


In taxes, there is a saying: “Those who keep records win.” If you are an
investor, you may have a variety of securities, including stocks, bonds,
mutual funds, etc. When you sell those securities, you want to minimize

your gains or maximize your losses for tax purposes. Gain or loss is 
measured from your tax basis in the investment (asset), which makes it
important to keep track of the basis in all your investments.

What is Basis? Generally, your basis in an investment begins with the
price that was paid to purchase the investment. However, that will not be
the case if the investment was acquired by gift or inheritance. For inherited
assets, the basis generally begins with the FMV of the asset on the 
decedent’s date of death or an alternative valuation date, if chosen by the
executor of the estate. Assets acquired by gift actually have a basis for
gain - the donor’s basis - and a basis for loss - the fair market value of the
asset on the date of the gift. When an asset is acquired through a division
of property in a divorce, the asset retains the basis it had when it was owned
jointly by the couple.

Basis is not a fixed value; it can change during the time the asset is 
owned and is adjusted by certain events. For an investment asset, these 
events include:

• Reinvested cash dividends,
• Stock split and reverse splits,
• Stock dividends,
• Return of capital,
• Additional investments,
• Broker’s commissions,
• Interest previously taken into income under an election under the accrued

market discount rules,
• Interest taken into income under the original issue discount rules,
• Attorney fees,
• Acquisition costs,
• Depletion,
• Casualty losses, etc.

These events can increase or decrease the tax basis in the investment,
which makes adequate recordkeeping so important.

Another issue associated with basis is when a portion of the investment is
sold. Let’s say 100 shares of a particular stock were purchased in 2001 at
$10 a share and another 100 shares in 2003 at $20 a share. The investor
plans on selling 100 shares of the stock at $30 a share. Using the general
rule of “first in - first out,” there would be a $20 per share gain. However, if
the investor can identify each specific block of stock sold, such as the 100
share block bought in 2003, there would only be a $10 per share profit. This
is known as the “specific identification” method.

The following is a discussion of the more commonly encountered basis
adjustments where recordkeeping is essential:

Reinvested cash dividends – Investors are frequently given the opportunity
to reinvest their dividends instead of taking them in cash. By participating in
these plans, they are actually purchasing additional sales with their taxable

dividends. Unless records are kept, the investor can’t prove how much he or
she paid for the shares or establish the amount of gain that is subject to tax
(or the amount of loss that can be deducted) when it is sold.

Stock dividends – It is possible to receive both taxable and nontaxable
stock dividends. Stock dividends that are taxable provide the investor with
additional stock with a basis equal to the taxable stock dividend. If the
dividends are nontaxable, the number of shares that are owned increases,

but the basis remains unchanged. If the investor can associate the dividends
with a specific block of stock, then the basis of that block can be adjusted
accordingly. If not, the adjustment will apply to the entire holdings in that
particular stock.

Return of capital – A return of capital is a nontaxable return of a portion of
the investment. Thus, a return of capital will reduce the investor’s basis in
security. Suppose an investor has 100 shares of XYZ Corporation that cost
$1,000 ($10 per share), and the corporation distributes to him a 
$100 nontaxable return capital. His basis in the stock is reduced to $900 
($1,000 - $100) or $9.00 per share. If, over a period of time, the return of
capital exceeds his basis in the investment, then the excess becomes 
taxable because he cannot have a negative basis.

Stock splits – Stock splits can be confusing if they are not tracked as they
occur. Let’s assume that an investor owns 100 shares of XYZ Corporation for
which he paid $2,000 ($20 a share). Later on, the corporation splits the stock
2 for 1. The result is that he now owns 200 shares, but his basis in each has
been reduced to $10 per share (200 shares times $10 equals $2,000 – what
was paid for the original shares). This generally occurs when the “per share
value of stocks” becomes too high for small investors to purchase 100 share
blocks. Also watch for reverse splits, which have the opposite effect.

Stock spin-off – Occasionally, corporations will spin-off additional 
companies. The most classic example is the break up of AT&T some years
ago into regional phone companies, who themselves later split into 
additional companies or merged with others. Each time one of these 
transactions take place, the corporation will provide documentation on how
to split the prior basis between the resulting companies. Tracking these 
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Don’t Count on Club Dues 
as a Business Expense! 

Is it a Hobby or a Business? 
Most everyone dreams of making a living from doing things they enjoy. Many successfully turn 
hobbies or vocations into a business. However, the IRS has a watchful eye out for taxpayers who
attempt to deduct hobby expenses as business expenses. If your business is profitable, you won’t
have any unusual tax consequences. Where you run afoul of the IRS is when an enterprise 
consistently has a loss for the bottom line. That’s when the IRS may step in and say it is a hobby
and not a for-profit business.

Under the hobby loss rules, deductions are limited to the income from the activity. In addition, those
deductions that would be allowed whether or not the activity is for-profit (such as state and local
property taxes) are deducted first. Then, if any net income remains, expenses up to the amount of
the remaining income can be deducted as a miscellaneous itemized deduction subject to a 2%-of-AGI
“floor.” By contrast, if the enterprise wasn’t affected by the hobby loss rules, all otherwise allowable
expenses would be deductible on Schedule C, even if they exceed the income from the enterprise.

There are two ways to avoid the hobby loss rules. The first way is to show a profit in at least three
out of five consecutive years (two out of seven years for breeding, training, showing, or racing 
horses). The second option is to run the venture in such a way that it shows your intention of turning
it into a profit-maker rather than to operate it as a mere hobby. The IRS regulations state clearly
that the hobby loss rules don’t apply if the facts and circumstances show that you have a 
profit-making objective.

Please call our office for more details on whether your venture may be affected by the hobby loss rules.

events as they happen is very important, as it may be difficult to reconstruct the information several
years down the road.

Broker fees – Although broker fees are a deductible expense, they are generally already accounted
for in most stock and bond transactions. The purchase price of a block of stock generally includes
the broker fees, and the sales price reported to the IRS (gross proceeds of sale) is the net of the
sales costs.

Depending upon the investment vehicle, tracking the basis in an investment can be quite 
complicated. If you have questions, please contact this office.

When it comes to deducting a spouse’s travel
costs for business, the rules are very restrictive.
Generally, you cannot deduct the spouse’s travel
costs unless the spouse is a bona fide employee 
of the business. This requirement prevents
deductibility in most cases.

Even if your spouse is an employee, his or her
presence must be for a bona fide business 
purpose. Generally, a spouse’s presence must be
“necessary” to meet the bona fide purpose test
and just being “helpful” does not meet the
requirement. Being there for goodwill purposes,
such as serving as a hostess, is generally insuffi-
cient to satisfy a business purpose. An exception
to that rule would be if your spouse's presence is
necessary to care for a serious medical condition
that you have.

If your spouse’s presence does meet the bona
fide business purpose rule, then the normal
deductions for business travel away from home
can be claimed. These include the costs of 
transportation, meals and lodging, and incidental
costs such as dry cleaning, phone calls, etc.

But all is not lost if your spouse does not meet the
qualifications. You may still be able to deduct a
substantial portion of the trip's costs. This is
because the rules don't require you to allocate
50% of your travel costs to your spouse. You need
only allocate to him or her any additional costs
that are incurred. For example, the single rate for
a room is not so different from the cost for double
occupancy. If you were driving, no allocation
would be required because the cost would be
fully deductible even if your spouse did not
accompany you. If you used public transportation,
only your cost would be deductible. Any meals
and separate costs incurred by your spouse
would not be deductible.

The Cost 
of Business
TravelWith
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Deductible business expenses generally do not include dues paid to a club organized for business,
pleasure, recreation, or other social purposes. This disallowance rule takes in country clubs, golf
clubs, business luncheon clubs, sporting clubs, athletic clubs, and even airline and hotel clubs.

However, just because the dues are not deductible, it does not mean you cannot deduct 50% of the
cost of otherwise allowable business entertainment at a club. For example, if you have dinner with a
client at your country club after a substantial and bona fide business discussion, 50% of the cost of
the dinner would be a deductible business expense.

The club dues disallowance rule generally does not apply to dues paid to professional organizations,
including trade, bar, and medical associations. It also does not apply to civic or public service type
organizations, such as the Lions, Kiwanis, or Rotary clubs. The dues paid to local business leagues,
chambers of commerce, and boards of trade are not affected by the rule either. However, an 
organization isn't exempt from the disallowance rule if its principal purpose is to provide 
entertainment facilities for its members, or to conduct entertainment activities for them.

CAUTION: Even if an organization is exempt from the club dues disallowance rule, the dues that are
paid are not automatically deductible. No deduction is allowed unless you can show that the amount
paid is an ordinary and necessary business expense. If you have questions regarding club dues,
please give our office a call.




