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MORTGAGE DEBT, TAX GAIN ON
SALE OF RESIDENCE

With the recent sub-prime mortgage crisis
many homeowners may unknowingly in-
crease their tax bill upon the sale or foreclo-
sure of their homes. Whether they took out
a home equity loan with a teaser rate, or
borrowed heavily to buy-in at the top of the
market, they may bein for abig surprise.

The newspapers are filled with stories about
recently purchased homes that have signifi-
cantly declined in value. Combine that with
an adjustable rate mortgage payment that is
about to reset, and many homeowners may
be forced to sell their homes.

The first consequence of a sale or foreclo-
sure of your home is the gain or loss upon
sale, which is determined by subtracting the
original cost (plus any improvements) from
the sales proceeds. A loss would not be de-
ductible as it would be considered personal.
A gain of up to $500,000 ($250,000 for sin-
gle taxpayers) may be excluded under the
home sale exclusion rules, if al of the re-
guirements are met.

What about the mortgage balance in excess
of the cash proceeds? If the lender forgives
the excess it would be considered income to
the borrower. However, insolvent taxpayers
(and certain others) may be able to exclude
this income from their taxes.

IMPROVE CASH FLOW BY
FACTORING RECEIVABLES

Growing companies may have cash flow
difficulties due to extensive financing of
their sales. Accounts receivable may im-
prove the look of your balance sheet, but
what should you do when you need the
cash? Many small businesses turn to alittle
-known service called “factoring.” Your
business may sell its accounts receivable
(with or without recourse) to a bank or fi-

nancing firm for immediate cash. The
cash is received in as little as 24 hours,
compared to the 30 days or longer it takes
for your customersto pay.

The factor usually advances from 70 to
90 percent of the face value of the in-
voices. When payment is received the
factor takes its fee, and pays your com-
pany the balance owed. The fees range
from 3 to 5 percent, based on saes vol-
ume and the creditworthiness of your
customers. A new business may use this
service until it reaches its goa of becom-
ing self-financing.

TAX DEDUCTIBILITY
OF INVESTMENT FEES

The IRS may be eliminating a tax-saving
strategy used by thousands of taxpayers
with brokerage accounts that charge a flat
percentage fee (known as wrap accounts),
as opposed to a per trade commission.
The annual fees paid by investors (which
can reach 3% of assets) are generaly
treated as miscellaneous itemized deduc-
tions, which are subject to a 2% of ad-
justed gross income (AGI) floor. This
means that only the expenses which ex-
ceed 2% of AGI are deductible. The
benefit of the tax deduction is further
limited by the aternative minimum tax
rules.

Under a little known rule, taxpayers may
have the option of adding the fees to the
basis of the securities acquired in the ac-
count. This would reduce the gain (or
increase the loss) of the securities when
sold. This option usually results in a
lower tax bill. A recent memo issued by
the IRS's Office of Chief Counsel may
make this option more difficult for tax-
payers to choose. This memo was aimed
at assisting IRS agents regarding a spe-
cific taxpayer. However, tax practitio-



ners will rely on this publication due to a general lack of
published guidance.

MORE ON SALESOF YOUR HOME

Elder citizens often need to move into an assisted care
facility or afamily member’s home at some point in their
lives. One of the biggest issues they must dea with is
what to do with their home, often their largest invest-
ment. The longer the home has been owned, the larger
the appreciation and the bigger the tax issues become.
The options are either to keep the home or to sell it. The
decision depends upon their current and estimated future
income needs, as well as any estate planning goals.

The home may be sold now in order to secure easier ac-
cess to the cash in case of emergencies. If the require-
ments were met, all or a portion of the gain may be ex-
cluded from taxable income (see prior article). This tax
savings represents a significant increase in the total assets
of the homeowner.

Another option is to rent the home to generate a new in-
come stream. Selecting a competent property manager
would eliminate the day-to-day burden of managing the
property. If the home were sold within 3 years the gain
may also be excluded under the home sale exclusion
rules. However, the homeowner must be cautious. He
may intend to wait until the end of the 3-year period to
sell, then due to unforeseen circumstances the property is
not sold within the required time frame.

A third option for married couples is to delay selling the
property until one of the spouses passes away. If the
home were community property the surviving spouse
would receive a full step-up in basis to the current fair
market value (a separate property residence would only
receive a step-up on haf). A sae of the home shortly
after that death would generally result in no taxable gain.

LEASE REVIEWS

All businesses will likely grow, shrink or diversify over
time. That means the current office lease they have ne-
gotiated may not suit their future needs. Effective nego-
tiations will save the cost of relocating every time your
business changes its size or direction.

You may also be able to generate extra revenue by sub-

letting, so you may wish to periodically review all of

the office leases, including those of your branches or
divisions.

When you renew your lease you should consider these

ideas:

e Ask the landlord for an improvement allowance or
several months free rent. They would likely make
similar concessions for a new tenant.

e Caculate your growth rate, then rent enough space
to accommodate that growth. Make sure you are
allowed to sublet the excess space until you need it.

e Always measure the floor space to ensure that you
are getting everything you paid for.

BEAR AND BULL MARKETS

Have you ever wondered where these two symbols of
the U.S. stock market originated? Bear markets repre-
sent a prolonged decrease in the market, while bull mar-
kets represent prolonged upward trends. These two
equally forceful creatures of the animal kingdom are
synonymous with these two diametrically opposed mar-
ket trends.

The symbol of the bear may have been the inadvertent
result of stock manipulations by a London-based com-
pany in the early 1700s. The South Sea Company had
many years of prosperity before its failure due to gross
mismanagement. The stock had been sold and resold
many times before it became worthless. As a result,
England’s economy and stock market became volatile,
and an era of speculation was ushered in. Brokers
known as “bearskin jobbers’ began to sell skins before
the animals were caught. This short-selling caused
downward pressure on prices which journalists termed a
“bear market.”

The symbol of the bull may have come from the way it
confronts its prey. The bull thrusts it horns up into its
opponent. While a bear stands on its hind legs and
swipes it arms downwards. |s it because these fierce
opponents were pitted against each other in sporting
events due to their opposite fighting styles? Whatever
the reason, these symbols have been used to describe
the U.S. markets since the late 1800s.

4123 L anker shim Boulevard
North Hollywood, CA 91602-2828

Phone (818) 769-2010 | Fax (818) 769-3100

180 Montgomery Street, Suite 1840
San Francisco, CA 94104-4233

Phone (415) 956-3600 | Fax (415) 956-6517

330 East Warm Springs Road
LasVegas, NV 89119-4240

Phone (702) 315-4213 | Fax (702) 315-4219

This publication isintended to provide general information to our clientsand friends. It does not constitute accounting, tax, or legal advice,
nor isit intended to convey a thorough treatment on the subject matter.




