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Cost Basis Complications
You can sell investments held in tax-deferred retirement accounts without worrying about income taxes.  But that’s not the case with investments you own outside of tax-deferred accounts.  To figure your capital gain or loss on the sale of mutual fund, stock, real estate, and other investments, you have to compare the amount your realize on the sale to your “adjusted basis” in the investment.
Start with Cost

Your cost is usually the starting point for figuring your adjusted basis.  Cost includes amounts paid in cash or other property, plus commissions, legal fees, and various closing costs (if applicable).  If you assume the seller’s mortgage or another liability in connection with your purchase, that amount is also considered part of your cost.  Certain fees and expenditures incurred in acquiring an asset are also generally considered costs.

Then Adjust

Amounts you spend for capital improvements to real estate (a new deck or addition, for example) increase your cost basis; depreciation decreases it.  A stock split lowers your cost basis in the original shares because you must spread your initial cost among more shares.  And other adjustments may have to be made in certain situations.

Gifts

For an investment you received as a gift, you’ll need to know the donor’s adjusted basis and the investment’s fair market value on the gift date, as well as the amount of any gift taxes the donor paid.  In general, the donor’s adjusted basis carries over to you (with a possible increase for a portion of gift taxes paid).   However, if the investment was worth less on the date of the gift than the donor’s adjusted basis, you must use that lower fair market value for purposes of computing capital loss on the sale.
Inheritances
If you inherit an appreciated investment, you may get an income-tax break.  Why?  Your basis generally will be “stepped up” to the investment’s fair market value at the time of death.  This means the appreciation that accrued before that date won’t be subject to capital gains tax when you sell the investment.  Under current law, such basis step-ups are limited in 2010, but Congress may change the rules before then. (No bill has been passed at press time.)

What are the Chances?


Every year, the IRS issues data from the prior fiscal year (FY).  Here are some statistics from FY 2008 (October 1, 2007, through September 30, 2008):
· 1,391,581 individual income-tax returns were audited, about 1% of the 137.8 million filed.
· 22.3% of the audits were conducted by IRS personnel; 77.7% were correspondence audits (generally done through the mail).
· No changes were required for 11% of returns audited in person and 15% of returns audited by correspondence.
· Returns with total positive income (TP) of at least $200,000 and under $1 million had audit rates of 2.6% (nonbusiness) and 2.8% (business); returns with $1 million or more TPI had an audit rate of 5.6%.  All three rates are lower than in FY 2007.

· 30.22 million civil penalties were assessed against individuals, up from FY 2007; 58.6% were for failure to pay.

It Could Happen
Fraud.  We know it can happen at large companies.  But, most often, it’s small businesses that  are the victims.  Fraud might involve one or more unhappy employees, a trusted staffer, or a bright new hire.  And it can have devastating results.

The Forces at Work

Several catalysts contribute to fraud crimes.  One is financial need.  The depth and length of the current recession is creating considerable hardship for  many people, which could translate into an uptick in fraud.  Second, an opportunity must exist for fraud to be committed.

Does that mean every employee with financial problems and opportunity is likely to steal from your company?  No.  A third factor also comes into play:  The person must be able to self-justify committed a crime.  In many cases, thefts begin with a relatively small rationalization – the employee is just borrowing some money to get through a rough patch, for example.  Unfortunately, self-justification can easily escalate into larger thefts.

Controls and Communication
Generally, internal theft is a larger threat than its external counterpart.  The best defense against fraud is to have a strong system of internal controls.  Spread financial duties among two or more people.  Even then, it’s not a bad idea for you to open the mail yourself, do the bank deposit every so often, and review your company’s bank statement every month.
What else can you do?  Think like a thief.  Look for opportunities for others to steal from your company and eliminate those opportunities.  And encourage your employees to speak up (confidentially) about their suspicions or concerns.

Common Fraud Schemes Perpetrated by Employees

· Larceny and embezzlement are cash-theft crimes that occur after the cash has been recorded in the books.  They are often carried out by a single employee.

· Skimming, the theft of unrecorded cash, generally requires more than one person and may involve phony or under-recorded sales of fabricated receivables.

· Phony disbursements can “redirect” cash through such scams as expense account padding, check tampering, payroll fraud, insurance fraud, false billing, and fake payees.

· Theft of inventory and noncash assets can be carried out in various ways, including outright stealing, fake sales and purchases, and unauthorized use of equipment.

Talking It Up

Do you encourage your employees to talk?  While watercooler chats might not be productive, project “post Mortems” and constructive employee feedback can help your business grow and thrive.

What Happened?
If you go right from one project or sales promotion to the next without taking time to review and discuss the details of what happened during the first one, you won’t be able to identify strengths, weaknesses, and mistakes.  Knowing what went right and what went wrong will allow you to capitalize on successes and fix problems going forward.

A post mortem will be even more valuable if you’ve had a meeting to establish your goals before the project started and discussed and documented your progress along the way.  That way, you can determine if goals were accomplished, if there were any unexpected results, and whether the project went according to plan.  Try to hold a post mortem within a few days of a project’s completion.  If you wait longer, you could miss capturing some significant details.

Can We Do Better?

Your employees have a vested interest in how well your business is doing and might have some creative and useful ideas.  Even negative feedback can be positive if it gives you an early warning sign that trouble is brewing.  To encourage your employees to speak up, you can hold meetings, institute an open-door policy, put up a suggestion box (or create a suggestion e-mail account), and perhaps offer incentives for valuable ideas.
Save Energy, Save Taxes
Are you interested in improving your home to make it more energy efficient?  If you make qualifying improvements to your principal residence this year or next, you’ll be rewarded for your efforts with a federal income-tax credit known as the “nonbusiness energy property credit.”

The personal tax credit – as much as $1,500 (in total) for the two tax-year periods beginning in 2009 and 2010 – is available for 30% of expenditures for the items listed below, assuming the items meet specific standards for energy efficiency.

· Insulation

· Exterior windows and skylights

· Exterior doors

· Roof (asphalt, metal)

· Central air conditioner

· Advanced main air circulating fan

· Water heater (natural gas, propane, oil, electric heat pump)

· Hot-water boiler (natural gas, propane, oil)

· Electric heat pump

· Furnace (natural gas, propane, oil)

· Biomass fuel stove

In 2009, the nonbusiness energy property credit can offset both regular tax and alternative minimum tax.
A Mid-year Resolution: Revisit Retirement Planning
It should come as no surprise that, in general, people are not feeling good about their prospects for retirement.  The 2009 Retirement Confidence Survey* found that the number of workers who are very confident about being able to afford a comfortable retirement dropped to 13% from 27% in 2007, the lowest level since the survey began in 1993.  Another 41% are somewhat confident, the lowest level since 2005.

Not-so-Great Expectations.  Fallout from the drop in confidence can be seen in lower retirement expectations.  Asked if they had recently (i.e., between January 2008 and January 2009) changed the year they are planning to retire, 28% of respondents said yes.  Also, more people plan to work after retiring: 72% of those surveyed say they intent to supplement their income that way, up from 63% in 2008.
Not all Gloom and Doom.  Not surprisingly, economic uncertainty topped the list of reasons for the drop in confidence, followed by concerns about inflation and the cost of living.  On the bright side, people are responding to these concerns in a variety of fiscally sound ways:  81% of the workers who have lost confidence have reduced expenses, 25% are saving more money, and an equal number (25%) are seeking advice from a financial professional.


According to survey data, 19% of those who have calculated their retirement income needs are very confident about being able to afford a comfortable retirement.  Among those who have not done a retirement needs calculation, only 9% are very confident.  Clearly, those who know where they stand feel better than those who don’t.

Going Forward.   It could be a while before retirement confidence returns to more comfortable levels.  But you can do something about your own confidence level by doing a retirement needs calculation, if you haven’t already, and reviewing your asset allocation and saving strategies.  If you’d like, we can help.
*Published as the April 2009 EBRI Issue Brief
Client Line Items
E-commerce sales in the U.S. grew at a 13.3% compound annual rate from 1999 to 2006, reaching $2,385 billion by 2006.  A recent University of Tennessee study forecasts that by 2012, state and local governments nationwide will lose $11.4 billion of state and local sales-tax revenue on e-commerce annually.

The average annual cost to employers of providing health plan coverage for one dependent is $1,900, according to benefit consulting firm Mercer.  Because of the significant cost, employers should be vigilant about verifying the eligibility of employees’ family members for coverage.

A responsible person who willfully fails to pay over a company’s federal employment-tax withholdings to the IRS can be held personally liable for the taxes and related penalties.  In a recent case, an individual was not considered to be a responsible person while he served on a company’s board since he had no official role in company operations and no control over whether the taxes were paid.  But, once he became chief executive officer, he exercised significant control over the company’s financial affairs and was among the persons responsible for the firm’s remaining tax assessments.
Client Profile
Jorge is exploring the formation of an organization devoted to promoting the arts in his local community.  He and a group of people have discussed forming an arts council that would operate as a tax-exempt nonprofit organization..  
The tax law outlines several requirements an organization must meet to obtain IRS approval for operating as a tax-exempt nonprofit.  If it can meet the requirements, the arts council should qualify as a “Section 501(c)(3)” organization.
In general, a Section 501(c)(3) organization is a nonprofit organized and operated exclusively for charitable, educational, literary, religious, or scientific purposes.  The tax code also lists other categories of tax-exempt organizations, such as veterans’ organizations and trade associations.
To be officially recognized as a tax-exempt organization, the new arts council will have to file a formal application with the IRS.  The organization should also obtain an employer identification number.
After the art council’s tax exemption is granted and the organization is up and running, Jorge and his colleagues will want to closely monitor its activities.  Under the federal tax law, even a tax-exempt organization can owe income taxes if it has trade or business income unrelated to its tax-exempt purpose.

Any number of financial and tax issues typically come up in conjunction with forming and operating a nonprofit organization.  We have the expertise and experience to help you sort through these issues.  If you are involved with an organization that needs assistance, please contact us.
Questions and Answers
Q.   Which is more valuable, a tax deduction or a tax credit?
A. A tax credit is generally more valuable than a tax deduction of the same amount.  A tax deduction reduces the amount of income subject to tax, while a tax credit is a dollar-for-dollar reduction in tax liability.  (Certain credits are “refundable” to taxpayers whose tax liabilities are not high enough to absorb the credit.)
Q.  Are there any indices that measure the growth of U.S. residential real estate values over time?
A.  The S&P/Case-Shiller Home Price Indices are generally and published monthly by Standard & Poor’s and Fiserv, Inc.  These benchmarks include a national index, 20 metropolitan regional indices, and two composite indices, all of which measure the growth in value of single-family homes.  To create the indices, sales prices of specific homes are collected.  When a home is later resold, its resale price is matched to the original sales price.  Adjustments are made to exclude homes whose quality has changed significantly.
