


TAXZBUSINESS STRATEGIES

Charitable Contributions: What's New in the Tax Code?

[though Congress has been active in the past few years enacting laws to curtail overstated and unverified

contributions, the tax code still contains incentives to encourage contributions to approved charitable

organizations. However, tax deductions must be itemized in order to deduct a charitable contribution,
which means that there is no tax benefit gained if the standard deduction is taken. Consider “bunching” your
contributions in one year, so that you can itemize and then take the standard deduction the next year. For
most contributions, the maximum that can be deducted in a year is 50% of a taxpayer’s income (AGl). There are
lower limits for gifts to fraternal organizations, private foundations and contributions of capital gains property.

Although there are stricter rules after August 17, 2006, the fair market value of used clothing and household
items donated to a qualified charity can still be deducted, provided that the items are in good or better condition,
do not include items of minimal value, and written documentation is obtained from the charitable organization
verifying the contribution. The donation of vehicles has been severely curtailed, but it is still allowed. Keep in
mind that if the vehicle’s claimed value is in excess of $500, the deduction is limited to what the charity
actually obtains from its sale. IRS Form 1098-C (or equivalent substitute statement) must be attached to the
taxpayer’s return to indicate what the charity received for the vehicle. On the other hand, if the charity actually
keeps and uses the vehicle in its charitable function, or sells it at a low price to a needy family, the fair market
value of the vehicle may be deducted.

A provision expiring at the end of 2007 allows taxpayers age 7072 and older to have their IRA trustees make
direct transfers of IRA funds (up to $100,000) to a qualified charity. The distribution is not treated as income
on the donor’s tax return, but no charitable deduction is taken for the transfer. The distribution to the charity
counts toward the year’s required minimum IRA distribution amount. For someone whose contributions allow
him or her to marginally itemize — or who don’t itemize — this can be a big benefit since the individual’s
income (AGI) is lower without the IRA distribution. This may lead to reduced taxes on Social Security income,
marginal tax rates, capital gains rates and phase-out limitations, which adds up to a lower tax for the year.

A capital asset (stock, land or improved property) that has appreciated in value can be contributed to a
taxpayer’s favorite charity, and the fair market value of the asset can be deducted rather than the cost of

the item. This allows the taxpayer to avoid the gain from the sale of the property, but still deduct its full value.
There are, however, certain deduction limitations for the year, with the excess carried over for five years.

The most important factor to keep in mind is that ALL charitable contributions that you plan to deduct require
either written verification or a bank record, beginning for the 2007 year.

Cash dropped in a pot or collection plate is no longer deductible. Solution. . .always use a check or credit
card or get a receipt.

Mid-Year Tax Planning Checklist

Il too often, taxpayers wait until after the close of the tax year to worry about their taxes, missing
opportunities that could reduce their tax liability or help them financially. Fall is the perfect time for tax
planning, so call us for an appointment or if you have concerns about any of the questions below.

e Did you get married, divorced or become widowed?

e Did you change jobs or has your spouse started working?

e Did you have a substantial increase or decrease in income?

e Did you buy or sell a rental?

e Did you start, acquire or sell a business?

e Did you buy or sell a home?

e Did you retire this year?

e Did you refinance your home or second home mortgage this year?

e \Were you the beneficiary of an inheritance this year?

 Did you have a child? Time to start a tax-advantaged savings plan!

e Are you taking advantage of tax-advantaged retirement savings?

e Have you made any significant equipment purchases for your business?

e Are your cash and noncash charitable contributions adequately documented?

e Are you keeping up with your estimated tax payments or do they need adjusting?

e Did you make any unplanned withdrawals from an IRA or pension plan?

e Have you stayed abreast of all the new tax law changes?
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Reasonable”
Compensation
Keeps the IRS Away

he two primary ways of taking money out of a corpo-

ration is as compensation for work or as a dividend;

each has different tax consequences. Salaries and
bonuses are deductible by the corporation and taxable to
the recipient employee, whereas dividends are not tax-
deductible by the corporation and are taxable to the
stockholder recipient. Thus, the dividends are taxed twice.

If you think you can avoid double taxation by taking only
compensation, and never paying dividends — think again!
To counter that strategy, tax law includes a provision that
says that compensation can be deducted only to the extent
that it is reasonable. This is most frequently encountered

in situations where the employee is a shareholder or is
related to a shareholder.

There is no magic formula for determining reasonable
compensation. It is generally based on facts and
circumstances and what is comparable for other companies
in the same business. Factors that are considered when
making that determination include:

Company employee salary policy;

Time spent performing job duties;

Employee's duties and responsibilities;
Employee's abilities and accomplishments;
Complexities of the business;

Income of the company, both gross and net; and
Compensation history.

There are steps that you can take to reduce the chances of
having compensation deemed “unreasonable” by the IRS,
which includes the following:

Document in the corporate minutes the reasons for the
level of salaries or why bonuses are being paid.

If the current year’s salary has been increased to make
up for a salary that was too low in prior years, document
that in the corporate minutes. Hopefully, notations were
included in the prior years’ minutes stating that the
compensation was at a reduced rate.

Don't pay salaries in direct proportion to the stock
ownership. It looks too much like a disguised dividend.

Keep your salaries in line with others in the same
industry. Document your research in case you are later
called upon to prove it.

Pay out at least some dividends if the business is profit-
able, thus avoiding the impression that the corporation is
trying to pay out all of its profits as compensation.

The issue of reasonable compensation usually occurs a
couple of years after the payments have been made and
can have effects on multiple years. Therefore, it is best to
plan ahead and avoid problems later. Please give us a call
if we can help with this issue.



s It a Business or a Hobby?

n general, taxpayers may deduct ordinary and necessary expenses involved with conducting a trade or business. An ordinary expense is an expense that is common and
accepted in the taxpayer’s trade or business. A necessary expense is one that is appropriate for the business. Generally, an activity qualifies as a business if it is conducted

with the reasonable expectation of earning a profit.

In order to make this determination, the following factors should be considered:

e Does the time and effort put into the activity indicate an intention to make a profit?

e Does the taxpayer depend on income from the activity?

o |f there are losses, are they due to circumstances beyond the taxpayer’s control or did they occur during the start-up phase of the business?

e Has the taxpayer changed methods of operation to improve profitability?

* Does the taxpayer or his/her advisors have the knowledge needed to carry on the activity as a successful business?

e Has the taxpayer made a profit in similar activities in the past?

e Does the activity make a profit in some years?

e Can the taxpayer expect to make a profit in the future from the appreciation of assets used in the activity?

The IRS presumes that an activity is carried on for profit if it makes a profit during at least three of the last five tax years, including the current year — at least two of the last
seven years for activities that consist primarily of breeding, showing, training or racing horses.

If an activity is not for profit, losses from that activity may not be used to offset other income. An activity produces a loss when related expenses exceed income. The limit on
not-for-profit losses applies to individuals, partnerships, estates, trusts and S corporations. It does not apply to corporations other than S corporations.

Deductions for hobby activities are claimed as itemized deductions on Schedule A (Form 1040). These deductions must be taken in the following order, and only to the extent

stated in each of these three categories:

e Deductions that a taxpayer may take for personal as well as business activities, such as home mortgage interest and taxes, may be taken in full.

e Deductions that don’t result in an adjustment to basis, such as advertising, insurance premiums and wages, may be taken next, to the extent that gross income for the

activity is more than the deductions from the first category.

® Business deductions that reduce the basis of property, such as depreciation and amortization, are taken last, but only to the extent that gross income for the activity is more

than the deductions taken in the first two categories.

If you have concerns about whether your activity is a business or a hobby, please call so that we can discuss the matter, based upon your specific set of circumstances.

Vehicle Purchase Tips: Make Those Deductions Work for You!

he purchase of a new vehicle has tax ramifications that should be considered,
regardless of its use.

If the vehicle is financed with a consumer loan, then none of the interest will be
deductible as an itemized deduction. However, if a self-employed individual is making
the purchase and some portion of the vehicle is used for business, then the portion
of the consumer interest attributable to the business use is deductible on his or her
business schedule. Some vehicle manufacturers offer low-interest consumer loans,
which may provide a better financial result than a tax deduction. If you are considering
using home equity debt, keep in mind that the interest to the extent the equity
borrowing does exceed $100,000 would be deductible as home mortgage interest,
but is not deductible to the extent that the individual is taxed by the alternative
minimum tax (AMT). Before utilizing the home equity option, taxpayers are cautioned
to discuss it first with their financial advisor, since it may not always be advisable.

Taxpayers who itemize deductions are allowed to deduct the greater of the state
income tax or state and local general sales tax paid during the year. The sales tax
deduction is the greater of (1) actual state and local sales tax paid based on
receipts or (2) an income-based amount from an IRS-created table, plus the sales
tax on certain major nonbusiness purchases (including vehicles). Currently, the law
allowing sales tax to be deducted is scheduled to expire after 2007. It might make
sense to accelerate the purchase into 2007 to be able to deduct the sales tax on

the car’s purchase. This strategy does not apply to the extent that the individual is
taxed by the AMT.

With the high price of gasoline, a fuel-efficient hybrid may be a wise option. Certain
hybrids provide a substantial tax credit that ranges from $250 to $3,400, depending
on vehicle efficiency. If the vehicle is purchased for personal use, the credit will
reduce the regular tax to zero, but any excess credit is lost. However, to the extent
that the individual is subject to the alternative minimum tax (AMT), the credit provides
no benefit at all. On the other hand, if some portion of the vehicle is used for business,
then the credit is allocated between the personal credit and general business credit.
Unlike the personal portion of the credit, the general business credit does offset the
AMT, and any unused portion can be carried to other tax years. In many cases, the
tax write-off for high-gas-mileage hybrids used for business will exceed the actual
cost of operating the vehicle, when the standard mileage rate method is used to
figure the tax deduction.

For those individuals who are purchasing a heavy SUV for business purposes to
take advantage of the large first-year deduction of $25,000, at press time,
Congress was considering eliminating that benefit after 2007.

Please give this office a call if you are planning a vehicle purchase and would like to
discuss your options.







