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What Are Your Chances
of Being Audited?

he IRS recently released its statistics of income publication, which included
Tstatistical data for audit rates for the fiscal year 2005 and compared them to

2004. The data shows that the audit trend rate is up. Note: This data refers to
audits of all years from the fiscal year October 1, 2004 through September 30, 2005.

Of the 130.6 million returns filed, 1,215,308 returns were audited, providing an overall
audit rate of 0.93%. This was just under a 21% increase over the 0.77% overall audit
rate for the prior (2004) fiscal year.

The overall rate may be somewhat misleading, however, since many returns are short
forms without deductions and credits. The statistical data provided more detai,
allowing us to see which returns are currently the focus for audit.

Returns with Earned Income Credit (EIC) — Low-income taxpayers receive a
refundable tax credit based on income and number of children. It has been identified
by the IRS as one of the areas of taxes with significant fraud. Of all returns audited in
2005, 42.9% were returns that included EIC.

Face-to-Face Audits - The IRS relies heavily on computer analysis to pick up

on unreported income and overstated deductions. They do this by matching W-2s,
1099s, escrow closings, broker statements, and a variety of other documents
reporting taxpayer income and deductions. These computer-matching type audits

are not included in the audit statistics. The audits included in the statistics were only
correspondence-type and face-to-face audits. By utilizing correspondence techniques,
they were able to minimize the number of face-to-face audits, which for 2005 were
only 20.3% of the total.

Individual Return Audit Selection by Income — The IRS is generally selective and
audits those returns with the greatest potential for providing the most additional
tax revenue.

2005 Trend 2004
Individuals — Non-Business

Under $25,000 (10404) 0.52 <y 0.50
Under $25,000 1.48 2 1.26
$25,000 to under $50,000 0.60 2 0.43
$50,000 to under $100,000 0.57 PN 0.44
$100,000 and over 1.19 A 4 1.39
Individuals - Business (Schedule C)
Under $25,000 3.68 'S 3.15
$25,000 to under $100,000 2.21 V'S 1.47
$100,000 and over 3.65 'S 1.86
Individuals — Farming (Schedule F)
Under $100,000 0.48 A 4 0.91
$100,000 and over 1.01 A 4 1.61
Fiduciary (Estate and Trust Income) 0.18 4) 0.12

based on assets)

Corporatii

U I 079 & 032

$10, over 20.02 2 16.74
S Corporations 0.30 2 0.19
Partnerships 0.33 'S 0.26
Estate tax 8.20 2 7.41
Gift tax 0.81 7'\ 0.69

Generally, audit rates have been on the increase over the last few years and are
anticipated to continue increasing in the foreseeable future.

| Can You Write Off a Bad Debt?|

ost small businesses have receivables that cannot be collected. These
receivables can be from the sale of products, providing services to
customers, or a combination of the two.

Whether or not a bad debt deduction will apply generally depends upon which
accounting method is used (either the cash or accrual method). Why does this make
a difference? Let’s look at what happens under both methods of accounting.

Accrual - If the accrual method is used, all of your billings must be treated as
income whether or not they have been collected. This means that the taxable income
already includes the income from your deadbeat customers. Therefore, these items
are considered a bad debt when those receivables become uncollectible and can be
deducted. If the accrual method of accounting is used, bad debts are deductible.

Cash - On the other hand, if the cash method of accounting is used, income is not
reported until it is received (unlike the accrual method). Since the income was never
reported in the first place, a deduction cannot be taken if you are never paid for

the goods or services you provided. This is a hard concept to understand, so let’s
consider the following example. Jack has a cash basis business with two customers.
He invoices both customers for $5,000. One pays Jack promptly, while the other
skips out on him without making payment. Jack actually has income of $5,000.

If he were allowed to deduct the uncollected $5,000, he would end up with $0
income. However, this is not the case. Generally, cash basis businesses don’t have
bad debt deductions, although there are some exceptions (discussed below).

A taxpayer's loan to a customer or supplier may be a business debt if there is some
element of necessity for the loan, which is proximately related to the taxpayer's
business. An example is a builder who makes advances to a building material
supplier and never receives the supplies. In such cases, assuming the taxpayer can
prove the debt is worthless, the loan will result in a bad debt for either an accrual
or cash basis taxpayer.

Proof of Worthlessness — Proving a debt (or receivable) is worthless requires
the taxpayer or business to show that the debt has become worthless and that
reasonable steps were taken to collect the debt.

Non-Business Bad Debts — Some bad debts may actually be personal debts, such
as personal loans to individuals. In those cases, the bad debt is not deducted as a
business expense but is treated as a short-term capital loss on Schedule D instead.
The bottom loss for any year on Schedule D is limited to $3,000 ($1,500 for married
filing separate taxpayers). Unless the Schedule D contains gains to offset additional
losses, a non-business bad debt could be limited to $3,000 per year. The good news
is that any amount not deductible in a particular year carries over to the next
subsequent year.

If you still have questions, please give us a call for additional information.
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4 \Ways to Cash In On Rental Appreciation

gains for the disposition of rental property, if owned for longer than a year or if

inherited, will qualify for long-term capital gains when sold. This means that the
gain is taxed at a maximum of 15% — with one exception. The exception is recaptured
depreciation, which depending upon the seller's marginal tax bracket, can be taxed up
t0 25%.

There are a number of options available that can be used to plan the disposition of
the property to best suit the needs of the individual while minimizing the tax impact.

Selling or disposing of your rental can have profound tax ramifications. Generally,

Outright Sale — When a rental property is sold outright, the entire gain will be
taxable in the year of sale. Whether that is good or bad depends upon whether you
can offset all or part of the gain with: (1) capital loss carryovers, (2) investments that
have unrealized losses that can be converted to realized offsetting losses, (3) passive
loss carryovers, (4) net operating loss carryovers, (5) investment interest expenses
carryovers, or (6) a combination of these situations. If the taxpayer is able to offset the
gain, an outright sale may be the best option for disposing of the rental and should be
considered before exploring other options.

Installment Sale — If the seller carries back a note (mortgage) for all or part of the
buyer’s purchase price, the seller qualifies for installment sale treatment, which in
effect spreads the taxation of the gain over the life of the note. When considering an
installment sale, don’t overlook that your money may be tied up for a long period of
time in a mortgage note.

Convert to Personal Use — The rental can be converted for the personal use of
the taxpayer and any gain deferred until the property is ultimately sold. This option
presents an interesting opportunity. If the rental is residential and the taxpayer
occupies the rental for at least two years after the conversion and otherwise meets
the requirements, the rental would qualify for the home sale gain exclusion. Although
there are some timing issues, taxpayers can generally use this exclusion repeatedly
as long as they qualify and only use the exclusion every two years.

Tax-Deferred Exchange — A tax-deferred (Section 1031) exchange can be used
as a means of avoiding immediate taxation on the gain from a rental property by
deferring the gain into a replacement property. To qualify for a Sec. 1031 exchange,
the property that replaces the rental must be held for business or investment use and
must be real estate (improved or unimproved qualifies). Sometimes real estate is held
in a partnership or other entity. Generally, an entity ownership does not qualify as

an Word-of-Mouth Advertising

What others have to say about your products or company is a key influence on
what they buy. A recommendation from a friend or colleague is something
people trust, not to mention that research shows it is much more effective
than traditional advertising.

So what are you doing to promote word-of-mouth in your marketing plan?
Word-of-mouth marketing is defined as, “Giving people a reason to talk about
your products and services, and making it easier for that conversation to
take place.”

Word-of-mouth can be fostered and integrated into your everyday business
operations. An effective word-of-mouth campaign starts with any interaction with
your customer. Do you truly listen to your customers, asking for and listening to
their feedback? Is it easy for customers to tell their friends about you and your
products? Do influential people know about you and speak positively about

your services?

like-kind, although tenant-in-common interests (sometimes referred to as TICS),
if structured properly, can qualify.

If a taxpayer acquires (or constructs) property solely for the purpose of exchanging

it for like-kind property, the IRS says that the taxpayer doesn't hold the property for
productive use in a trade or business or for investment, and the exchange doesn't

qualify for non-recognition treatment under Sec. 1031.

Simultaneous or Delayed — An exchange can be simultaneous or delayed.

If delayed, the property received in the exchange must be identified within 45 days
after the property given is transferred. No matter how many properties are given up
in an exchange, a taxpayer is allowed to designate a maximum of either:

(a) Three replacement properties regardless of their fair market value (FMV), or

(b) Any number of properties, as long as the total FMV isn’t more than 200% of the
total FMV of all properties given up.

The receipt of the new property must be completed before the earlier of:
(a) 180 days after the transfer of the property given, OR

(b) The due date (including extensions) of the return for the year in which the property
given was transferred.

Qualified Intermediary — Generally, to qualify for a delayed Section 1031 exchange,
a qualified intermediary is engaged to hold the funds from the sale until the replacement
purchase is made. It is important to understand that the taxpayer cannot take possession
of the proceeds from the sale and then buy another property. If that happens, the
event does not qualify for exchange and is immediately taxable.

Reverse Exchanges - It is possible to structure a reverse exchange that complies
with the Section 1031 delayed exchange requirements. However, it requires that the
replacement property be purchased first by the intermediary, without the benefits of
the proceeds from the property given up in the exchange. Thus, only taxpayers with
the cash financial resources can accomplish reverse exchanges.

Tax-deferred exchanges can be very tricky and should not be entered into without first
analyzing the tax aspects.

You are cautioned not to use any of these strategies without first consulting this office.
There are certain qualifications that must be met and the information provided is only
an overview.

Nork for You?

Word-of-mouth marketing techniques start with a dialogue with your customers.
The basic elements are:

e Educating people about your products and services.

e |dentifying people who are most likely to share their opinions.

 Providing tools that make it easier to share information.

e Studying how, where, and when opinions are being shared.

e |istening and responding to supporters and detractors.

Is word-of-mouth advertising right for you? In reality, it is already happening,
and you may not even know about its effects. Making it part of your marketing
strategy is an inexpensive way to concentrate and listen to your customers while
making them your greatest ally.






