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Check your tax situation before year-end

December 31, 2012, will be a very important date in the lives of taxpayers, because that is the
date that many tax-saving provisions are set to expire. Congress has extended many of these
provisions on a year-by-year basis. However, as it stands now, many tax-cutting provisions
have already expired or will expire. Here are a few of the more important ones that could apply
to you.

Employee’s share of social security taxes. The employee’s share of FICA taxes will return
to 6.2% after 2012, up from 4.2%.

Income tax rates. The 10% tax rate bracket will be eliminated, and the top rate will be
39.6% (up from 35%).

Long-term capital gains. The maximum tax on most long-term capital gains will increase
from the current level of 15% to 20%. For some low-income taxpayers, the current long-
term capital gains rate can be zero. That provision will also be eliminated. Additionally,
qualified dividends will no longer be taxed at the long-term gains rates (including the zero
rate for lower-income taxpayers). Instead, dividends will be taxed at ordinary income rates
as high as 39.6%.

Child tax credit. The current credit, which is $1,000 for a qualifying child, will be reduced
to $500.

Student loan interest deduction. This deduction will be limited to only the first 60 months
that interest payments are made, and there will be a much lower income limit where this
deduction can be claimed at all.

Section 179 expensing deductions. The first-year expensing limit and qualifying property
limit will be reduced to $25,000 and $200,000 (down from the 2012 levels of $139,000 and
$560,000).

Itemized deductions. Itemized deductions are currently not reduced by the size of your
adjusted gross income. That provision will expire, and itemized deductions will again be
reduced for higher bracket taxpayers.

Estate and gift taxes. The estate and gift tax rules will revert to those in effect before 2001.
That means the maximum estate and gift tax rate will increase to 55% (up from 35%), and
the maximum amount of assets to be left to beneficiaries tax-free will be reduced to
$1,000,000 (down from the current level of $5,120,000).



What can you do to manage your tax bill for 2012 and 2013? You should monitor the tax
landscape as Congress returns to Washington. Some of the things that you’ll want to examine

include the following:

e Should you accelerate income into 2012 in order to take advantage of the current tax rates

that may be lower than future rates?

e Should you sell assets that you have held long-term (such as stocks, mutual funds, and

property) to take advantage of the expected lower capital gains tax rates in 2012?

e Should you sell dividend-paying stocks since the tax benefit for holding such stock may be

eliminated?

Contact us if you would like to review these and other tax issues before year-end.

Exercising Nonqualified Employer Stock Options This Year

If you have an employer Nonqualified Stock Option (NQSO), where the exercise price is
substantially below the stock’s current value (often referred to as deep-in-the-money
NQSO), that could be exercised this year, exercising before year-end could be a tax-smart
strategy. There two main reasons for saying this.

e The Bush-era federal income tax rates are scheduled to expire at the end of this year. If
that is allowed to happen, tax rates will go up for everyone starting next year.

e The new 3.8% Medicare contribution tax on net investment income collected by higher-
income individuals is scheduled to take effect next year.

When you exercise an in-the-money NQSO, the bargain element (difference between the
market value of the option shares at the time you exercise and the exercise price) counts
as additional compensation income for tax purposes. Therefore, that bargain element is
hit with federal income tax at ordinary rates.

e |If federal income tax rates go up next year as scheduled, the extra income from
exercising an in-the-money NQSO next year could result in a bigger federal income tax
hit than if you exercise this year.

e While the extra income from exercising an in-the-money NQSO next year would not
itself count as investment income for purposes of the new 3.8% Medicare contribution
tax, it could raise next year’s income to the point where some or all of next year’s
investment income (from capital gains, dividends, taxable interest, and so forth) would
be hit with the new Medicare Contribution tax. The important thing to understand is that
nobody who exercises this year will be exposed to the new Medicare Contribution tax
while those who exercise next year might be.

The tax picture for next year may depend on how the November election turns out, so there
are more moving parts to consider than usual. Please contact us if you have questions about
the best time to exercise an in-the-money NQSO. We can get you ready to follow the best
tax-smart course as year-end approaches.



December deadline for tax-exempt organizations

Here’s an important reminder for small nonprofit organizations: If your organization had its tax-
exempt status revoked for failing to file an annual return from 2007 through 2009, the IRS is
giving you a chance to get reinstated.

The IRS has issued guidance for small organizations with gross annual receipts of less than
$50,000 that will allow them to regain tax-exempt status retroactive to the date of revocation.
To qualify for this reinstatement and a reduced application fee of $100, the organization must
submit an application postmarked no later than December 31, 2012.

Contact our office if you need details or filing assistance.

Increased IRS activity

Within the last year we have seen a remarkable increase in frequency in which the IRS is
making contact with taxpayers. These contacts are the result of a large number of agents hired
over the last few years. Taxpayer contacts can come in many forms such as tax notices through
the mail, phone calls, audits, and perhaps the most alarming, unannounced visits to a taxpayers
home or business. One our professionals, Ritva Williamson, CPA, wrote an informative blog
on these types of visits. Please see the blog area of our website for more details on this type of
intrusion and what to do if it should happen to you.

Should you receive a tax notice or an audit notification, please contact us immediately.
Successfully defeating an IRS notice or audit usually comes down to thorough documentation.
The most common documentation we see missing are business mileage logs, information
regarding who you met with and what was discussed for a business meals and entertainment
deduction, receipts for cash donations, and detailed lists as to what was donated for non-cash
donations. If you have a business (not rentals) that is not your primary source of income, it is
important to document in detail the hours you spend working in that business. If you can
document more than 500 hours a year working in that business, you should be able to deduct
any loss you incur in that business. We are seeing the IRS challenge taxpayers as to whether
they have 500 qualifying hours working in their businesses. Keeping good contemporaneous
records is key. Trying to document 2 — 3 years after the activity takes place is often impossible.
We can represent you before the IRS in any of the above situations.

IRS eases reporting requirement on health coverage

The Affordable Care Act of 2010 included a provision requiring employers to report the cost of
coverage under an employer-sponsored group health plan on the employee’s 2012 W-2.



However, employers issuing fewer than 250 W-2s will not need to include the cost of health
care on W-2s for 2012. For these employers, the 2012 reporting is optional. And such reporting
will not apply for future calendar years until the IRS publishes further guidance.

IRS announces 2013 HSA limits

Health Savings Accounts (HSAs) allow taxpayers with high-deductible health insurance to set
aside tax-deductible dollars that can be used tax-free to pay unreimbursed medical expenses.

If you have an HSA, you’ll be able to contribute more in 2013, thanks to the inflation-adjusted
limit recently announced by the IRS. The amount you can set aside in 2013 will increase to
$3,250 for an individual and to $6,450 for a family. If you’re 55 or older, you’re allowed an
additional $1,000 contribution.

For 2013, a high-deductible health plan is one with an annual deductible that is not less than
$1,250 for self-only coverage or $2,500 for family coverage. Annual out-of-pocket expenses
cannot exceed $6,250 for self-only coverage or $12,500 for family coverage.

IRS delays basis reporting for bonds and options

The IRS is giving brokers extra time to start reporting the basis in debt instruments and options.
This requirement had been scheduled to go into effect on January 1, 2013, but brokers and other
involved parties complained to the IRS that this did not give them enough time to build and test
the systems required to meet this obligation. The IRS has extended the deadline to January 1,
2014. This reporting requirement was the third phase of investment basis reporting included in a
2008 tax law.

This newsletter provides business, financial, and tax information to clients and friends of our
firm. This general information should not be acted upon without first determining its application
to your specific situation. For further details on any article, please contact us.



