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Planning for a Retirement Plan
You make many important decisions regarding your business.  The decision whether to offer a retirement plan is certainly one of them.  Adding a retirement plan can provide you and your current employees with an opportunity to save for a financially secure future – and it may help you attract top notch new employees.
Plan Features     

Here’s a sampler of some popular retirement plans suitable for small businesses.  One may be right for you.  Seeing how some of their major features compare may help you decide.

	
	SEP (Simplified Employee Pension)
	SIMPLE (Savings Incentive Match Plan for Employees)
	401(k)/Profit Sharing

	Annual employer contribution
	Discretionary
	Required
	Discretionary

	Employees can contribute pretax
	No*
	Yes
	Yes

	IRS Form 5500 annual filing generally required
	No
	SIMPLE IRA – No

SIMPLE 401(k) – Yes
	Yes

	*Not allowed in a newly established SEP


Funding Differences

How the plan is funded is an important – and potentially defining – issue.  A SEP plan is completely funded by the employer, so it is generally a good choice for a business that has a small, part-time staff and no other retirement plan.  Employers do have the flexibility to skip contributions if they want to.
Required annual employer contributions make the SIMPLE plan a good option for a business that has reliable, positive earnings.  Although considerably more complex to establish and administer, the 401(k)/profit sharing plan is an attractive alternative because employees can contribute, and the employer is not required to contribute every year.

It’s Not Too Late

If you decide a SEP is the plan for you, and you’ve obtained a filing extension on your 2005 tax return, you have until the extended due date of your return to establish and fund a new plan and claim a contribution deduction for the 2005 tax year.  For an unincorporated business, the deadline would be October 16, 2006.

These are just come of the many points to consider if you’re thinking of starting a retirement plan.  Call us for an appointment to go over these details and more.
No Clear-cut Answer
Can a student enrolled in an M.B.A. degree program claim a business expense deduction for tuition, books, and related expenses?  With the high cost of attending most graduate business schools, a substantial amount of tax could be riding on the answer.  Unfortunately, there is no clear-cut answer.

Educational expenses are deductible only if you are required to take the classes to keep your present salary, status, or job.  Alternatively, the education must maintain or improve skills you need for your present work.  The education can’t be necessary for meeting the minimum educational requirements of your present trade or business, and it can’t be part of a program of study that will qualify you for a new trade or business.

That said, interpreting the law isn’t always easy.  If you’re seeking a degree, be sure to discuss your tax situation with us.

Salary or Dividend?  Getting It Right
If your business is an S corporation, the IRS may want to take a look at how much you and other shareholders who work in the business are earning.  The reason?  Taxes, of course.
What’s the Difference?
S corporation shareholders who work for their companies are eligible to be put on the payroll.  They also can receive distributions of corporate earnings in the form of dividends.  Salary payments are, of course, subject to income tax.  And S shareholders are required to pay income tax on the corporation’s earnings – even if the earnings aren’t distributed.
The differences between salary payments and dividend distributions is that salary is also subject to employment taxes (FICA and FUTA); dividends are not.  As a result, there may be a “tendency” for shareholder-employees to be undercompensated in terms of salary (relative to industry standards) while receiving generous dividend distributions.
What is the IRS Doing?

The IRS is taking steps to close what it considers to be a burgeoning employment-tax loophole.  For starters, it is addressing the issue in S election acceptance letters that go out to new S corporations by clearly stating that shareholders who provide services to the corporation must receive reasonable compensation and that employment-tax obligations must be met.

If the IRS suspects shareholder wages are too low, an audit may follow.  If it turns out that dividends were used in lieu of reasonable compensation, the IRS may recharacterize the amount in question, resulting in a liability for employment taxes, plus an applicable interest and penalties.

What’s an S Corp To Do?

If you don’t already have one, develop a reasonable salary policy and make sure shareholder-employees are compensated accordingly.  Here are some factors to consider:
· Qualifications of the employee
· The nature and scope of the work

· Size of the company

· Nature of the business

· Compensation levels of comparable positions at similar companies.

Be sure to document your policy by including this information in your corporate minutes.

An Estate-tax Tangle to Avoid
Under current law, the federal state tax won’t be with us in the year 2010, but it’s still alive and well for all other years.  So a little planning now could keep your family from having to pay unnecessary taxes later on.  Consider this fictitious example.
To My Spouse . . .

Like many married individuals, B has decided to leave his entire estate to his wife K.  B knows that no federal estate taxes will be payable upon his death because his estate will be able to claim the unlimited marital deduction for assets passing to a surviving spouse.  What B hasn’t considered is the taxes that could be payable when K dies.

Assume B dies in 2006 and K in 2008.  At that time, K’s estate, valued at $4 million, passes to the couple’s four children.  The outcome:  The government pockets more than each child does.

To My Spouse and Kids . . .

With a different plan, this couple can shield the entire $4 million from the IRS and eliminate $900,000 of estate tax.  The plan, designed to take advantage of each spouse’s $2 million estate-tax exemption, utilizes a “bypass trust.”

To implement the plan, B arranges in his will for $2 million of assets to be placed into the bypass trust upon his death and the rest of his estate (currently $2 million) to pass to K as a marital bequest.  K will benefit from the trust during her lifetime.  Due to B’s estate-tax exemption and the marital deduction, there is no estate tax on B’s death.  When K dies, the trust assets will pass to their children free of tax, and the $2 million that she received from B will be protected from estate tax by her own exemption.  Result:  no estate tax for either estate.
Lightening Their Loans

Getting started in the “real world” can be challenging for college grads burdened with hefty student loans to repay.  However, some college graduates may find unexpected help – and gain valuable experience at the same time.

Opportunity Vary

Graduates who are willing to accept public-interest jobs in underserved areas may be eligible for federal government programs that provide loan repayment assistance.  Many state governments use loan assistance programs to fill critical shortages in areas such as health care.  And some federal agencies and private companies offer loan assistance programs to attract skilled graduates.

So Do Benefits

While public-interest jobs generally pay lower salaries than comparable jobs in the private sector, loan assistance benefits help compensate.  Benefits vary from program to program, but there’s one common theme:  Students must fulfill their work contract to receive full benefits.

Mid-year Tax Planning for 2006

Tax planning shouldn’t be limited to the last few months of the year.  For the best results, make it a year-round activity.  Here are some suggestions to jump-start your 2006 planning.

Review Investments

You can offset capital gains resulting from stock sales or the redemption of mutual fund shares with capital losses.  So, if you are holding any investments that are underwater and it doesn’t look like they will recover anytime soon, you might consider selling these holdings so that you can use the losses to offset any capital gains you’ve realized on other transaction.

Consider the 179 Expense Deduction

If you own a business, you may elect to deduct up to $108,000 of the cost of business equipment purchased this year, instead of depreciating the assets over time.  If you’ve been considering the purchase of equipment like a copier of computer system, buying it before the year is over can quality you for an instant write-off.  However, you can’t expense more than your taxable income from active trades or businesses.  And the amount you can expense will be reduced dollar-for-dollar as your 2006 purchases rise from $430,000 to $538,000.

Take Advantage of New Energy Credits

Make qualifying energy-efficient improvements (windows, exterior doors, insulation) to your principal residence and/or purchase certain energy-efficient equipment (hot water heater, furnace, etc.) and you could be eligible for a tax credit of as much as $500.  There’s also a credit for 30% of the cost (maximum credit of $2,000 per system) of installing solar electric or solar hot water equipment in your home.

Or, if you’re in the market for a new vehicle, purchasing a qualified hybrid, fuel cell, advanced lean burn, or alternative fuel vehicle could give you a break on your taxes.  Contact us for the specific requirements.
 Client Line Items
Companies and nonprofits that sponsor defined benefit pension plans will face expanded reporting requirements upon the finalization of standards recently released in draft format by the Financial Accounting Standards Board.  Looking only at the large public companies included in the S&P 500 Stock Index, implementation of the new requirements could result in an estimated $500 billion in previously unrecognized obligations being added to their balance sheets.

Among parents who expect their children to attend college, nearly 80% say they expect to pay at least a portion of the cost.  However, only 68% of them have saved any money specifically for that purpose, finds a survey by WSJ.com/Harris Interactive.

13% of the more than 14,000 “downsized” former employees responding to a recent nationwide survey were later rehired by the same employer.

The percentage of individuals deducting medical expenses on their individual income-tax returns rose 9.6% from 2003 to 2004.  The deduction was claimed on about 9.46 million returns. 
Client Profile
Jonathan is planning to start a business.  Before finalizing his business plan and applying for financing, he and his wife Mimi want to decide what role she will play in the new venture.  
The first issue is whether the start-up will be able to support the couple financially.  If Jonathan and Mimi haven’t prepared by putting money into an emergency fund they can fall back on, it might make sense for Mimi to keep her current job for a year or two and help out at the business whenever she can.

Mimi’s role could help decide the tax structure they choose for the new business.  If she is a co-owner, for example, the business can be set up as a corporation, a partnership, or an LLC (limited liability company).
Or, Jonathan can set up shop as a sole proprietor.  If Mimi helps out without taking any wages, the business will save money – and they won’t have to worry about record-keeping and payroll tax withholding.

As a sole proprietor, Jonathan cold have self-employment taxes by hiring the couple’s children and deducting their wages as a business expense.  The business wouldn’t have to pay FICA (Social Security and Medicare) taxes on the children’s wages while they’re under age 18.  To avoid problems, the wags should be reasonable.

If you’re thinking of going into business with your spouse, let’s get together to discuss business tax structures, and the impact on your personal finances.

Client Profile is based on a hypothetical situation. The solutions we discuss may or may not be appro​priate for you. Talk to us before taking any action.

Questions and Answers
Q. I know I’ll receive a reduced monthly benefit if I start collecting Social Security before age 66 (the “normal retirement age” for someone born in 1946).  But would the cut in the benefit amount be temporary or permanent?
A. It would be permanent, meaning you’d receive Social Security at the reduced level, subject to cost-of-living increases, even after your reach your normal retirement age of 66.
Q. The new business I am starting with my brother will be highly seasonal, with most revenues generated during the summer months.  We plan to incorporate the business, but aren’t sure whether we should adopt a fiscal or calendar year?

A. Given the seasonal nature of your business, it might make sense to consider a fiscal year, especially if you don’t intend to make an S election for tax purposes (i.e., elect to have the corporation’s income, deductions, credits, etc., “passed through” to you and claimed on your personal tax return.)  An S corporation’s ability to use a fiscal year is quite restricted, although it may be possible to do so if a substantial business purpose can be demonstrated or certain “required payments” are made by the shareholders.

