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What's Best...
Tax-Free or Taxable Interest Income?

A frequent taxpayer question is
whether it is better to invest for
tax-free or taxable interest.
Generally, taxable interest will
provide the greater return, but
this may not hold true after taking
into account taxes on the income.
Therefore, the decision should be
based on which one provides
the greater "after-tax" return.
Generally, interest derived from
“municipal bonds” is tax-free
for federal purposes and also
tax-free for a particular state if
the bonds are issued by that state
or or one of its local governments.
In addition, interest from U.S.
government bonds cannot be
taxed by any state.

The following are tax planning issues related to making a
decision on taxable or tax-free income:

Municipal Bond Interest — Interest earned from general
purpose obligations of states and local governments, which
are issued to finance their operations, are generally
tax-exempt for federal purposes. However, the various
states usually only exempt interest from bonds issued from
the state itself and local governments within the state.
Hence, there are two categories of municipal bonds, namely
the tax-free federal and state and the tax-free federal only.

In general, tax-free bonds are likely to be more attractive
for taxpayers in higher brackets, since they receive a
greater benefit from excluding interest from income. For
lower-bracket taxpayers, on the other hand, the tax benefit
from excluding interest from income may not be enough to
make up for the lower interest rate generally paid on this
type of bond.

Even though municipal bond interest isn't taxable, it must
be shown on the return. This is because tax-exempt

interest is taken into account when
determining the amount of Social
Security benefits that are taxable,
and may affect the alternative
minimum tax computation, as
well as the earned income credit,
investment interest deduction and
sales tax deduction.

Tax-Deferred Retirement Accounts -
It generally doesn't make sense to
buy and hold municipal bonds in
your regular IRA, Keogh or 401(k)
plan account. The income in these
accounts isn't taxed currently, but
once withdrawals are made, the
entire amount withdrawn is likely to
be taxed. Thus, if you want to invest
your retirement funds in fixed income
obligations, it is advisable to invest
in higher-yielding taxable securities.

Alternative Minimum Tax Consequences — Even though
interest on municipal bonds is generally excluded from
income for purposes of the regular federal income tax,
interest on certain “private activity bonds” is included in
income for purposes of the alternative minimum tax.
Your broker can tell you whether the particular bond that
you are considering is a private activity bond subject to
this rule.

Effect of Exempt Interest on Taxation of Social Security
Benefits - In general, a portion of Social Security benefits is
taxable, if your adjusted gross income, subject to certain
modifications, exceeds specified amounts. For this purpose,
the modifications to adjusted gross income include the
addition of tax-exempt interest. The effect of this rule is that,
if you receive Social Security benefits, investing in municipal
bonds could increase the amount of tax that you have to pay
with respect to the Social Security benefit. While technically,
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the municipal bond interest remains exempt from tax, the effect is the
same as if a portion of that interest were taxable. One technique to
solve this problem is to invest in tax-deferred, rather than tax-free
investments. For instance, income earned by a fixed annuity is not
taxable until the fixed annuity is cashed in, and thus would not impact
the Social Security taxation, except in the year cashed in.

If you are
otherwise eligible to take an earned income credit, you will lose the
credit completely for 2007 if you have more than $2,900 of
“disqualified income” (generally, interest, dividends, nonbusiness
rental income, passive and capital gain net income). Disqualified
income includes tax-exempt income. Thus, municipal bond income
could cause a loss of the credit. However, in most cases, an individual
who is eligible for the earned income credit will be in a low tax
bracket, thus making municipal bonds an unattractive investment in
view of their lower yield. You can avoid having disqualifying income by
using tax-deferred investments, as discussed under Social Security
benefits on the first page.

If you borrow money for the
purpose of investing in municipal bonds, you can't deduct the interest
expense with respect to that borrowing. Moreover, even if the
proceeds of borrowing aren't directly traceable to tax-exempt
investments, interest deductions could be disallowed if the IRS is able
to establish that you continued the borrowing (that is, you didn't pay it
off) for the purpose of acquiring or carrying the municipal bonds.

If you itemize your deductions, the costs of investment
advisory, custodial or agency fees may be deducted, if your total
miscellaneous deductions exceed 2% of your income. However, if the
investment management services that you paid for are connected
to the account from which you receive tax-exempt income from
municipal bonds or municipal funds, the related expenses are
not deductible.

Normally, the sale, call before
maturity, or redemption of a municipal bond is treated in the same
way as a taxable bond. If you held the bond long enough, any gain is
taxed at favorable rates. Capital losses can be used to offset other
capital gains. Up to $3,000 of any remaining losses can generally be
applied against other income, with a carryover of any excess to
later years.

By federal law, the interest income
of direct obligations of the U.S. Government cannot be taxed by the
states (but it is federally-taxed). This includes interest from U.S.
Savings Bonds, U.S. Treasury Bills, notes, bonds or other obligations of
the United States. Interest earned from the Federal National Mortgage
Association (Fannie Mae), Government National Mortgage Association
(Ginnie Mae) and the Federal Home Loan Mortgage Corporation
(FHLMC) is not a direct obligation of the U.S. Government, and
therefore is not excludable from state taxation unless specifically
allowed by state law (generally not the case). If you reside in a state
with no state income tax, U.S. government bond interest provides no
tax benefit.

Please call this office if you would to like assistance deciding whether
to make a taxable or tax-free investment. Making the right decision for
your particular circumstances can have a significant effect over a long
period of time.

Strategic Planning Pays
Off with Capital Gains

One of the greatest benefits of the tax code is the special tax rates that currently apply to
gain recognized from the sale of capital assets held for more than a year (long-term). The
special tax rates apply to virtually all capital assets including land, improved real estate,
your home, and business assets in excess of the accumulated depreciation previously
deducted. These special LTCG rates for 2007 are 5% to the extent that your regular tax rate
is less than 25% and 15% for all other capital gains. These rates also apply for the
alternative minimum tax.

The conventional strategy is to offset as much of your gains as possible with losses from
selling other assets in your portfolio. If you have an overall loss, then it is limited to $3,000
($1,500 for married taxpayers filing separately), and any excess carries over to the next
year. Keep in mind that losses from the sale of business assets are generally separately
allowed in full in the year of sale, and not mixed with the losses from the sale of other
capital assets.

Assets that are not held long-term, referred to as short-term capital gains (STCG), do not
receive the benefits of the special rates afforded long-term capital gains. Taxpayers
achieve a better overall tax benefit if they can arrange their transactions so as to offset
short-term capital gains with long-term capital losses.

Starting in 2008 and continuing through 2010, the 5% capital gains rate drops to zero. This
means that there is no tax on your long-term capital gains to the extent that your regular
tax rate is less than 25%. So, depending on your situation, it may be appropriate to put off
some of your sales that result in gains until 2008. But before you make plans to sell
everything in 2008 through 2010, remember that the gain itself adds to your income,
impacts income-based limitations, and may possibly push you into a higher regular tax
bracket, so it is a balancing act to take advantage of this zero rate. Of course, you can also
use losses to offset the gains, and contrary to conventional strategy, you should only have
enough losses to keep the gain within the zero tax rate. If your income is too high to take
advantage of the zero tax rate, then continue to employ the conventional strategies
discussed above for 2008 through 2010.

The following issues may also come into play when planning your capital gains and losses
strategies: (1) Gains from the sale of inherited capital assets are automatically long-term;
(2) By election, long-term capital gains can be used to increase the amount of investment
income when figuring the investment interest deduction, but then aren’t eligible for the
lower capital gain tax rates; (3) The gain from selling capital assets that are “collectibles,”
such as art work, stamp and coin collections and jewelry can be taxed at rates as high
as 28%; (4) Losses from selling personal-use capital assets, such as your home or auto,
are not deductible, and (5) You may have short and/or long-term capital losses from a prior
year to account for.

Please give our office a call so that we can help you to develop a strategy to suit your
unique situation.

& - .
r/ -
= t"‘. -
..
&

P



All 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.

Did you get married, divorced or become widowed?

Did you change jobs or has your spouse started working?

Did you have a substantial increase or decrease in income?

Did you buy or sell a rental?

Did you start, acquire or sell a business?

Did you buy or sell a home?

Did you retire this year?

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

The tax code includes a number of
incentives that, with proper planning,
can provide tax benefits while you, your
spouse or children are being educated.

A major planning issue is how to finance
your children’s education. Those with
substantial savings simply pay the
expenses as they go, while others begin
setting aside money far in advance of the
education need, perhaps utilizing a
Coverdell account or Sec. 529 plan.
Others will need to borrow the funds,
obtain financial aid, or be lucky enough to

qualify for a scholarship. Although student loans provide one ready source of
financing, the interest rates are generally higher than a home equity debt loan,
which can also provide a longer term and lower payments. When choosing
between a home equity loan or student loan, keep in mind the following
limitations: (1) Interest on home equity debt is deductible only if you itemize,
and then only on the first $100,000 of debt, and not at all to the extent that you
are taxed by the alternative minimum tax, and (2) Student loans must be
single-purpose loans; the interest deduction is limited to $2,500 per year and
the deduction phases out for joint filers with income (AGI) between $110,000
and $140,000 ($55,000 to $70,000 for unmarried taxpayers).

Another tax strategy to use for financing education that has been used
frequently in the past is to gift appreciated assets (typically stock) to a child,
and then allow the child to sell the stock to pay for the education. This results
in transferring any gain on the stock to the child at a time when the child has
little or no other income; tax on the gain is avoided or is at the child’s low rate.
However, since the lowest of the long-term capital gains rates drops to zero for
tax years 2008 through 2010, Congress has moved to curtail income shifting
to children by making most full-time students under the age of 24 subject to
the “kiddie tax,” beginning in 2008. This effectively taxes their unearned
income at their parents’ tax rates.

The tax code also provides tax credits for post-secondary education tuition
paid during the year for the taxpayer and dependents. There are two types of
credits: the Hope Credit, which is limited to any two tax years for the first two
years of post-secondary education and provides up to $1,650 of credit for each
student, and the Lifetime Learning Credit, which provides up to $2,000 of
credit for each family each year. These credits are phased out for joint filers
with incomes between $94,000 and $114,000 ($47,000 to $57,000 for single
filers) and are not allowed at all for married individuals filing separately. Careful

Were you the beneficiary of an inheritance this year?

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

Are you taking advantage of tax-advantaged retirement savings?

Have you made any significant equipment purchases for your business?

Are your cash and noncash charitable contributions adequately documented?
Are you keeping up with your estimated tax payments or do they need adjusting?
Did you make any unplanned withdrawals from an IRA or pension plan?
Have you stayed abreast of all the new tax law changes?

planning for the timing of tuition payments
can provide substantial tax benefits.

Another option is an above-the-line
deduction for qualified tuition and related
expenses. It applies to the higher
education expenses of the taxpayer,
spouse or dependents. The maximum
deduction annually is $4,000 if income is
no more than $130,000 for married joint
filers or $65,000 for others. If the joint
filers’ income is over $130,000, but not
more than $160,000, the maximum

deduction is $2,000; for other filers, the income
range is over $65,000 up to $80,000. No deduction is allowed if married filing
separately. This deduction, which often benefits taxpayers who can’t claim an
education credit because their income exceeds the education credit’s income
limitation, is scheduled to expire after 2007.

For those who wish to establish a long-term savings program for educating
their children, the tax code provides two plans. The first is a Coverdell
Education Savings Account, which allows the taxpayer to make $2,000 annual
nondeductible contributions to the plan. The second plan is the Qualified Tuition
Plan, more frequently referred to as a Sec. 529 plan, with annual contributions
generally limited to the gift tax exemption for the year ($12,000 in 2007). Both
plans provide tax-free earnings if used for qualified education expenses. When
choosing between a Coverdell or Sec. 529 plan, keep the following in mind: (1)
Coverdell accounts can be used for kindergarten through post-secondary
education, become the property of the child at age of majority, and
contributions are phased out for joint filers between $190,000 and $220,000
($95,000 and $110,000 for others) of income (AGI), and (2) Sec. 529 plans
are only for post-secondary education, but the contributor retains control
of the funds.

There is also an exclusion of savings bond interest for Series EE or | Bonds that
were issued after 1989 and purchased by an individual over the age of 24. All
or part of the interest on these bonds is exempt from tax, if qualified higher
education expenses are paid in the same year that the bonds are redeemed.
As with other benefits, this one also has a phase-out limitation for joint filers
with income between $98,400 and $128,400 ($65,600 and $80,600 for
unmarried taxpayers, but those using the married separate status do not
qualify for the exclusion).

If you would like to work out a comprehensive plan to take advantage of these
benefits, please give this office a call.



of such a thing?

You Askep: | heard that | could contribute my rental property to a charity, qualify for a tax
write-off, and continue to receive income from the rental until | die. Have you ever heard

ANSWER: You are most likely referring to an irrevocable charitable remainder trust (CRT).
It is a fairly sophisticated estate planning tool that essentially allows you to contribute
assets (not limited to rentals) to a CRT, and what remains in the trust at your death passes
to your designated qualified charity. The trust makes annual or more frequent payments
to you, typically until you die. You are allowed a current charitable deduction equal to the
value of the charity’s interest in the trust (what is left when you die). A CRT pays no income
tax, so it can sell your appreciated assets without realizing any taxable gain, thus allowing
the trust to reinvest the entire proceeds to generate larger payments during your lifetime.
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(901) 763-4308 | (662) 566-2847

www.hgcpa.com

SEPTEMBER — DECEMBER 2007

September — December 2007
—Time for your 2007 Fall and 2008 Tax Planning. Contact this office to
schedule a consultation appointment.

— Taxpayers who began their minimum IRA distributions before 2007
must withdraw their 2007 distribution by December 31st.

September 17, 2007

—The third installment of 2007 individual estimated taxes is due.
Generally, this filing date is September 15, but when the due date
falls on a Saturday, Sunday or holiday, it is not due until the next
business day.

October 15, 2007
—This is the FINAL extended filing due date for your 2006 individual
income tax return.

December 31, 2007

—This is generally the LAST day that you can pay tax-deductible
expenses for the year. IRA contributions and some self-employed
retirement plan contributions can be made after the close of the year.



