HENDERSON HUTCHERSON & McCULLOUGH, PLLC

Business Consultants
1000 RIVERFRONT PARKWAY
CHATTANOOGA, TENNESSEE 37402-2103
Email: CPA@HHMCPAS.COM
Internet: WWW HHMCPAS.COM

OCTOBER/NOVEMBIER/DIECEIEMZBETR 2 005

Divorce Is Bad Enough; Don't
Add Tax and Financial Planning
Errors into the Mix, Part]
PP.1-2

2005 Year-End Tax Planning
ldeas for Businesses
PP.2-3

2005 Year-End Tax Planning
Ideas for Individuals
P3

New Energy Bill Includes Good
Reasons to “"Go Green”
FP. 3-4

Keeping a Step Ahead
of the AMT
PP.4-5

Retain Your Key Employees
With “Phantom” Stock
PP. 56

CPA)

America Counts on CPAs

Divorce Is Bad Enough; Don’t Add Tax and Financial
Planning Errors into the Mix, Part |

With upwards of 51% of marriages in
the United States ending in divorce,
you should count your blessings if your
marriage stays the course. For those
that do not, however, there ate critical
tax and financial planning considera-
tions to bear in mind before, during,
and after a marital dissolution.

Although wunpleasant to think
about, divorce requires careful plan-
ning with your CPA to help mitigate
some of the negative financial side
effects. With the right strategy, parties
to a divorce can avoid many common
tax and financial planning errois.

i Various court cases further refine this
i definition. In summary, payments will
i be considered to be alimony so long as
i they are (1) made for a defined period
E of time as embodied in a divorce or
| separation instrument (that is, judicial
i decree of divorce or separate mainte-
i nance or a decree of temporary sup-
E port); and (2) will cease at the recipi-
i ent’s death. Our office can ascertain
i that these and other requirements are
| met, and we can talk to you about the
! special circumstance of recapture of
i spousal support.
! Alimnonty Irusts. Sometimes couples
i will agree to create an alimony trust,
Support payments E The paying spouse places funds into a
Child support. Child support payments ! trust maintained for the benefit of the
are neither taxable to the receiving ex- | receiving spouse and administered by
spouse nor deductible by the spouse E an independent trustee. Under an
who makes the payments. In other | alimony trust, the recipient spouse’s
words, child support payments are—for i taxable support income is composed
tax purposes—non-events. ! only of the portion of the payments
Alimony. Alimony is a completely | equal to the trust’s taxable income;
different matter, and the distinction i however, the paying spouse cannot
between alimony and child support | take an alimony deduction.
payments is critical for tax purposes. i
Alimony is deductible to the payor and !
income to the payee. For example, if a |
former wife pays $1,000 alimony per f
month to her ex-husbang, she can |
deduct that amount {rom gross income
“above the line” on her tax return, i
while he must report the enfire |
$12,000 ($1,000 times 12 months) in |
that year’s return. !
The Tax Code clearly defines which |
payments are treated as taxable alimo- 5
ny, versus nontaxable child support. |

Property settlements

Special rules govern transfers of proper-
ty between spouses— divorcing or oth-
erwise; other rules are specific to prop-
erty seltlements set forth in divorce |
decrees signed by a judge. Our office
can help you get the best tax treatment
for property that is transferred between
divorcing or divorced couples.

Among the many rules and special
considerations that should be taken
into account, you should pay special

continued on next page




OCTOBER/NOVEMBER/DECEMBER 2005

ENT

Divorce Is Bad Enouglh; Don’t Add Tax and Financial Plaoning Brrors into the Mix, Pavt I

continued fiom page 1

atiention to life insurance, the family
house(s), retirement benefits, gifts,
business ownership, and all other
property that makes up what is typical-
ly referred to as the “marital estate.”
Some states follow community proper-
1y rules, whereas athers are governed
by common law property rules. Under
etther system, owr office can help you
understand the tax consequences of
the rules and plan your prope:rty settle-
ment, before the final divorce decree is
finalized, Time is an important factor
in divorce tax planning, and you
should consult with our office as early
in the process as possible.

Tax-deductibie attorney's fees

The majority of divorcing couples turm
to lawyers when seeking a divorce.
Legal fees grow in direct proportion
with the complexity of the case and
the animosity between the pariners,
not to mention the attorney’s years of
experience and expertise. The “good
news” is that meetings concerning cer-
tain issues with your divorce lawyer
may be tax-deductible.

You may deduct attormey's fees
that are associated with (1) tax plan-
ning, (2) obtaining taxable income,
and (3) securing an interest in a quali-
fied retirement plan. Remember to ask
your attorney to itemize billing to indi-
cate which fees are related o these
items. To reap the benefit, you must
itemize your deductions, and these
fees, along with other “miscellaneous
itemized deductions,” must exceed 2%
of your adjusted gross income. Our
office will help you determine whether
vou can benefit from this deduction
and how to prorate the fees for
the (often) years spent obtaining a
final divorce decree.

Another interesting caveat in tax
law planning for divorce: You might be

able to add the costs associated with
nondeductible atlorney’s fees to the
capital basis of the property you
receive in the divorce (particularly the
marital home), which will reduce your
potentially taxable gain when you sell
the property — an unfortunate event
that tends to follow divorce.

Filing status and dependency

exempfions
If children are involved, the issue of fil-
ing status Dbecomes important,

as do the issues of who can use
dependency exemptions, deductions,
and the child tax credit.

Dependency exermption. Divosce set-
tlements typically designate which
parent receives a dependency exemp-
tion but, if yours does not, tax law
gives the exemption to the parent who
las physical custody for more days of
the calendar year. For cases in which
this number is even between the two
parents, our office can talk to you
about deternmining the exemption.

This issue is important because the
dependency exemption ($3,200 for
2003} is useless to a parent with zero
income or o a parent with a very high
income level. As a rule of thumb, hav-
ing zero income as well as income too
low to qualify equates to zero deduc-
tion; and exemptions are phased out
entirely at very high income levels. If
vou are filing as head of household and
receive under a certain threshold level
of adjusted gross income (AGI) for the
year, the exemption would be wasted
on you. On the other end of the spec-
trum, if your AGI for 2005 exceeds
$182,450 as head of household, your
personal exemptions are phased out by
2% for every $2,500 of income in
excess of these limits.

Your filing status. If you have only
one child, then only one of you may

claim the head-of-houseliold filing sta-
tus. You and your ex-spouse may both
claim this status if you have two or
more children and some live mostly
with you and some mostly with your
eX-Spouse.

In the next issue of CPA Client Tax Letter,
we will discuss the marital home, the
treatment of retirement henefits, and gift
and estate tax issnes that arise in divorce.

2005 Year-End Tax
Planning Ideas for
Businesses

Regardless of the structure of your
business — limited liability corpora-
tion (LLC), C or S corporation, sole
proprietorship, or partnership — you
need to plan carefully during the last
three months of the year to minimize’
your 2005 tax bill. The steps you take
now will divecily affect your after-tax
profit margin. Remember, each situa-
tion is unique, and these few tips are
intended to give general information.
A myriad of year-end planning choices
and considerations are available. Our
CPAs would be happy to speak with
you about your specific business tax
planning needs.

Section 179 expensing deduction
The Tax Code allows you 1o expense up
to $105,000 of qualified fixed assets for
2005, ratlier than depredating them
over several years. This deduction is
limited to personal property used in
your business; it is not extended
to real property. However, you cannot
expense more than the taxable income
generated by your active irade or
business activities. The expensing
corttinued on next page
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2005 Year-Tnd Tax Planning continued from page 2 —
deduction is reduced dollar-for-dollar if your total qualifying
business property purchases rise above $420,000, and it is
eliminated if they reach $525,000.

f you determine that your total asset purchases this
year may exceed the $105,000 limit, call our office to dis-
cuss the possibility of holding off on making additional
business purchases until 2006. We can determine whether
your business will be eligible to use the $105,000 expens-
ing deduction next year.

If you are thinking about purchasing off-the-shelf
computer software, you must act soon. Software puschas-
es are eligible for expensing under Section 179, but only
through 2007.

NOLs
If your business had a net operating loss (NOL) in 2004 —
meaning your expenses exceeded your business income —
you can generally “carry forward” these net losses and
deduct them in: 2005 or they can be “carried back” for two
years. This carryback period opens the door for tax plan-
ning, in terms of timing the receipt of refunds and offset-
ting future income (for up to 20 years). You can also elect
0 give up the carryback period.

NOL deductions are direcily affected by the type of busi-

from unincorporated businesses and S corporations. Qur
CPAs are well-versed in these different rules and and can plan
effectively for end-of-year NOL decisions.

Domestic prodoction activities deduction

Is your business involved in domestic manufacturing, engi-
neeting, construction, eligible production activities, or archi-
tectural services that are related to construction? Regardiess of
whether your business is incorporated, you may be eligible for
a 2005 deduction of 3% of the lesser of your (1) “qualified pro-
duction activities” income; or (2) taxable income.

The rules surrounding this deduction are as intricate
as they are complex. Our office can talk to you about your
eligibility, deduction limits, and other factors affecting
this new deduction’s impact on your business tax liability
for 2005.

Self-employed health insurance deduction

For 2005, self-employed individuals may deduct all of
their health insurance premiums as an “above-the-line”
deduction on Form 1040. Qualified individuals include
sole proprietors, more-than-2%-shareholder-employees of
S corporations, and those partners and LLC members who
perform services for the business. You are entitled to
deduct as a business expense 100% of health insurance
premiums for yourself, your spouse, and your dependents.

niess you have; C corporations are governed by different rules

2005 Year-End Tax
Planning ldeas

for Individuals

We are available to discuss numerous
tips on end-of-year planning — includ-
ing, but not limited to, altermative min-
imum tax (AMT) planning, retirement
plan and medical savings vehicles plan-
ning, gifting, and timing of deductions.
Here are a few additional ideas to start
thinking about:

Withholding taxes

Check your pay stubs or with your
employer to see that you have paid
enough in estimated taxes this year —
either through witltholding or estimat-

ed tax payments — to avoid penalties
for underpayment. You can make up for
any anticipated shortfalls before
December 31 by increasing the amount
withheld from your paycheck or by
making an additional estimated pay-
ment. We can help you decide liow best
to avoid penalfies for underpayment of
estimated taxes.

Malce charitable donations

As we discussed in the September edi-
tion of the CPA Client Bulletin, various
rules apply to the limits and reporting
requirements for denations to chari-
ties, depending on the type and value
of donation made,

You- can lower your tax bill by
donating o charities, but only if you
itemize. You may also be able to get a
bigger “hang for your buck” by donat-
ing appreciated stock. You may deduct
the full market value of the stock and
avoid paying tax on the capital gains,

Offset your gains and losses

Now is a good time to examine your
portfolio for offsetting losses. It's also
an excellent time to review the hold-
ing periods of your investments and
determine which investments to sell.
You may be able to rebalance your
portfolio without tax consequences by
redirecting future investing activity.

New Energy Bill Includes

Good Reasons to “Go Green”

In August, President Bush signed into
law the Energy Tax Incentives Act of
2005 (also known as the Energy Policy
Act of 2005), which includes a $14.5
billion tax component. Although the
majority of the tax law provisions
directly pertain to energy companies,
they also provide tax incentives geared

at individuals and small businesses.

For individuals. To name a few, the
law provides homeowners a tax credit
of up to a lifetime Jimit of $500 for
money spent on energy improvemnents
made to your own home. This lifetime
limit applies to everyone, regardiess of
how much income — and tax hracket
— they earn, For example, you can
install a high-efficiency central air con-

ditioner, energy-saving windows, or an
“energy smart” water heater, among
many other items, and be rewarded for
your choice with a tax credit.

And you're in luck if you've
thought about using alternative ener-
gies for your home. Under the new
law, you are eligible for a 30% tax cred-
it, or up to $2,000, in reward for pur-
chasing a solar-powered water heater or

continued or next page
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New Energy Bill
continued fiom page 3 -
any fuel cell equipment-
for your  primary
residence. There are also
credits  for alternative
motor vehicles and
using certain  types fwmem
of fuel Additionally, o
there is a credit for the
construction of a new
energy-efficient home

| nesses. If you are a
+ manufacturer of ener-
" gy-efficient
. ances, such as clothes
washers, dryers, or
 refrigerators, you will
- be eligible for a tax
credit in ranges such
as: $100 per washer
or dishwasher
$75, $125, or $175

Tnx breaks for busi- | saving time (DST) by a total of cne
month to promote energy conservation.
Starting in 2007, DST will begin three
weeks earlier,” on the second Sunday in
March, and will be extended by one week
to the first Sunday in November (result-
ing in more daylight trick or treating
time). In theory, we will consume less
energy in terms of artificial lighting in
the daylight. Not every state follows DST
— be sure to check with local authorities

appli-

and

and another lesser one for a refrigerator, ' home and while traveling.

for certain  energy depending on the Another bill that was signed into
efficiency improvements energy savings it . law the same month is the Safe,
made to your existing home. | provides. The law also includes a busi- | Accountable, Flexible, and Efficient

These perks are of limited duration:
To take advantage of the energy bill tax

breaks for your home, you must make | mercial buildings.
the improvements between January
1, 2006 and December 31, 2007. ' Daylight Saving Time

Otherwise, you will have lost your win-
dow of opportunity.

ness solar investment tay credit and
a deduction for energy-efficient com-

A particularly interesting featuve of
the new law is that it expands daylight

Transportation Equity Act of 2005, The
next edition of CPA Client Tax Letter will
feature an article explaining, among
other things, how the two new laws
work together to supplant and enhance
previous legislation on tax and other
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Keeping a Step Ahead of the AMT

In foreseeable tax years, the allernative minimum tax (AMT)
will creep up on an alaimingly high number of individual
taxpayers. In 2004 alone, the AMT became something of “a
mighty tax,” ensnaring some 3.5 million individual taxpay-
ers, many of whom are characterized as middle class and
lower-middle income individuals, By 2010, the AMT is
expected to affect 33 million tax-paying units, including nine
out of ten taxpayvers with an adjusted gross income of
$100,000 or more.

The AMT was created in 1969 to ensure that all taxpay-
ers pay at least a minimum tax because, under the climate at
the time, some high-income taxpayers were able to signifi-
cantly reduce or eliminate their regular tax by taking advan-
tage of tax laws. In other words, the AMT was designed to dis-
allow millionaires from escaping their fair share of taxes by
limiting deductions from income in computing {ederal tax
liabilities. Unfortunately, 36 years of inflation have occurred
since the AMT's inception without any corresponding adjust-
ments to limit its impact.

The AMT eliminates many common deducticns or cred-
its that benefit families —such as the dependent exemption,
the mortgage interest deduction, and the deduction for state
and local taxes—resulting i a much higher taxable income
and an often considerably higher tax bill, The AMT becomes
due only if it exceeds your regular income fax liability., Our

office will calculate your regular tax and then perform a
parallel AMT calculation without the disallowed deductions
and making certain other adjustments.

AMT triggers

There are almost as many triggers for AMT liability as there
are deductions and credits that reduce regular tax liability,
Listing them all would amount to reciting nearly the entire,
Tax Code.

Suffice it to say, among the countless triggers, several loom
largest. They include real property, state income, and personal
property tax deductions; medical deductions; deduction of
home meortgage interest; personal exemptions; the standard
deduction; and miscellaneous itemized deductions.

Careful AMT planning

Daunting as it might be, it is not impossible to try to keep a
step ahead of the AMT. At the very least, you can mitigate its
cffects. Planning, especially when it concerns AMT mitiga-
tien, is a multifaceted task,

And when it comes to AMT planning, your best toot is
your CPA. That’s why you should call us—any time throughout
the year—io discuss the best ways to keep a step ahead of the
AMT. There have been several recent and important develop-
ments that your CPA is aware of, including the interaction of
AMT and incentive stock options, the AMT and the home

| 4]

continued on 1ext page
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Keeping 2 Step Alead of the AMT
contirmied fiom page 4—morigage interest
deduction, the AMT and depreciation,
and other key areas,

employee business expenses, work
clothes and uniforms, employee home
office expenses, 10 a myriad of other
important deductions are irrelevant for

Remember that the AMT is a tax
compuiation mdepend- s
ent from regular income
tax calculations and, gen-
erally speaking, it tends ° .
to reduce the tax benefits §7%°€
of many deductions and "
credits on  your tax
refurn, ‘ ;

AMT calculations. This fact alone can

] have a subsian-
¥ tial impact on
- your AMT liabili~
¥ ty, causing you 1o
I lose deductions
. you  previously
r.i ] relied on heavily
.} to reduce your

For example, medica!
deductions are only
allowed for computing
the AMT if they exceed
10% of your income. This
is a tougher rule than fig-
uring regular income tax,
which allows for a med-
ical deduction if medical expenses
exceed 7.5% of your income. Our office
can talk to you about deferring or accel-
erating medical expenses, or using a
flexible savings account at wotk to
avoid the AMT,

Another interesting feature of the
AMT is that it does not take personal
exernptions into account (meaning,
you do not get to take personal exemp-

of calculating the AMT). At the very
least, this fact affects the income tax
planning considerations of divorced or
separated parents, and we will help steer
you in the right direction to determine
which parent would be better to claim
exemption(s) for dependent child(ren).

Individuals should take full notice
of the fact that miscellaneous itemized
deductions are not deductible for AMT

overall income
tax burden.
Again, talk to our
. Office  about
t ) various solu-
tions to this
particular prob-
lem, including
deferring business expenses.

AMT exemption and twe-tiered rates

Married taxpayers filing jointly have an
AMT exemption of $58,000 ($29,000
for married persons filing separately
and $40,250 for a single or head of
household return) in 20085, but an AMT
exemption of only $45,000 for marzied
taxpayers is currently set for tax years
2006 and beyond (the numbers will be
$33,750 for single taxpayers and heads
of household and $22,500 for married
taxpayers filing separately). These
exemptions are phased out if your AMT
income exceeds certain limits. The
AMT rate is 26% on all alternative min-
imum taxable income in excess of the
applicable AMT exemption. That rate
rises to 28% when a married couples’
AMT income reaches $175,000 (and

So, while the rates for regular taxation
fall into six tiers, there are only two
tiers of AMT rates.

This is why it may be critical to
have our office handle your taxes. We
will fill out Form 6251 to determine
whether you owe any AMT. Should you
try to do it yourself and err, the IRS will
respond to underpayment of taxes
with a bill for the amount lacking plus
interest and penalties.

At a glance

The following items are includible for
AMT purposes (meaning, they are sub-
ject to the alternative minimum tax).
You will need to re-think the way you
think for regular income tax purposes:
The very things you think of as helpfil
for computing regular federal income
tax liability prove to be much less so
for AMT purposes. This list is provided
for illustrative purposes, and is not
meant to be complete;

¢ The standard deduction

» State taxes

* Personal exemptions

* Income from the exercise of incen-
Hve stock options

¢ Investment expenses

* Home mortgage interest (oﬁly home
acquisition debt is deductible)

* Net operating loss deductions

* Deductions for medical expenses

* Tax-exempt interest from private
activity bonds

¢ Smail business stock gaing (that
qualify for a 50% tax exclusion)

* Miscellaneous itemized deductions

as wel] This means that
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“Phantom” Stock
If you're a small business owner, you probably count your key
employees as some of your most valuable husiness assets. For
you, there would be no worse “trick” at Halloween than to lose
one or any of these key players.

Just in time for Halloween, when our neighborhoods are
overnm by little ghosts and goblins in sneakers searching for
“tricks or treats,” we can suggest an incentive that sounds
creepy but turns out to be one of the best ways to hold on to

$87,500 for maried persons who file
sepalately) in excess of ihe exemption.

* Passive income or loss deductions

key employees. Contrary to the impression you might get
from the name, phantomn stock does provide a real and legiti-
mate benefit.

What is phantom stock? .
Essentially, phantom stock — also referred to as “shadow
stock” or a “unit stock plan” — grants the riglt to profit from
appreciation of your company's profits or sales, rather than
from any actual stock in your company. Itis a promise to your
designated key employees to pay a bonus equivalent to the
continued on next page
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Retain Your Key Employees continued 1 an inceniive for the employee to stay

fiom page 5—value of company shares or
the increase in value of those shares over
a defined period of time, For example,
you can offer key employees tax-
deferred incentives from the date on
which the employee either (1) cashes
out in conjunction with a sale or merg-
er {ransaction; or (2) exercises the
option prior to its expiration. Like stock
options, phantom stock has a fixed
exercise date and a stated formula for
determining its value,

As the owner of a privately held
company, phantom stock can be your
trump card. Typicelly, you don’t have
the ability to grant stock cptions; and
if you own a family business, chances
are good that your stock is held by
family members.

Other benefits. By offering phantom
stock, you can generally avoid the high

implementation costs and restrictive reg- .

ulatory requirements related to issuing
“real” stock, as well the headaches associ-
ated with stock distribution and dilution.
Even i you have a traditional benefit
plan using stock (such as an employee
stock ownership plan [ESOP] or 401k),
you can supplement it with a phantom
plan. Limited liability companies (LLCs),
sole proprietorships, and partnerships
cannot offer traditional types of owner-
ship plans because of restrictions placed
on ownership. Phantom stock also allows
nonprofit organizations to offer an equi-
ty-type incentive to key employees.

This gift has strings attached

Phantom stock arrangements typically
require employees to remain with your
company for a specified number of years
“or until retirement before the employee
can exercise the right to sell his or
her phantom stock — thereby creating
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on with your company,

Rather than giving your key
employees actual stock certificates, you
give them something that indicates
their ownership of the phantom stock,
which is tied to the pricing of your com-
pany’s “real” stock. And because phan-
tom stock is a type of stock-based incen-
tive compensation, your key employees
can watch the price movements typical-
ly associated with real stock. You can
publish data on stock price in whatever
time incements you choose, keeping
your employees motivaied not only to
stay on with your comparyy but to help
increase profits for their own personal
benefit as well.

Phantom stock plans, varied as they
are from company to company, typical-
ly limit the full amount of units that
may be outstanding at any given time,
as well as how much phantom stock
should be granted to any particular
employee. Quz office can help you
determine the right number of phan-
tom stock units to create for your most
valued key employees. You'll want io
pian ahead for future hires, paying spe-
cial attention not to dole out all units of
phantom stock to earlier-hired exnploy-
ees and lose the incentives for later-
hired key emplovees.

Taxation

There are some imporfant tax issues relat-
ed to phantom stock plans to bear in
mind. For the most part, these plans are
given the same tax treatment as unfund-
ed deferzed compensaticn plans.

The recipient. Like any cash bonus,
the phantom stock is taxed as ordinary
income once the employee actually
recejves a benefit payment, which ordi-
narily occurs upon retirement or separa-

tion from the company. Benefits are
typically paid in installments, rather
than in one Iump sum.

The corporation. You must report
any compensation based on a phan-
tom plan on your key employee’s Form
W-2, and only then can you take a
deduction.

The highly complex set of federal
mules (the Employee Retirement
Income and Security Act of 1974 or
“ERISA”) comes into play if you
extend a phantom stock plan to most
or all of your employees. The goal is to
structure your plan as an incentive plan
for your key employees. Our oifice can
talk to you about the best way to do
this, as well as all of the other intrica-
cies involved with providing phantom
stock iniiiatives on an employee-by-
employee basis, rather than as a com-
prehensive plan offering.

Getting it right
Some phantom stock plans of large
corporations have been challenged
recently, several of which by corpo-
rate stockholders asking a court to
consider whether phantom stock
plans are valid and whether they
wrongfully squander corporate assets,
Overall, the cases hold that a plan
is valid (1} if the corporation receives
“adequate consideration” for the pay-
ments it makes to plan participants
(for example, a key employee who
brings a great deal of value 1o a
company and has stayed on for a long
time); and (2) if there is a “reasonable
relationship” between the benefits
conferred to the employee under the
phantom stock plan and the services
the employee actually provided.

In accordance with IRS Circular 230, this newsletter is not tc be considered a “covered opinion” or other written tax advice and
should not be relied upon for an IRS audit, tax dispute, or any other purpose.

The CPA Clioint Tox Letter is preparéd bjr the stzff of the AICPA to provide generalized infonmation for the clients of jts members. The Tix Leffer carries no official authority. Its
contents should not be acled tipon without specific professional advice fron1 one’s personal tax adviser. Copyright © 2005, American Institute of Certified Public Accountants,
Harborside Finandal Center, 201 Plaza TTI, Jersey City, NJ 07311-3881, Printed in the US.A. Althea Azéff, Editor.
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