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LEGAL Q & A

The New Adoption
Tax Credit and You

The adoption expense tax credit
was modified and made permanent as
part of the tax bill signed by President
Bush on June 7, 2001. What will this
mean for adoptive families? The
answers below are based on past IRS
guidance and best conjecture and do
not reflect official Treasury Department
policy, since the IRS has not yet issued
new guidelines.

In a nutshell, what does the
new law provide?
It provides a tax credit (an
amount that can be deducted

directly from the taxes you owe) for
expenses incurred in the adoption of a
child who is not the child of the taxpay-
er’s spouse. All the provisions of the
new law are permanent; they will not
expire, as the previous tax credit law
did. The limitations on the amount of
income parents may earn in order to
use the credit were increased: now you
can take the full amount of the credit if
your income does not exceed
$150,000. The amount you can take
decreases as your income approaches
$190,000. If you earn above that fig-
ure, you don’t qualify for the credit.

Details about the credit differ by type
of adoption:

O For the adoption of U.S. children
with special needs, the law provides a
flat $10,000 credit, regardless of
expenses incurred. The new credit
applies to such adoptions finalized after
December 31, 2002.
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O For the adoption of
U.S. children without
special needs, parents
can take a tax credit of
up to $10,000 for | -
adoption expenses,
even if the adoption is never finalized.
This part of the new law takes effect
after December 31, 2001.

O For the adoption of children from
other countries, parents can take a tax
credit of up to $10,000 for adoption
expenses, but only if and when the
adoption is finalized. This also takes
effect after December 31, 2001.

How does the IRS define a
child with special needs?
The child must be a citizen
or resident of the U.S. A state

must have determined that the child
cannot or should not be returned to his
parents’ home and that the child proba-
bly will not be adopted unless some
assistance is provided to the adoptive
parents. A child who is adopted interna-
tionally can never qualify as a child with

special needs in this context.

When can the credit be
taken?
In general, for U.S. special
needs adoptions after December
31, 2002, and for intercountry adop-
tions after December 31, 2001, you
take the credit in the year of finaliza-
tion. For U.S. non-special needs adop-
tions, the details are complicated but
depend on the year the expense was
incurred.

What if your tax liability for
a particular year is less than
your allowable credit for that
year?
If you reduce your tax bill to zero
and still have credit coming to you, the
unused credit amount can be carried

forward to your next five tax years, or
until it is all used, whichever comes first.

Does it make sense to delay
final adoption decrees in U.S.
special needs and intercountry
adoptions until the increased
tax credit has gone into effect?

Each case would have to be judged
individually, but the potential benefit is
substantial. If all other factors are neu-
tral, it appears that it would be sensible
in these two types of adoptions to wait
to finalize in order to take advantage of
the increased tax benefit.

Got a legal question?
Is there a legal issue you'd like an
adoption attorney to address?

Write to Adoptive Families,
42 West 38th St., Suite 901,
New York, NY 10018, or e-mail:
letters@adoptivefam.com.
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Is there any special planning

that can be done to maximize

benefits with a domestic, non-
special needs adoption?

Since the date on which the
expenses are paid or incurred deter-
mines when you can use them for the
credit for these adoptions, you could
arguably bring expenses under the new
law by delaying the date on which they

are incurred or paid.

In international adoption,
does the IRS consider the
overseas adoption or the U.S.
readoption to be the final one?
It remains to be seen. But I sus-
pect the IRS will rule that, if there is a
finalization in the child’s country of
origin, that date will be used for pur-
poses of the new tax credit. In the
case of an adoption that requires
finalization to take place in the U.S.,

then the U.S. date would be used.

In the case of a domestic
adoption  finalized  after
12/31/01, do  expenses
incurred before that date quali-

fy for the new $10,000 tax credit?
No, they do not. The $10,000 credit
applies only to expenses paid or incurred
after 12/31/01. The old law ($5,000
credit) applies to expenses paid or
incurred in a domestic adoption before
1/1/02. The answer is different for an
intercountry adoption, in which case
expenses paid or incurred before 1/1/02
come under the new law as long as the

adoption was finalized after 12/31/01.

In the case of a child who
enters the U.S. on an IR3 visa,
and an intercountry adoption
finalized in the country of origin
which is subsequently refinalized in a
U.S. state court, which date is consid-
ered the date of finalization for pur-
poses of the tax credit: the date of the
adoption in the country of origin, or
the date of the refinalization?
No guidance on this point has been
issued by the IRS, but our best guess is
that the IRS will use the date of finaliza-

tion in the country of origin.

Does the tax credit apply per
child or per placement—i.e.,
in the case of a sibling group of
two children, is the family enti-
tled to one or two tax credits?
The tax credit is per child, not per
placement.

In a state that offers reim-
bursement for special needs
adoption expenses, does this
reimbursement offset the feder-
al tax credit?
No, there is no offset to the federal tax
credit for state special needs adoption
reimbursements. In fact, after 12/31/02,
there will be no need to document
expenses in the case of a special needs
adoption. Keep in mind that actual
expenses in special needs adoptions qual-
ify for the tax credit until 12/31/02, so
there is no need to wait until 2003 to
claim the credit.

In the case of reimbursement

for adoption expenses, must
expenses be documented?

Yes, adoption expenses must be

documented with receipts, except in the

case of special needs adoptions finalized

after 12/31/02.

If a child enters the US on an

IR4 visa—which means his
intercountry adoption must be
finalized in the U.S.—is this
adoption treated as an intercountry
adoption (i.e., all expenses are
brought forward to the year in which
finalization occurs)? Or is it consid-
ered a domestic adoption (i.e., quali-
fying expenses are those incurred in
2001 up to $5000, and those
1/1/02 up to

incurred after

$10,000)?

Adoptions from countries of origin
requiring a finalization in the U.S. (Korea,
for example) are treated as intercountry
adoptions. In other words, in such adop-
tions finalized after 12/31/01, expenses
paid or incurred before 1/1/02 will be
subject to the law’s new $10,000 limit.

Mark T. McDermott, J.D., is &« Washington,
DC, attorney. He is a past president of the
American Academy of Adoption Attorneys
and an adoptive pavent.
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