taxpayers filing jointly
with adjusted gross income starting
at $150,000 ($95,000 for single tax-
payers).

Sales
of Stock
in Small
Businesses

Old Law: Half the gain from
the sale of stock—that has been
held for more than five years—
in a qualified small business
could be excluded from taxes.

New Law: While the exclu-
sion rule under the old law con-
tinues in effect, taxpayers also
may elect to roll over the entire
gain from the sale of qualified
small business stock under cer-
tain conditions.

Under the new provision, an
individual taxpayer may elect to

roll over gain from
the sale of qualified
small business stock
held for more than
six months if the
taxpayer purchases
other small busi-
ness stock within 60
days from the ini-
tial sale or ex-
change. The provi-
sion applies to stock
sales made after

Aug. 5, 1997.
Gain is recognized for tax pur-

poses only to the extent that the
amount actually realized on the
sale exceeds the cost of the replace-
ment stock reduced by any portion
of such cost previously taken into
account under the rule.

It should be remembered that:
• The rollover amount will re-

duce the basis of the replacement
small business stock.

• The holding period of the re-
placement stock includes the hold-
ing period of the sold stock as re-
gards a subsequent sale or ex-
change of the replacement stock.

To qualify for the special treat-
ment afforded by the new provision,
the stock being sold and the re-
placement stock being acquired
both must qualify as small business
stock under Section 1202(c) of the
Internal Revenue Code. In addition,
the replacement stock must meet

an active business test.
While the 50 percent exclusion

under IRC § 1202 continues, the new
law contains provisions to prevent
taxpayers from obtaining a double
benefit from the sale or exchange of
stock when the gain is not rolled
over into new stock.

Increase
in Unified
Credit

Old Law: Unified credit for
gift and estate taxes allowed
taxpayers to transfer up to
$600,000 during life or at death
without paying taxes.

New Law: Beginning in 1998,
unified credit amount will be
increased until it reaches $1
million in 2006.

Since 1976, the gift tax and es-
tate tax on transfers made by a tax-
payer during life or at death have
been calculated on the basis of a
unified rate schedule. The unified
credit has allowed an individual to
shelter up to $600,000 in cumula-
tive transfers from estate and gift
taxes.

Beginning in 1998, the new
law will increase the unified credit
amount in increments from the cur-
rent maximum of $600,000 to $1
million by 2006.

The increase in the credit
amount will permit a married cou-
ple to pass up to $2 million to their
children, free of federal estate and
gift tax, by 2006.

But maximizing the use of the
credits avail-
able to both
spouses will
require the
coordination
of their re-
spective es-
tate plans.

Through
use of mari-
tal deduction
formulas, the
exemption
can be fully used at the death of
the first spouse with the balance of
the estate qualifying for the marital
deduction.

The marital deduction amount,
whether outright or in trust, will be
included in the estate of the surviv-
ing spouse.



Exclusion
for Family-
Owned
Business

Old Law: No special estate
tax exclusions provided for fam-
ily businesses.

New Law: Executor of an
estate may elect an exclusion of
up to $1.3 million for interests in
a qualified family-owned busi-
ness that is otherwise includ-
able in decedent’s gross estate.

While the increase in the uni-
fied credit is phased in over the
next decade, more immediate relief
is available for the estates of indi-
viduals who die after 1997 with in-
terests in qualified family-owned
businesses.

The new law allows an executor
to elect to exclude up to $1.3 million
of the value of a qualified family-
owned business interest if the in-
terest makes up more than 50 per-
cent of the decedent’s estate, with
certain adjustments and if certain
other requirements are met. The ex-
clusion may be taken to the extent
that the amount does not exceed
$1.3 million in ag-
gregate with the
available unified
credit amount.

The require-
ment that the busi-
ness make up more
than half of the es-
tate involves a
number of adjust-
ments to the val-
ues of the business
and the estate.
Careful planning may be required
during the individual’s lifetime to
assure that the exclusion is avail-
able.

In addition, members of the
decedent’s family must own 50 per-
cent of the business to qualify for
the exclusion. To meet this require-
ment, the interests in the business
owned by the decedent, decedent’s
spouse, and other immediate family
members, may be counted.

Further, if 70 percent of a busi-
ness is owned by two families, or 90
percent is owned by three families,
the decedent’s family only needs to
own 30 percent of the business.

Finally, some surviving mem-
ber of the decedent’s family must 

“materially participate” in the busi-
ness for at least five years in any
eight-year period preceding the
decedent’s death in order for the ex-
clusion to apply. An heir is defined
to include a nonfamily member who
has been employed by the business
for 10 years preceding the
decedent’s death.

During the 10 years
following the decedent’s
death, an heir who re-
ceives a business interest
cannot dispose of any por-
tion of his or her interest
(except to another family
member or through a qual-
ified conservation contri-
bution defined in the law)
without triggering the es-
tate tax.

Indexing
Annual
Gift Tax
Exclusion

Old Law: Taxpayers could
exclude $10,000 of gifts per
year to each individual donee

(for married couples,
$20,000 may be gifted
to each donee).

New Law: After
1998, annual exclusion
amount will be in-
dexed annually.

This change in the
law will be significant for
many wealthy and high-
net-worth taxpayers. In-
dexing will be rounded
to the lowest multiple of

$1,000, so the next adjustment
(based on the inflation rate) will re-
sult in an annual exclusion of, say,
$11,000.

Example: A taxpayer has four
children and six grandchildren,
which gives the taxpayer 10 annual
donee exclusions—20 exclusions if
the taxpayer’s spouse consents to
joint gifts. Under the tax laws, the
taxpayer and the spouse could give
$200,000 in gifts that may be ex-
cluded from tax. If the annual exclu-
sion amount is indexed to $11,000,
the annual gift subject to tax exclu-
sion would increase to $220,000.

Annual exclusions must be for
gifts of “present interests” rather
than “future interests.”

Rules for
Home Office
Deductions

Old Law:
Deductions for
home office ex-
penses allowed
only if home
qualified as tax-
payer’s “princi-
pal place of
business.”

New Law:
Effective Jan. 1,
1999, deductions
allowed for ex-

penses, including taxes, utilities
and depreciation, for home of-
fices used for “administration”
or “management” of businesses.

By changing the definition of a
“principal place of business,” the
act broadens the base of taxpayers
who may be able to take deductions
for at least some of the costs of
working out of their homes.

Starting in 1999, a home office
will qualify as a taxpayer’s princi-
pal place of business, for which de-
ductions may be claimed if:

• The taxpayer uses the office
to conduct the administrative or
management activities of the tax-
payer’s trade or business.

• There is no other fixed loca-
tion where the taxpayer conducts
those activities.

If the new definition applies,
taxpayers also may be able to deduct
the cost of traveling to and from
their homes to other locations where
they conduct their trade or business.

A number of other changes in-
clude reporting requirements for
real estate transactions and certain
charitable gifts; deductions for stock
contributed to charitable organiza-
tions; deductibility of health insur-
ance premiums for the self-em-
ployed; contributions to 401(k) plans
for the self-employed; the alternative
minimum tax for small corporations;
and even informational returns for
payments to lawyers by businesses.

As the tax season heats up,
lawyers advising clients on tax is-
sues and related matters can expect
to be inundated with questions
about the impact of the changes
brought on by the new tax law.

When that happens, lawyers
who have done their homework will
be awfully glad they did. ■
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