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— Ludwig von Mises, the great Austrian-school economist,
explaining that artificial booms brought on by credit expansion
cannot go on_forever. Or, as I put it, have your family try living
beyond its means. See how long your family can earn $60,000
yearly and spend $90,000 yearly. It will end badly.
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The Challenge of the Season
A Change to Appointments

This Season posed some unusual chal-
lenges. Congress couldn’t decide on
2012’s tax law until January 2, 2013.
We’re used to Congress making law all
the way into December of each year,
but this was a bit ridiculous.
(Obviously, this made 2012 planning a
bit challenging as well) Then, while
our privately-developed software in-
cluded all the changes by about January
12th, the IRS didn’t get its act together
and wasn’t ready to accept e-filed re-
turns until January 30th. In addition,
they couldn’t process many common
and ordinary forms and schedules until
early March. Worse, because these is-
sues were so well-publicized, more of
you than usual didn’t send timely tax
packages (i.e., by mid-February), creat-
ing a huge backlog for us by the 1st of
March.

It was a bit more relaxed than
usual during much of February, but by
late-month both our actual and virtual
mailboxes “blew up.” I was concerned
going in because we had three fewer
days in the filing season this year than
in the last two*. By eatly March I real-
ized we’d slipped further behind than
usual and would stay that way unless 1
cut off live appointments, which is
something we’d never done before late
March. Although we were behind the
rest of the Season, we soon returned to
back-up. After being ini-
tially overwhelmed the stress also re-

our “usual”

turned to “normal.”

This Season’s experience got me
thinking about two challenges with
March appointments. First, I've known
many of you for decades and love to
“catch up” and shoot the breeze. Yet,
time in March is precious. We get
about 60% of our year’s workload in
the six or seven weeks ending (most
years) April 15. Taking information by
fax, mail, drop-off, e-mail and tele-
phone dramatically reduces the odds of
excessive conversation and allows us to
focus on your taxes and financial well-
being. Second, sending info by fax,
mail, drop-off, e-mail and telephone
increases the pre-preparation on your
part. The more prepared your docu-
ments are, the more efficient we can
be. For a business that receives 80% of
its primary workload in a ten-week pe-
riod, that efficiency is crucial. (In case
you wonder how we do it, you can’t
imagine the preparation we undertake
in the off-Season, among other things
we do to help everything go smoothly.)

The increased efficiency allows us
to focus on what we do best and enjoy
most: planning and strategizing. We
also have more time to review, reduc-
ing the odds of silly errors (rare though
they are). Nearly two decades ago we
stopped taking April appointments,
often allowing us to complete returns
for which information is received (by
mail, etc.) as late as April 10th or 12th.

I wondered why I hadn’t previously
thought of extending this idea to
March.

In light of this, we will extend our
hiatus on live appointments to at least
part of March. You will still be able to
see us late-April through January and,
of course, February, when we extend
our hours to include Saturdays (which
have been surprisingly open the last
few years as more of you have found
value in our “by mail” package and
style). For those who want to see us,
please plan for January or February; we
are not promising any availability in
March (we’ll see). We will start taking
tax season appointments in late De-
cember—plenty of time to reserve a
good day and time. And, we will still
see certain clients during March and
Aptil—usually for serious matters like
death, serious illness and other situa-
tions—by invitation.

For those who think “seeing” us
is essential, allow me to make an im-
portant point: we prepare and com-
plete returns, and even strategize, with
about 80% of our clients without a
personal visit each year. We have cli-
ents in 25 states, many of whom we’ve
either never met in person or haven’t
seen in decades. We've never met sev-
eral who live as close as a half-hour
away. This also wotks for you by sav-
ing you time and fuel. In neatly every
case we cafn prepare your tax return
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and strategize without a meeting,.

There is one planning strategy for
which we often find the need to meet
in person and present alternate scenari-
os—Roth conversions, but only be-
cause our use of those is unique. In
addition, we sometimes need to meet
to help you make decisions regarding
the buying or selling of property, retire-
ment and estate planning and other
matters having a large impact on your
life and financial well-being. And of
course most such meetings take place
outside of the Season.

Talk to us during the year about
major changes. Even February.
Please, not April 10th.

A related issue revolves around clients
who send little or nothing before mid-
February or, worse, before April 10th,
whose income/deductions are dramati-
cally different from the previous year
and, as a result, owe unexpected tax; or
for whom unexpected decisions—
especially those revolving around re-
tirement plan contributions—must be
made by April 15.

Tax season is often compared to a
marathon. March is challenging, but
April is a do-or-die juggling act. We
e-file scores of returns for which
signed e-file documents are received in
the final few days. We extend a hun-
dred-plus returns for which little or no
information has been received (which
is another problem; please read the
article on disallowed extensions, be-
low). We extend another 30-50 returns
for which we either don’t have final
information or have not yet received
signed e-file documents. And we’re still

trying to complete returns up to and
including the last day**.

There are always several of these
last second clients whose “mix” of in-
come has changed from employment
to self-employment. Unfortunately, it
doesn’t always dawn on them that not
only do they owe income tax on self-
employment income, but also the em-
ployee and employer halves of Social
Security and Medicare (“Self-
Employment”) tax. Several others in-
variably have taken a premature retire-
ment plan distribution and have no
idea that additional tax and penalty
might be due. “But they withheld
20%!” This doesn’t cover what is often
a 33% to 47% combined tax and penal-
ty***. This adds to the confusion and
stress: “We owe how much?!” and—
“yes, you owe that much—and now we
can’t do a thing about it!” Other clients
haven’t a clue they have an opportunity
to contribute to IRAs, or should do so,
because they didn’t know a subtle
change to their income, deductions ot
work situation afforded them new lu-
crative options. Receiving little or no
information until April 10th leaves very
little time to determine the optimal
strategy and advise how much, if any-
thing, should be contributed to a retire-
ment account (IRA, Roth IRA or other
retirement plan). It leaves precious little
time to explain the advantages of such
a strategy, to let it sink in while you
consider it, and to actually make that
last-second contribution. And there are
almost always a few retirement plan
contribution or Roth conversion and
recharacterization errors near April 15
(contributing to the wrong IRA, for
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example) leading to time-consuming
discussions with clients and their finan-
cial institutions.

We have long pleaded with clients
to send us their OLDs (Official Look-
ing Documents—W-2s, 1099s and
the like), by early February. “But we get
some documents late!” That doesn’t
matter—we can at least give you an
idea of where you stand even without
all of the documents, especially when
we know what we’re waiting for. “But
the brokers always issue corrected
1099s!” That’s okay—we can at least
get an idea of where you’re at and
simply wait for those corrections. “But
I'll have more time later!” How long
does it take to stuff the OLDs into the
envelope we provide every year with
our “by mail” package and then mail it
or, alternatively, scan and e-mail, fax,
or drop off the documents? Besides,
“more time later” never seems to hap-
pen, does it

The lesson in all of this is the ear-
lier you send your documents, even if
only the OLDs, the better the service
we can provide, the easier it will be for
you to take full advantage of your fi-
nancial options and the happier you
will be. And we love to provide excel-
lent service, discuss unique strategies
and put a smile on your face!

* The 2011 Season ended April 18 and 2012’s
Season, with an additional day due to leap year,
ended April 17.

** BEven though we’re busy, we get everything
done. We love your referrals! New situations
often provide the inspiration for some of our
most creative ideas, which frequently benefit the
rest of you.

** 20% withholding is required on non-IRA
distributions, but none on IRA distributions.

Inaccurate Estimates of Taxes Owed May
Result in Disallowed Extensions

In the previous article we mentioned a
problem involving filing extensions
when we have little-to-no tax infor-
mation. While this hasn’t mattered
much in the past, possible enforcement
of existing law could create big head-
aches for some.

The problem with extension filing
is the proverbial Catch-22—the IRS
can disallow your extension if the tax
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you report owing is less than 90% of
the tax on the final return and you
can’t show that you made a
“reasonable” attempt at estimating ac-
curately. However, to get to such a
semi-accurate number, we need to
complete much of your tax return!
While the IRS has been lenient on this
magic 90% number in the past, they are
now threatening to start disallowing
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extensions for which estimated tax
owed is later shown to be grossly inac-
curate. Penalties on unpaid taxes for a
disallowed (or no) extension accrue at
5% per month rather than the 2% per
month with an allowed extension (plus
interest either way).

We have in the past made some
very inaccurate estimates of tax liability
on extensions simply because we have
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no OLDs (Official Looking Docu-
ments) for all-too-many clients. The
IRS hasn’t disallowed these exten-
sions—yet. But, we are subject to the
whims of the IRS—and, as we have
seen in the area of foreign financial
accounts and the scandal over recogni-
tion of 501(c)4 organizations, we have
learned how capricious the agency can
be. We urge—as we have for dec-
ades—that if you generally extend or
intend to extend, you supply us with
your OLDs and estimated tax payment
records by early February. Any OLDs
received later can be sent later. Cor-

DOMA: Be

Currently under the Defense of Mar-
riage Act (DOMA), same-sex couples
are not allowed to file joint federal in-
come tax returns. However, same-sex
couples who are ecither married or
“Registered Domestic Partners” in
community property states (including
California), must split community in-
come such as wages. Bach reports half
of such income on their own separate
(single) returns, along with separate
income such as Social Security and
most pensions. Because it acts as a sort
of “income averaging,” this income
splitting often results in a lower overall
tax than married filing joint or tradi-
tional “single” returns on which only
one’s own income is reported.

With the possible demise of DO-
MA (the fate of which has likely been
determined by the time you receive
this), same-sex couples may no longer
be allowed to file as “single,” losing
this tax advantage. Those who aren’t
already married and quickly run out
and perform nuptials, as well as those
already married, could be required to
file jointly, in many cases increasing
their overall tax. The old adage, “be
careful what you wish for,” applies.

Three married same-sex couples
to whom these rules apply are clients.
They get the benefit of joint filing for
California state income tax purposes.
The current regime, under which we
report half of the community income
on each of their Federal “single” re-
turns, results in lower total taxes for
two of the couples (MUCH lower for
one of them) than they would pay on a
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rected OLDs can be sent when you get
them. Assuming other items are fairly
stable, with the OLDs received by early
February we can generally complete an
extension using defensible numbers. If
your “mix” of income and/or deduc-
tions has changed considerably you
should have already let us know in a
late-year planning session. If you did-
n’t, at least do so in January (please
don’t wait until April 10th).

If an extension is disallowed, pen-
alties may be the least of your prob-
lems. The right to make certain elec-
tions and retirement plan contributions

3

for the preceding year are lost, poten-
tially costing more in foregone tax sav-
ings than you’d ever pay in penalties.
For example, you’re planning on con-
tributing $10,000 to a retirement plan
by August, saving you $3,400 in tax. If
your extension is disallowed, you can’t
deduct a prior year retitement plan
contribution. You’ll owe $3,400 more
than planned, in addition to penalties
on whatever you still owe. The good
news is you’ll have the $10,000 to help
pay the extra tax and penalties!

Careful What You Wish For

joint federal return. In other words,
two would suffer a “marriage penalty”
and one likely would not.

Edith Windsor takes on the U.S.
Government

One of the financial advantages of
eliminating DOMA would be to put
such couples on equal footing as other
married couples for estate tax purpos-
es: regardless of the size of the estate,
there is no tax on the first to die
(there’s an unlimited “marital exclu-
sion”: all assets left to a spouse are ex-
empted from any estate tax). And it will
be an advantage for one Edith Wind-
sor. She and her partner, Thea Spyer,
were together for 40 years when they
realized the end was near for Thea,
who had long suffered from multiple
sclerosis. They flew to Canada to marry
and returned to New York, where Thea
died a year later. Edith got slammed
with a $363,000 tax on Thea’s estate,
which would have been completely
avoided had their marriage been recog-
nized by the U.S. government. So, the
83-year-old dynamo brought her case
before the Supreme Court, which is
expected to rule (or not) in June.

At the time of Thea Spyet’s death,
the estate tax was 45% on net worth in
excess of $3.5 million. If they are ruled
to have been legally married, Ms.
Windsor will get a $363,000 (plus inter-
est) refund, but tax will apply to Ms.
Windsot’s estate when she dies, which
under current law will be 40% of the
excess over $5.25 million (adjusted for
inflation).*
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How many people will this bene-
fit? Currently only 14 out of every
10,000 deaths (.14%), fewer than 4,000
estates annually owe any estate tax.
Ignoring personal preferences and oth-
er benefits of marriage, the income tax
cost to the 9,984 people who don’t owe
estate tax is likely, cumulatively, much
greater.

How would a libertarian approach
this problem? First, we’d eliminate the
estate tax altogether. Very little is col-
lected and it’s an incredibly unfair and
irrational tax** on accumulated wealth,
most of which has already been taxed
at least once and often twice. Second,
libertarians believe the recognition or
non-recognition of marriage should be
outside the tentacles of government.
On the other hand, it would seem
we’re stuck with the current system. If
we were to deal with it fairly given the
confines of the current income tax sys-
tem, we’d allow married couples to file
as if legally single, thereby eliminating
any possibility of a marriage penalty.
However, this would dramatically de-
crease government revenues (not to
mention greatly complicate individual
income tax return filings because of the
choices involved) which, given the ra-
paciousness of government, will hap-
pen when pigs fly.

Still, be careful what you wish for.

* This exclusion can be doubled when the first
person dies by filing an estate tax return, even
though no tax is owed. However, it’s too late
for Ms. Windsor, since this rule was not in ef-
fect when Thea died.

** ] intend to explain why this is true in a future
article.
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Tax Return Identity Theft

Your e-filed tax return is rejected be-
cause a tax return using your name and
Social Security number has already
been filed. You are a victim of tax re-
turn identity theft.

You are far from alone. The num-
ber of victims has sky-rocketed in re-
cent years even if very few of you have
been affected. But anyone can be
stricken.

Before 2012, only one client had
been affected, which I didn’t even real-
ize until much later, because the IRS
was so vague about what went wrong,.
In 2012, when I called the IRS regard-
ing a suspected theft I discovered the
gravity of the problem. An extremely
knowledgeable agent told me the num-
ber of identity-theft returns had in-
creased from a hundred thousand as
recently as a few years earlier to an ex-
pected two million, or at least 1% of all
returns filed, for 2012*. The IRS has
paid what is suspected to be billions in
fraudulent refunds from these scams,
not to be confused with the billions in
refunds from claiming fraudulent Child
Tax Credits and (low income) Earned
Income Tax Credits.

This problem is so common a
special set of procedures has been de-
veloped to file a “real” return for vic-

tims of identity theft. I was told to have
our client include an ID theft affidavit
and proof of identity with a hard-filed
return (since we can’t e-file it). The
agent urged us to have our client check
with the three major credit reporting
agencies for any other use of their So-
cial Security number. Thankfully, there
has been no such use or other prob-
lems for any of our affected clients;
criminals seem hell-bent on focusing
on those easy-to-get refunds.

And easy-to-get they apparently
are. You’d think there might have been
protections in place to prevent some-
one from filing 2,137 returns from one
address, but in 2010 someone did ex-
actly that. Instead, the IRS was holding
conferences in which a keynote speaker
was paid $17,000 to inspire IRS em-
ployees to “free up their thought pro-
cess and find creative solutions to chal-
lenges” by drawing pictures of Bono,
Albert Einstein, Michael Jordan and
the Statue of Liberty; the conferees also
engaged in a “Star Trek” parody and a
line dance (http://joemiller.us/2013/
06/yout-tax-dollars-at-work-irs-turns-
over-idiotic-line-dance-star-trek-and-
gilligan-island-videos-to-congtess/) (we
don’t know whether they sang the
“YMCA” song). In another case, a sin-

gle bank account was used to receive
590 fraudulent direct-deposit refunds
totaling more than $900,000. Today,
the IRS says it has better controls in
place. Let’s hope so**.

Identify theft will delay your re-
fund because case resolution can take
up to a year. The good news is the gov-
ernment pays interest at 4% per annum
on late refunds when issued more than
45 days after filing a (real) tax return.
Where else can you get 4% certain?
The bad news is if you need the money
there’s no way to accelerate the pro-
cess. If you are concerned about identi-
ty theft and usually get large refunds,
lower your withholding amounts by
increasing the exemptions you claim,
leaving less of your money in the gov-
ernment’s hands.

* While the percentage of our affected clients is
substantially lower, it still hurts if it hits you.

** Kristin Ericson came up with a simple yet
brilliant idea: require current filings to include
filing status and Adjusted Gross Income figures
from a couple of prior year returns. This would
require a scammer to obtain copies of those
returns to successfully file a return using your
name and SSN, which is probably a lot more
difficult than getting your name and Social Se-
curity number. Apparently the IRS hasn’t
thought of this yet.

What Will Happen to the Value of
My Bonds, Stocks and Real Estate If When
Interest Rates Increase?

Interest rates have been generally de-
clining for more than three decades. At
some point, they will reverse course —
in fact, they may have already done so.
The question isn’t so much if, as when.

Japan has had hyper-low interest
rates (and economic stagnation) for
nearly two decades. While the U.S.
could see rates continue to remain his-
torically low, they’ve been creeping up
for the past year (and, since I began
writing this piece, they quietly spurted
up). What if rates return to the 20- or
40-year average?

The 20-year average mortgage rate
is, according to one source, close to

7.50% and the 40-year average Iis
(gasp!) about 9.5%. I’ve discussed what
that could do to housing values (Spring
2012 WCS), but how badly would
stocks and bonds get hammered?

In prior decades, interest rate in-
creases didn’t necessarily correspond
with a collapse in stock prices. Some-
times, interest rates increased during
economic recoveries and, with such
recoveries, stock prices recovered.
However, we’ve already had a massive
increase in values in what many consid-
er a pathetic recovery (total employ-
ment, for example, is still 2 million be-
low the level of 2008 and there are 2
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million more temp jobs, which in prior
recoveries would have been full-time
jobs—not to mention motre people of
working age). While dividend yields
were 3% at Dow 10,000, at Dow
15,000 yields are a pathetic 2%. Prior
to the roaring ‘90s, whenever such
yields dropped below 3%, such as 1929
and 1987, stock prices were peaking.
Dividends yielded 7% at several prior
stock market bottoms, which today
would require a collapse in prices. At
current dividend payouts, dividends
would yield 7% if the stock market as
measured by the Dow Jones Industrials
plummeted by about 75% to barely
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over 4,000. If mortgage rates hit 7.5%,
30-year U.S. Treasury Bond yields, cur-
rently less than 3.5%, would likely yield
around 6.5%. Which would you rather
own, a sure thing yielding 6.5% or a
not-so-sure-thing yielding 2%p? If you
haven’t already sold in such a market
environment, you are likely to do so,
adding to downward pressure on val-
ues. Stocks will drop to prices that yield
a high-enough dividend to compensate
for the risk of owning a volatile asset
when the “risk-free” competition is
paying 6.5%.

Interest rate increases a/ways corre-
spond with plummeting bond values.
Let’s say you own a 4% bond and the
current market rate for a similar bond
increases to 6%. What would a buyer
of a $1,000 bond that pays $40 be will-

ing to pay when he can get a $60 yearly
couponr While that depends on the
years-to-maturity for that bond, you
might surmise he’s not going to pay
$1,000. In fact, for a bond that never
matures (a “perpetual” bond) he’ll pay
($40/.06 =) $667 (because $667 x .04 =
$60). For a bond maturing in 30 years
he’ll pay about $725; for one maturing
in 20 years, $770; 10 years, $850; and
for one maturing in five years he’ll pay
roughly $915. So, a rate increase of 2%
would cause the value of a 5-year bond
to drop by 8.5%, wiping out more than
two years of interest; a 30-year bond
would drop by 27.5%, destroying near-
ly seven years of interest.

What do you do, then, if you are
concerned about a higher interest rate
environment hammering stock and

bond values? There’s not a lot that can
be done except to invest in near-zero
interest-yielding money market funds
or Treasury bills, or in “stable value”
funds, currently yielding about 2% and
which are an option in neatly every
401k. Even these are not risk-free,
since they depend on an insurance
company living up to a guarantee that
investors won’t suffer a decline in prin-
cipal and will continue receiving inter-
est payments even if rising interest
rates push down prices of bonds; these
are the underlying securities in every
stable value fund. Then you bide your
time, waiting for the next great buying
opportunity. In case you didn’t read
between the lines: my view is that time
is likely not now, but a few years down
the road.

Charitable Donations: the “Right”
Receipts Required

Strict compliance vs. substantial compliance

Since 2006, taxpayers have been re-
quired to obtain and keep receipts for
all charitable donations. For donations
under $250, such receipts may include
cancelled checks, credit card statements
or acknowledgement of receipt from
the charity. For donations of $250 or
more, or for a series of “planned” do-
nations under $250 but which total
$250 or more during a calendar year, a
written acknowledgment containing
certain wording st be obtained from
the charity on or before the eatlier of
the date the taxpayer files the return or
the due date (including extensions) for
filing the return. Because Congress
wrote the law in such a way as to allow
the IRS no leeway, tax court cases in-
volving charitable donations have re-
sulted in unimaginably unfair out-
comes. The strict language of the stat-
ute does not permit “substantial com-
pliance”* as allowed in many other
areas of tax law.

As Inspector Javert put it, “The Law
is the Law”

In a case that could involve any of us,
in 2006 a taxpayer made 44 contribu-
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tions totaling $10,022 to NDM Ferret
Rescue & Sanctuary, Inc., an organiza-
tion the taxpayer founded. Twenty-
seven contributions were for less than
$250 each, totaling $2,393, and 17 con-
tributions were for $250 or more each,
totaling $7,629, none of which were
acknowledged in a letter, let alone one
containing the appropriate language.
Although the IRS and the Tax Court
acknowledged that the contributions
were made and the charity was an IRS-
approved 501(c)3 organization, the
Court disallowed the $7,629 deduction
because there was no appropriate letter
and the doctrine of “substantial com-
pliance” does not apply to charitable
donations.

The taxpayer then argued it would
have been futile to issue an acknowl-
edgment because she was the president
of the organization and, therefore, on
both sides of the transaction. The
Court ruled the strict language of this
statute does not preclude self-issuance
of letters of acknowledgement; there-
fore, the president should have
acknowledged the taxpayer’s gift even
though they are one and the same.
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Since “self-dealing,” where one person
(or a “related” person) is on both sides
of a transaction, is expressly precluded
in many other areas of tax law, this
ruling was rather surprising.

In a similar case, a couple was
denied a deduction for ten donations
totaling $6,465 to their church because
they didn’t get a “contemporaneous”
written acknowledgement. While the
Tax Court admitted the acknowledg-
ment and cancelled checks were relia-
ble, the letter of acknowledgment was
dated January 22, 2008 and was not
received by the “earlier of petitioners’
filing their income tax return or the due
date of April 17, 2006.” Deduction
denied.

In yet another case, a taxpayer was
denied $25,171 in charitable contribu-
tions, mostly to their church. Even
though they produced cancelled checks
and a timely-received acknowledgment
from their church, which included the
amounts and dates of contribution, it
didn’t specifically state that no goods
or services were provided to them in
exchange for their contributions. What
would such a couple do? Of course,



they’d go back to their church and ask
for a new letter that states that no
goods or services were given in consid-
eration for the contributions and, if
there were any, they’d ask them to
“describe and set forth a good faith
estimate of the value of those goods or
services.” (The deduction, of course, is
limited to gifts in excess of such con-
sideration.) The Tax Court denied the
deduction because, while the first
(incomplete) letter was timely received,
the second (complete) letter was not.
Another case highlights the ex-
traordinary inequity embedded in this
area of tax law. A couple was denied an
$18.5 million charitable deduction for
property donated because they did not
attach a “qualified” appraisal. They
attached an appraisal, but the husband,
who was a real estate broker and li-

censed appraiser, figured it would be
okay if he prepared it. The IRS said it
wasn’t okay because Congress stipulat-
ed that a “qualified” appraisal must be
prepared by an independent third pat-
ty. So, the taxpayer obtained an inde-
pendent appraisal valuing the property
for $20.2 million, eliminating the possi-
bility he had overstated the value; then
the charity sold the property for an
even higher $23 million, showing he
didn’t “buy” the appraisal. The Tax
Court, however, disallowed the entire
$18.5 million deduction, explaining the
appraisal wasn’t “timely” since apprais-
als for more than $5,000 must be at-
tached to timely-filed tax returns—and
the third-party appraisal was obtained
after the original filing.

This makes me seethe with even
greater contempt than I already have
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for those who think they know how to
run our lives and spend our money
better than we do. It makes me ponder
why laws such as “thou shalt not cross
the border without permission” go un-
enforced because a politician or bu-
reaucrat says they don’t agree with it,
while laws such as these ate enforced
with a vengeance and to the exact letter
of the law (but maybe that’s just me).

Which brings up a question: do
we really want government running
even more of our lives?

* “Substantial compliance” is compliance with
the substantial or essential requirements of
something (as a statute or contract) that satisfies
its purpose or objective even though its formal
requirements are not fully complied with.

Like-Kind Exchanges:
Strict Compliance Rules Don’t Apply

While charitable donations require
strict compliance with rules, many are-
as of tax law allow “substantial compli-
ance,” or compliance based on
“intent.” A Tax Coutt case demonstrat-
ing this involved a tax-deferred ex-
change* in which the taxpayers ex-
changed an apartment building for a
single family home. They intended to
rent the home, posting flyers but never
advertising it in a newspaper. The ask-
ing price was never lowered and ten-
ants were never found.

Six months later the taxpayers
could no longer afford the property.
Rather than selling the house into
which they exchanged, they listed the
home they lived in and closed on the
sale three months later. The family

then moved into the house they had
acquired via the tax-deferred exchange.

The IRS claimed the taxpayer nev-
er intended the home to be used as
investment property at the time of the
exchange. If it was intended as a home,
the entire gain on the apartment build-
ing would be taxed. The Tax Court,
however, ruled that the taxpayer’s pri-
mary motivation in exchanging for the
single family home was to hold the
property as investment property and,
even though they moved in only nine
months later, allowed the tax deferral
on the exchange.

The evidence proving original
intent to rent the home included not
only their own testimony, which is of-
ten viewed as self-serving, but also

plenty of third-party testimony. This
included witnesses who testified they
didn’t intend to move untl their
youngest child, who was then 15, grad-
uated from high school. Still, compare
this with the strict rules governing
charitable donations. And they exclud-

ed—get this—tax on a profit of
$429,296.

* A tax-deferred exchange involving real estate
allows deferral of tax on embedded gains until
the property into which you exchange is sold.
Property must be “like-kind.” This pretty much
includes any real estate held for investment for
other real estate held for investment, e.g., rental
apartments for a rental house, or commercial
property for land. This precludes an exchange
into a personal home, or what you znfend at the
time of the exchange to be a personal home.

New Optional Method for Calculating the

Home Office Deduction
Likely a boon for homeowners but not renters

Beginning with 2013 tax returns, the
IRS has announced they will allow an
optional “safe harbor” method for

claiming home office deductions. To
be allowable, the usual home office
tests (exclusive business use, principal
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place to meet clients, etc) must be
passed. Those who meet those tests
can deduct up to $5 per square foot per
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year on up to 300 square feet, which
limits the maximum deduction to ($5 x
300 =) $1,500. This deduction is in lieu
of all actual expenses for renters; it re-
places all non-interest and non-tax ex-
penses, including depreciation, for
homeowners. Therefore, it’s one of the
few areas of tax law where “double-
dipping” will be allowed: homeowners
will be allowed to deduct the full
amount of mortgage interest and prop-
erty taxes in the wusual fashion
(Schedule A, itemized deductions) and
deduct $5 per square foot of a qualify-
ing home office, even if actual costs
were substantially lower, subject to the
limitations of this method.

However, there is a huge possible
negative. Home office expenses are
deductible only to the extent of net
income, with any excess carried over to

years in which there is net income—
but not for those using this method.
We’ve had several clients over the years
with $2,000 to $3,000 in yearly unal-
lowable home office costs, which be-
came fully deductible all in one year—
resulting in $15,000 to $18,000 in high-
ly auditable but justifiable deductions
that would have been forgone had this
election been taken.

While it may be a nice little hole
for some to climb through, we looked
at a random selection of clients and
found virtually no renters who will
benefit by using this method. Considet:
you pay $9,000 per year for a 1,000
square-foot apartment, out of which
100 (or 300) square feet are used exclu-
sively for business and you get a $900
(or $2,700) deduction on rent alone
(not counting a percentage of utilities,

insurance and repairs); the optional
method will allow a deduction of only
(100 square feet x $5 per square foot
=) $500 (or $1,500). On the other
hand, at least half of our homeowner-
clients claiming home office deductions
could benefit using the optional meth-
od (because they may deduct interest
and taxes, in addition to this “optional
method” deduction). We plan on re-
viewing all of our home office deduc-
tion clients’ returns and will let you
know if there’s a shot at simplifying
your recordkeeping. We’re still going to
ask for all the usual home expense in-
formation for those qualifying for an
home office deduction for 2013—but
if it looks like it will help we’ll let you
know.

Using Roth IRAs as a Long-Term Tax Shelter

The advantages of Roth IRAs have
been a hot topic in numerous Wealth
Creation  Strategies articles. The most
concise summary of the advantages is
“I Can’t do my Roth Because....” in
issue # 25 of WCS. Using real clients’
objections (“I can’t do my Roth be-
cause I need the money for a new car,”
etc.) I explain that Roth IRAs can be
used not only for retirement, but also
higher education, periods of unemploy-
ment or disability, down payments for
new home purchases, capital for new
businesses and benefits
(substituting, in part, for life insurance).
Contributory Roth IRAs serve as a

survivors’

ready source of funds for nearly any
use at any age—even a new car put-
chase—because the principal contribu-
tions can be withdrawn at any time for
any purpose tax and penalty free
(different rules apply to Roth conver-
sions).

A new client who could have been
funding Roth IRAs but hadn’t (until we
met this year) wondered how much she
could have invested in her Roth if she
had been offered appropriate advice at
their inception in 1998. She had just
turned 50 in 1998 and qualified for the
maximum Roth in every year since. She
could have contributed $69,500, which

by now might have easily grown to
$100,000 even with the low returns on
investments over the last 15 years. She
could have had an additional $30,000 in
tax-free retirement income, which
would have saved her at least $10,000
in income tax (or $27,000 if she had
managed to turn the $69,500 into
$150,000). If she was married the entire
time and her spouse also qualified, we
can double these numbers. Do you see
how Roth IRAs, although non-
deductible up-front, may be the best
tax shelter available?

Maximum Allowable Contributions to Roth IRAs by Year

Age 49 and below Age 50 and above
1998-2001 $2,000 $2,000
2002-2004 $3,000 $3,500
2005 $4,000 $4,500
2006-2007 $4,000 $5,000
2008-2012 $5,000 $6,000
2013 $5,500 $6,500

Total maximum contributions to Roth IRAs through 2013 are $59,500 for those under age 50 and $69,500 for those over

age 50 since their inception.
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Borrowing from Your 401k — There is
Risk Where You Thought There Was None

Borrowing from 401ks is allowed un-
der most plan documents so long as
the repayment is amortized over no
more than five years (longer for home
purchases). Many people think it’s a no
-cost alternative to borrowing from
third parties, but it’s not.

First, you’re repaying the 401k
with non-deductible interest (currently
about 4.25%). Second, youll pay the
tax on this non-deductible interest
when you withdraw the funds. That’s
the equivalent of making non-
deductible 401k contributions and pay-
ing tax on withdrawals. Third, to the
extent of your borrowing, you lose out
on investment income earned from
third party payers, i.e. the stocks, bonds
and banks where you would have in-
vested the funds. This doesn’t increase
your wealth and, worse, to the extent
taxes must be paid on withdrawals,
your wealth actually decreases. Fourth,
you run the risk of defaulting, which
immediately triggers taxable income on

the balance owed. This is especially
risky since 20-28% of people eligible to
borrow from 401ks have loans against
their accounts and 9-18% of these
debts are defaulted on every year.

Defaults occur in two ways. One,
the loan isn’t repaid according to the
amortization schedule. Two, you leave
the employer and don’t repay the loan
within the required timeframe (usually
60 days; be sure to check). This can
lead to terrible tax results, especially if
you are under 59 %2 and your income is
substantial in the year of default.

One married client got the worst
of all possible worlds. They inadvert-
ently defaulted on $15,000, resulting in
immediate recognition of that income.
Incredibly, the tax and penalty totaled
71.8% of the $15,000 loan balance, ot
$10,770.

How could the tax be so exorbi-
tant when “nominal” tax rates are 15%
or 25% for most people? Let us count
the ways. To their 25% bracket add

9.3% state of California tax, 10% fedet-
al penalty and 2.5% state penalty. If
that 46.8% tax and penalty rate isn’t
bad enough, they were paying more
than $4,000 in tuition for each of two
full-time college undergraduates, each
of which qualified them for a $2,500
tuition credit. Their income was smack
in the middle of the phase-out range
($160,000 to $180,000 for joint filers)
for this credit. The two $2,500 credits
were mostly phased out as their income
increased from $162,500 to $177,500;
their “add-on” rate was 25% (12.5%
per credit phase-out). So, 25% + 46.8%
= 71.8%.

You think if they’d called we
would have found a way to pay off that
loan? Of course, but hindsight doesn’t
help. We’re a phone call, an e-mail or a
fax away and, unlike many tax pros,
we’re here all year.

Report Your Room Rentals or Lose Your Home!

Congress now requires taxpayers with
room rentals to report their existence.
Failure to so report will subject taxpay-
ers to fines of $10,000 per room rental
per year per owner (if the home has
multiple owners each owner will be
subject to such fines). The IRS has an-
nounced an amnesty for those who
previously haven’t reported income
from room rentals. Taxpayers who
come clean and report (and pay tax on)
room rental income for the last six
years via amended returns will forfeit
only 27.5% of the value of their home.
Those who do not come clean and get
caught later will forfeit their entire
home, be required to pay the tax due
on all room rental income since the
room(s) was (were) first rented and risk
criminal prosecution.

Kidding!

However, if the government can
do the equivalent of this to taxpayers

with foreign financial accounts—which
they essentially have done (see WCS #
49, Summer 2012); trade “taxpayers
with room rentals” for “taxpayers with
foreign financial accounts”—what pre-
vents them from doing this to taxpay-
ers with undeclared room rentals? If
the government thinks undeclared for-
eign financial accounts are a problem
area for tax compliance, why not room
rentals? Who’s next? Donors to con-
servative 501(c)4 organizations? Or,
when Republicans regain power, do-
nors to liberal 501(c)4 organizations?
This gets tiring, not to mention
scary, doesn’t it? Tim Nerenz, in his
blog “Moment of Clarity” (on hiatus
but still accessible at http://
www.timnerenz.com/; he has two
books of compilations of his brilliant
essays available at Amazon.com) wrote:
“Democrats, write down
how much of your own in-
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come you would have given to
George W. Bush if he could
spend it any way he chose;
Republicans, you do the same
with President Obama in
mind.

“What did you decide? 5%,
maybe less? There you go—
nearly everyone is already half-
libertarian; now just keep both
the left hand and the right
hand out of your wallet—and
your school, your work, your
bedroom, your gun rack, your
church, your charity, your
emails, and your stash—and
you will complete the jour-
ney.”

Such a system would be much
more civil than the one we have, don’t
you think?



