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My last articlediscussed theimpact adegth inthefamily can have onyour incometax, and asmplelook at how incometax
differsfrom estatetax. Thisweek wewill build onthat discussionto gointo greater detail about how incometax isdetermined
wheninherited property islater sold.

When any property issold, whether itisred estate, mutua funds, or something else, computing theincometax onthesale
gartsby determining the basisof the property. Inmany cases, thebasisisamply the pricethat waspaid for the property when
itwaspurchased. You should add purchasing costs, including recording feesand other itemslisted on your purchaseclosing
statement that were not deductibleat thetimeof purchase. For example, loan origination feesand property taxesusualy can
be deducted onthetax returnfiled for the year the purchase occurred. Sincethey weredeductiblethen, they arenot added to
basis. Thisusualy ill leaves many purchase coststhat can be added to basis and thus reduce theincometax that ispaid
whentheproperty issold.

You can also add to basisthe cost of capital improvements made during thetime you owned the property. Thesearemajor
additionsthat add to theval ue of the property, for instance, adding anew room. Routine maintenancewould not be considered
acapita improvement, and cannot beadded to basis.

If depreciation wasallowable onthe property itisdeducted frombasis. That isall of theaccumulated depreciationfor the
entireperiodit wasdlowable.

Oncebasisisdetermined, itissubtracted from the net selling priceto determinetaxablegain. Net selling pricereferstothe
amount received after salling costssuch ascommissionsand fixing-up expensedonein the 90 day periodimmediately before
thesaetoprepareitfor sae.

The unique aspect of selling inherited property isthat you aretreated as purchasing it on the death date of the person you
inherited it from, and your basisisthefair market valueon that date. Thiscan bean enor mousbenefit, sinceyou will not
haveto pay incometax on any of thegain in theproperty valueduringthetimethedeceased owned it. You dohave
the burden of providing written evidence of what that fair market valuewas on the death date.

Inthelanguage of incometax, thisiscalleda“step-upinbasis’. Thisstep-up alsoappliesto property that wasjointly
owned by thespouse of thedeceased, and inherited by that spouseon thedeath date. L et megiveacoupleexamples
that will hepillustratethis.

Supposeyou and your deceased spousejointly bought sharesinamutual fund for $10,000in 1990, your spouse
died on July 1, 2003, and on that day those shareswereworth $40,000. Your basisinthe sharesisdetermined asfollows:



Half of thebasisisattributed to you, and half to your deceased spouse. Your half is$10,000 divided by 2, or $5,000. Your
deceased spouse’s half is $40,000 (the fair market vaue on the death date) divided by 2, or $20,000. You inherit this
$20,000 basisand add it to the $5,000 basisfor the half of the property you aready owned, making your total basis$25,000.
If you then sell these shares on December 1, 2004 for $45,000, your taxable gain would be $45,000 less your basis of
$25,000, or $20,000. Thiswould be a$15,000 smaller taxable gain than if you had used the original basis of $10,000
beforeyour spouse’sdesth.

Inthesecond example, supposeyou jointly owned ahomewith your spousethat had been your principa residencefor many
yearsat thetime of your spouse’ sdeath. You bought it together early in your marriagefor $30,000. At thetimeof deathit
wasworth $300,000. A few yearslater, you decideto moveinto something smaller and sell it for $350,000. Your question
of courseis, do | oweincometax onthegain onthisresidence, andif so, how much?

Again, itisimportant to get thebasisright. If you smply used theorigina purchase price of $30,000 asyour basis, then your
gainwould be$320,000 (that is, $350,000 minus$30,000). Asasingleperson, thefirst $250,000 of gain onthesaeof your
principa residenceistax free, which would leave you paying tax on again of $70,000. You would qudify for long term
capital gaintrestment, but would likely pay 15% federa tax on that, or $10,500. Statetax would probably run $4,900to
$6,500 more.

Hopefully, you got an appraisal intheweeksfollowing your spouse’ sdeath that provideswritten support for the $300,000
vaueat thetimeof death. Using thisappraisa, your basisisdetermined by taking thebasisonthe hdf of the property you
owned fromtheorigina purchase date plusyour stepped up basisonthehalf of the property you inherited from your spouse
at death. Half of theoriginal purchasepriceis$15,000 ($30,000 divided by 2) and theinherited half hasabasisof $150,000
($300,000divided by 2). Thisgivesyou atotal basisof $165,000intheresidence. Whenyou sdll it for $350,000, your gain
is$185,000. Sincethisisbelow the$250,000 tax free amount, you would have no taxable gain and no tax due!

Theinformation in thisarticleisintended toinform you of someof thefinancial opportunitiesprovided in thetax
lawsor elsawhere. Theselawsarevery complex and thusthisarticleisnot intended to giveyou specificadvicefor
your personal situation. 1f you need such advice, please contact aqualified professional.



