Caution:  Beware of the Kiddie Tax!
The Small Business and Work Opportunity Tax Act of 2007 (2007 Small Business Act) includes a provision that raises the "kiddie tax" age from under 18 to under 19 (or under age 24, for students) after 2007.
The kiddie tax was designed to lessen the effectiveness of intra-family transfers of income-producing property, which shift income from the parents' high marginal tax rate to the child's generally lower tax bracket, thereby reducing a family's overall income tax liability.  It does this by subjecting the child’s unearned income (e.g. interest, dividends, capital gains) to tax at the parent’s tax rate.  Prior to 2006, the kiddie tax applied to a child under the age of 14.  The Tax Increase Prevention and Reconciliation Act of 2005 raised the age to a child under the age of 18.  The 2007 Small Business Act has now raised the age to under age 19, or under age 24 for students who do not provide half of their own support costs with earned income. 

The net unearned income of a child that is subject to the kiddie tax is the portion of adjusted gross income that is not attributable to earned income, less $1,800 for 2008 or less $1,700 for 2007.  A different calculation applies if the child itemizes deductions attributable to the production of the unearned income.  The result effectively shelters $1,800 of unearned income in 2008 ($1,700 in 2007) for a child with no earned income.  These amounts are adjusted for inflation annually. 

Many parents may have taken advantage of the lower qualifying age in prior years to transfer assets to their children.  However, because of this new provision, parents should review their tax planning alternatives which may include one or more of the following strategies:
1. Set up a gift-giving program that keeps the child's unearned income below the $1,800 threshold until he or she reaches age 19 (24 if the child is a fulltime student).

2. Place UGMA and Uniform Transfers to Minors Act (UTMA) funds in tax-exempt bonds until the child reaches age 19 (24 if the child is a fulltime student).

3. Buy Series EE bonds for the child and have the child elect to defer tax on the interest as it accrues.

4. If the child is a beneficiary of a trust, coordinate trust income with income from outside of the trust.

5. Employ the child in the family business which generates earned income.

6. Consider contributing to a 529 Plan.
