
SPECIAL INSERT TO OUR 2007 FALL UPDATE  

One of the highlights mentioned in the Client Update is a change to the age limit for the "Kiddie 
Tax" that will be effective for most taxpayers during the 2008 tax year.  Since this change will 
affect many of our clients, we would like to provide additional information.   

As a reminder, the kiddie tax rules provide that if a child is under a prescribed age as of the 
last day of the taxable year, all the unearned income of the child in excess of an inflation 
adjusted amount ($1,700 for 2007) will be taxed in the parent's highest marginal tax bracket if 
that rate is higher than what the child would otherwise pay.  

For 2007, the kiddie tax rules will be applicable to children who are under the age of 18 on 
December 31, 2007 (or, the last day of the parent's taxable year for fiscal year taxpayers).   

The only exception to this rule is if the child was married and filed a joint income tax return with 
his or her spouse. 

For 2008, the kiddie tax will be applicable to three groups of children: 

1. Children who as of the last day of the taxable year have not attained age 18. 

2. Children who as of the last day of the taxable year have attained the age of 18. 

3. Children who as of the last day of the taxable year have attained the age of 19, but are 
under the age of 24 and are full-time students.   

The reason for three separate age groups relates to the exceptions from the kiddie tax rule.  
Groups 2 & 3 are excepted from the kiddie tax rule if the child's earned income exceeds one-
half of the child's support (i.e., the "earned income exception").  Group 3 will be excepted from 
the kiddie tax if the child is not a full-time student.  Groups 1, 2, & 3 will be excepted from the 
kiddie tax if the child was married and filed a joint income tax return with his or her spouse.    

Earned income includes wages, salaries, professional fees, and other amounts received as 
compensation for personal services.  In determining whether a child's earned income exceeds 
one-half of the child's support, any scholarships received by the child for study at an educational 
institution are not counted in determining the amount of the child's support. 

Examples of support include amounts spent for food, lodging, clothing, education, medical, 
dental, travel and recreational expenses, and other necessities. 

Final note, the earned income exception does not apply to children under the age of 18 (so, the 
kiddie tax rule will still apply to children under the age of 18 regardless of the amount of their 
earned income, unless the child is married and files a joint income tax return with his or her 
spouse). 

2007 Tax Planning Before the 2008 Change in Kiddie Tax Rules 

Children who will attain the age of 18 in 2007 (or who are full-time students age 19 but younger 
than age 24) will not be subject to the kiddie tax in 2007, but will be subject to the kiddie tax in 
2008.  With respect to these children, consideration should be given to recognizing long-term 
capital gain income in 2007 because it will be taxed at the child's tax rates, which could include 
the special 5% long-term capital gain rate. 
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The special 5% long-term capital gain rate will apply if the child's net capital gain income would 
otherwise be taxed in the child's two lowest brackets (i.e., the 10% and 15% brackets). 

For example, the maximum taxable income a single-filing taxpayer can have in 2007 before 
exceeding the 15% bracket is $31,850.  If the child's only taxable income in 2007 is net long-
term capital gain income of $31,850, the Federal tax on such income will be $1,593 ($31,850 x 
5%).  In 2008, when the kiddie tax law changes, the tax will be $4,778 ($31,850 x 15%), 
assuming the parent's taxable income exceeds the 15% bracket.  Accelerating the gain (in this 
example) into 2007 that may otherwise be recognized over the next five years saves about 
$3,000 in Federal income taxes. 

For another example, if the child's taxable income consists of $10,000 ordinary income and 
$50,000 in long-term capital gain income, here's how the Federal tax would look in 2007: 

Taxable income   $60,000 ($50,000 long-term capital gain income, $10,000 
ordinary income) 

   
Tax on ordinary income     $1,109 ($10,000 at ordinary rates - first $7,825 @ 10%, 

next $2,175 @ 15% rate) 
   
Tax on capital gain income     $5,316 ($50,000 at long-term capital gain rates - $21,850 @ 

5% = $1,093, plus $28,150 @ 15% = $4,223) 
   
Total Federal Tax     $6,425 (in 2008, the tax could be as high as $11,000) 
   
Effective Tax Rate     10.71%  

The key number (or bracket) to pay close attention to in your planning is $31,850.  This number 
is the bracket that potentially taxes net long-term capital gain income at 5%.  But, before the 
gain is taxed at this special rate, all taxable ordinary income is applied to this bracket first.  To 
the extent that taxable ordinary income does not exceed the $31,850 bracket amount, the 
remaining bracket will be used to tax net long-term capital gain income at 5%.  Any net long-
term capital gain income exceeding the remaining $31,850 bracket will be taxed at 15%. 

Even if the child's taxable income does not benefit from the special 5% capital gain rate, the 
child still benefits from the lower tax brackets whereas in 2008 the parent's highest marginal 
rates will apply.  Using the above example, the Federal tax in 2008 could be as high as $11,000. 

Please keep in mind that the above examples are very brief and for illustration purposes only.  
There are other variables that are not illustrated in the example, such as the impact from 
Alternative Minimum Taxes that could apply if certain conditions exist (i.e., high income, 
itemized deductions, AMT preference add-backs), and there are also nontax issues that should 
be analyzed in conjunction with the tax planning.  If you need assistance with kiddie tax planning 
for your children, we urge you to contact us. 

JONES and KOLB 

IRS Circular 230 disclosure:  To ensure compliance with requirements imposed by the Internal Revenue 
Service, we inform you that any U.S. tax advice contained in this communication (including any 
attachments) is not intended or written to be used, and cannot be used, for the purpose of (i) avoiding 
penalties under the Internal Revenue Code, or (ii) promoting, marketing or recommending to another 
party any transaction(s) or tax‐related matter(s) addressed herein. 
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