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INCOME TAX, ACCOUNTING, CONSULTING AND BUSINESS ADVISORY SERVICES

DECEMBER 2009


  


    William Behrens, CPA ABV
REASONS TO PERFORM A BUSINESS VALUATION 

BUY-SELL AGREEMENTS

The main concern that Buy-Sell agreements address is what happens if one of the owners can no longer continue to operate the business.  This might happen due to loss of employment, disability, death, bankruptcy, the desire to sell to a third party, or retirement.   The continuing owners want to reduce the uncertainty of buying out a discontinuing owner and provide needed liquidity.  Owners that become disabled or pass away want their families to be fairly compensated for their ownership interest in their business.  Continuing owners want successor owners who are compatible to prevent disruption to the business.  

The way a Buy-Sell usually handles the transition is to identify events that start the transfer process.  Then it provides a process so the transfer can occur.  Buy-Sell agreements provide a guarantee to the owner their interest will be purchased.  The interest is usually sold to the company, the remaining owners, or a combination of the two.  The purchase price can be defined in one of three ways.  The purchase price can be a “fixed” amount which is adjusted annually, or it can be set by formula, or it can be set by an appraisal.  If the purchase price is set by appraisal one needs to understand the standard of value since this will determine whether discounts will apply to the purchase price or not.  Also in the event an appraisal is disputed, there can be an arbitration clause with a means to select the arbitrator.  There should be an identified funding source, perhaps through insurance policies or notes payable provisions specifying the number of years of repayment and interest rates.  Buy-Sell agreements can also provide a determination of value for estate tax purposes if done properly.
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TAX SAVINGS TIPS

1) PURCHASING A HOME (First time and Repeat Buyers) - The decision to invest in a home is not only a practical decision in terms of meeting basic needs of having a roof over your head, it can also serve as a means of accumulating wealth through property appreciation, tax breaks, and a forced savings plan. 

The home buyer credit has been extended and expanded.  Under the old law for 2008 home purchases, the first-time home buyer received a credit up to $7,500.  This credit is a no-interest loan and must be repaid in 15 equal, annual installments beginning with the 2010 income tax year.

The credit amount was increased to $8,000 for 2009 purchases for first-time home buyers.  This credit was extended to homes with a binding contract to purchase before May 1, 2010 and the buyers must close before July 1, 2010.  This credit does not have to be repaid back unless the home is sold during the 3 years after purchase.

The credit only applies to homes used as the taxpayer’s principal residence and taxpayers who have not owned a home for the 3 years before purchase.  The credit is fully refundable.  In addition, the credit is phased out for taxpayers with modified adjusted gross income (AGI) above:

a) Married AGI $150,000 and Single AGI $75,000 on purchases made between April 1, 2008 to November 6,                                                                                                                   2009
b) Married AGI $225,000 and Single AGI $125,000 on purchases made between November 7, 2009 to May 1, 2010
In addition, there is a new credit available up to $6,500 for qualified move-up/repeat home buyers who purchase a home between November 6, 2009 and June 30, 2010.  To qualify, the taxpayer must own and reside in the same house for 5 consecutive years of the 8 year period ending on the date of their new home purchase. 

Original acquisition mortgage debt creates interest expense that is deductible on debt up to $1,100,000 and relates to the purchase of your home plus improvements to the home, plus closing costs on the escrow statement.  Additionally you can deduct interest expense on home equity debt as long as the debt does not exceed $100,000. Home equity interest is deductible regardless of how spent. Therefore you can replace high credit card debt that is probably nondeductible with lower cost home equity debt that is deductible.  Technically, the limit on home equity debt is the home's fair market value in excess of any outstanding home acquisition debt and cannot exceed $100,000 maximum. And don’t forget you can also deduct your real estate taxes on your home if you itemize.

Finally, if you own and occupy your principal residence 2 of the last 5 years you can exclude up to $500,000 gain on a joint return ($250,000 on a single return) with any remaining gain taxed at long term capital gain rates of 15%. 

2) TAX EXEMPT BONDS - A somewhat less extreme method of avoiding income taxes is to invest exclusively in tax exempt bonds. Admittedly, this is an option that is only available to those who have already accumulated a very substantial net worth. For example, if you have investments worth about $2 million and invest them in tax exempt bonds that yield 4% per year, you could make $80,000 a year without any federal income tax. If the bonds were issued in a state where you live or if you live in a state without an income tax, then you would owe no state income tax on this income. 

3) RENTAL REAL ESTATE - Real estate has many tax advantages.  Generally speaking rental real estate converts ordinary income into capital gains.  This happens because you are allowed a depreciation deduction to offset ordinary income even though the real estate appreciates in value.  When it is sold it can be exchanged tax free under section 1031 for other trade or business property, sold on an installment sale so the income is spread over a number of years, or sold 100% outright for cash and it will receive long term capital gains treatment.

4) DONATE APPRECIATED STOCK OR REAL ESTATE TO CHARITY – You can deduct full fair market value as a tax deduction even if you paid less for the asset.  In addition to money, your donations of tangible personal property like clothing, furniture, and other merchandise are also deductible.  Mileage driven for charity is also deductible.

5) OFFSET CAPITAL GAINS WITH CAPITAL LOSSES – For example, when you sell stocks for a gain, sell some of your "loser" stocks for a loss, so you won't have to pay taxes on the gain.  Also avoid the "wash sale" rules: you can sell a losing stock for a loss, wait 30 days, and then rebuy the same stock.  The loss gives you a tax deduction, and you wind up with the same portfolio. If the losses exceed the gains, you can use up to $3,000 in losses to offset ordinary income. 

6) LONG TERM CAPITAL GAINS - Take advantage of the long-term capital-gains tax rate for assets held longer than one year.  If assets are held less than one year, you will be taxed at your marginal tax rate the same as ordinary income.

7) INHERIT ASSETS - For 2009, inherited assets get a step up in basis to FMV at the date of death or alternative valuation date.  When these assets are later sold, there is no tax to pay on capital-gains appreciation prior to the date of death. 

8) DEFER INCOME – Almond farmers sign multi year deferred income contracts for their nuts.  Professional baseball players and football players sign multi year deferred income contracts.  The rank and file self-employed can consider deferring income until the new year to minimize tax liability. 

9) ACCELERATE DEDUCTIONS – On the cash basis many expenditures are deductible in the year paid.  Farmers and other self-employed individuals frequently prepay feed, fertilizers, bees, and other costs.

10) 1031 TAX FREE EXCHANGES - You can exchange trade or business property or property held for the production of income tax free. You must meet the 45-day identification requirements and 180-day execution of the transaction criteria to avoid taxability.

11) 1033 INVOLUNTARY CONVERSIONS – This occurs when your property is suddenly destroyed or is condemned by the government and you are paid insurance proceeds or government payments for the property.  You can reinvest the proceeds tax free if you invest in similar use property and the proper disclosures are made on each tax return over the reinvestment period and the reinvestment is completed in 2 years after the year of the loss.

12) 179 AND BONUS DEPRECIATION – If you buy tangible personal property with a class life of 20 years or less, you can claim 50% bonus depreciation on purchases of new equipment.  This means you can write off half the cost of the asset and then depreciate the other half beginning in the current year.  If you purchase less than $800,000 in new or used tangible personal property during 2009, you can write-off $250,000 of the cost as Section 179 expense.  179 expensing can be combined with bonus depreciation.  For example, on an $800,000 asset, you can write off $250,000, then ½ of the remaining $550,000 or $275,000, and can depreciate the balance over 5 years at double declining balance.  The combine total of 179, bonus depreciation and regular depreciation is $580,000 of the $800,000 or 72.5% of the cost.  You must have profits to use 179, however you can use bonus depreciation with losses.

13) RETIREMENT PLANS - You can deduct contributions from ordinary income that are made to plans like IRAs, 403(b), 401(k), 457, Keoghs, and SEPs. Maximize your retirement contributions to reduce taxable income.  You have until April 15 to make a tax-deductible contribution to a traditional Individual Retirement Account (IRA). The contributions grow tax free and the investments also appreciate in value over time.  The distributions from the plan are taxed as ordinary income when taken out of the account.  Distributions cannot be made before age 59.5 without a penalty, and must be made starting at age 70.5.

14) AVOID STATE INCOME TAXES - Avoid state taxes by relocating to Alaska, Florida, Nevada, South Dakota, Texas, Washington or Wyoming. None of these states require residents to pay state income taxes. If you do not have any dividend or interest income, add New Hampshire and Tennessee to the list of states you may consider as a new home base.

15) FORGIVENESS OF DEBT INCOME – Can be avoided by bankruptcy, insolvency, and 2007 mortgage relief act.
16) UTILIZE A TAX PROFESSIONAL – Discuss with a tax professional your income and deductions.  This is a far better service than using a minimum service where you pay less in tax preparation fees, but end up paying more in taxes. 

