TAX MANAGEMENT

POSTPONE - ELIMINATE – ACCEPT - REDUCE

Postpone – Eliminate - Accept - Reduce

Tax evasion, dodging your obligations, may be a crime but tax management is not. Certain
socially desirable investments are encouraged by the way our tax laws are written with
provisions for the creative use of tax saving opportunities.
There are four ways to handle your taxes. They are easy to remember if you use the acronym
PEAR; Postponement, Elimination, Acceptance and Reduction. I will, in this chapter, discuss
each separately.
CAPITAL GAINS AND LOSSES
It is almost always desirable to postpone paying taxes whenever possible. (1) If inflation is a
factor, your dollars will be less valuable in the future than currently; (2) you may find
yourself in a lower tax-bracket, especially if you are about to retire; (3) the postponed tax
dollars continue to work for you; (4) maybe your finances will take a turn for the better and
you will be able to pay the taxes at a later date without resorting to borrowing; and (5)
perhaps you will be able to take advantage of the capital gains provision in our tax law.
One basic tenet in tax management is to accelerate your current expenses and postpone
income as long as possible. The reason for this has to do with the capital gains rules. We have
discussed earlier the advantage of holding an investment more than a year so that upon sale
the income will receive favorable tax treatment. Only a fraction (percentage which Congress
changes frequently) of the income (gain) will be taxed at your individual tax-rate as opposed
to having a 100% taxed if the investment were liquidated before twelve (also time may
change) months had elapsed. Similarly if the investment produced a loss it would be either a
short-term loss or long-term loss according to the same rules; i.e. whether it had been held
over or under the qualifying time period.
Just as short and long term gains are taxed differently short and long term losses receive
different treatment under current tax law. Short term losses can be used to reduce ordinary
income dollar for dollar whereas long term losses only reduce ordinary income by a

percentage. Obviously it takes more long term capital loss to reduce ordinary income so
naturally you would prefer to have short term capital losses if you must have losses at all.
REAL ESTATE

Real estate offers so many tax advantages it will be used as an example here. It is unique in
that it can be used to postpone capital gain taxes indefinitely.
Any profit attributed to the sale of your principal residence need not be taxed until two years
from the sale date. If during that period you purchase another home equal in value or more
expensive than the one you sold, the gain from the first sale is postponed until you
sell your new home at a future date. Tax basis refers to the price you initially paid for the
home plus remodeling expenses. Routine maintenance is not included but major
improvements such as room additions, decks, patios, pool, landscaping, etc., are considered
capital additions and raise your tax basis. It is possible to postpone taxation on probable gain
in this manner over and over. Remember each time the cost basis of the current home must be
reduced by the amount of the deferred gain on the former home. That means, of course, that
your current home will be subject to a larger gain when sold. Keep in mind in the following
example fictional and outdated numbers are used but the concept is still valid:
Mr. John Dough, a taxpayer in the highest tax bracket, bought home A for $70,000 and sold it
five years later for $90,000. Figuring the capital gains tax on the $20,000 profit, he would be
faced with a $4,000 tax liability. Remember, according to the capital gains rules, only 40% of
the $20,000, or $8,000, would be subject to taxation and at 50%, which is the highest fictional
tax-bracket rate for this illustration, would be $4,000. Mr. Dough, however, doesn't pay that
tax, he postpones it by purchasing home B within the two-year time limit, for $100,000. Three
years later Mr. Dough sells home B for $150,000. His gain is $70,000, not $50,000, because
his cost basis (price he paid for the house) is reduced by the amount of his deferred gain on
the other house (price paid $100,000 minus $20,000 gain on house A.) If we start with a cost
basis of $80,000 it is easy to see how Mr. Dough is left with a capital gain of $70,000
($150,000 minus $80,000). He can postpone paying tax on the $70,000 capital gain by buying
another house valued at $150,000 or higher ad infinitum. On the other hand, should a loss

occur on the sale of your personal residence you cannot deduct that loss from your taxes
because it has no connection with a trade or business.
EQUITY INVESTMENTS

The capital gains concept favoring postponement of income holds for any equity investment
with potential for appreciation in value. Precious metals, diamonds, art and other collectibles
appreciate in value and are only taxed on their gain when sold. Of course, they pay no income
until sold and may even be costly to hold because of the need for insurance, safe deposit
boxes and other safety measures. Common stock and discounted bonds are favorites in this
area. Growth stocks are purchased with the idea that they will increase in value making them
ideal candidates for capital gains treatment. When a bond is bought at a discount (less than par
value) a gain is built in (difference between the price you paid and selling or maturity
price), so if held for more than twelve months it will also be taxed at capital gains rates. But a
word of caution; U.S. savings bonds are always issued at a discount but they are not treated as
capital assets. The difference between the price you paid and the price the government pays
you on redemption (or that you obtain from a before-maturity sale) is considered to be
interest, not a capital gain and is therefore taxed at ordinary income rates.
On series HH bonds, interest is actually paid to the owner periodically and the owner is taxed
as the interest is received. Series EE bonds allow you to pay taxes on an annual basis or postpone paying taxes until the bonds mature or are otherwise redeemed. Upon maturity series EE
bonds may be exchanged for series HH bonds without triggering a taxable situation making
the postponement of taxes even longer.
EXCHANGES
Taxes may be deferred on simultaneous like kinds of property (Internal Revenue Code Section
1031). There are complex rules in this area for determining like kind and fair market value. If,
in order to achieve a tax advantage, you are considering an exchange of property as opposed
to an outright sale and purchase, make certain you contact a tax professional skilled in
exchanges to guide you through the complexity of unique definitions and exceptions. Used
personal property is an exception because it is unlikely you would have a taxable gain because
the goods would have most certainly have depreciated below their original cost. However,
real property and collectibles that have appreciated are given scrutiny by the IRS. New rulings
are being issued continually and in favor of the taxpayer on occasion. Don't overlook the

potential here for tax advantages but approach them armed with professional counsel.
RETIREMENT PLANS

In other sections I’ve discussed in detail the benefit of having investments increase in a taxfree environment. IRAs, Keoghs, life-insurance policies, employee benefit plans, deferred
compensation plans, annuities, stock-purchase and profit-sharing plans are all examples of
letting capital accumulate in a tax-free environment with taxation postponed until income is
actually realized. Taxes are paid over time if income is taken in installments. If you elect to
receive benefits in a lump-sum, ten-year averaging softens the tax blow and is an excellent
example of the rewards available to an astute taxpayer. Since 1976 it has been possible to
receive your money all at once rather than in installments, and yet pay taxes as if it were
distributed to you over a ten-year period. This can result in significant tax savings but there's a
catch that may make you think twice before electing the ten-year-averaging treatment. This
was mentioned when discussing lump sum distributions.
ELIMINATION
Tax avoidance occurs when the rate at which taxes are saved by investing is greater than the
rate at which taxes are paid when getting out of an investment. Taxes can never be totally
eliminated; there are just too many of them. If you made less than $3,400/year (at this writing)
you might be exempt from federal income tax but FICA taxes would come out of your wages
and sales taxes would continue to be added to your purchases and so on.
REAL ESTATE
Let's go back again to Mr. Dough. Suppose Mr. Dough is now over age fifty-five and decides
to take advantage of another provision of the tax law as it pertains to real estate. There is
another opportunity to escape taxation on real estate completely if you have reached age fiftyfive as of the sale date and have used the property as your principal residence for three out of
the five preceding years.
Depending on changes in the law when you read this, the once-in-a-lifetime exclusion is

available for gains up to a specific amount so take it when and where it will do the most good.
You get no credit if you are unable to use it all; it can't be saved. If Mr. Dough, in our earlier
example, had elected to take the once-in-a-lifetime exclusion on the sale of house A, it would
have eliminated the tax on a capital gain of $20,000. If, however, he took it on the sale of
home B, the exclusion would have saved the tax on a $70,000 gain!
If the property is jointly owned and one party qualifies, both are deemed eligible. If you
divorce after being eligible to the exclusion with a former spouse and if you jointly buy a
home with your new spouse, neither of you will be eligible for the exclusion. If even one
party is disqualified then automatically both are. Remember, this exclusion is available even if
you choose not to reinvest in another home at all.
GIFTS

Of course if you give property away you eliminate the taxes which might otherwise accrue.
There are gift taxes but since ERTA (Economic Recovery Tax Act of 1981) the gift allowance
is quite generous. As mentioned earlier, you are allowed to give each year, to separate
individuals, a specific amount free of taxation and double that amount as a couple if your
spouse joins in the gift. The donee (person who receives the gift) can be a stranger or a family
member. If a family member is a donee the hope would be that that person is in a lower tax
bracket than the donor and so, although the asset would remain within the family, the tax
liability would have been reduced. This is commonly referred to as income splitting.
Progressive tax rates encourage citizens to find ways of remaining in lower tax brackets. One
way of doing this is to divide income between several taxpayers keeping them all in low
brackets.
ERTA, in 1981, made it possible to gift an unlimited amount for tuition or medical expenses
as long as the gift was paid directly to the qualified institution on behalf of the donee.
Minors can receive in their own name life insurance policies on their own life, U.S. savings
bonds and savings accounts. Interest income is taxed directly to the child in his own tax
bracket. Provision has been made for minors to receive other property via Section 2503(C) of

the Internal Revenue Code, the Unified Gifts to Minors Act or regular trusts. Just which
vehicle to use in transferring property should be determined with the advice of your attorney.
Gifts will be discussed in greater detail in the section on estate planning.
SHORT TERM TRUSTS

Short term reversionary trusts, commonly called Clifford Trusts, must continue for at least ten
years and a day. The idea behind them is income splitting, but in this case the donor can get
the asset back when the trust expires. Short term reversionary trusts have been widely used as
vehicles to fund children’s' education expenses. The tax saving is large when you consider an
education at a four year private college paid by a with before-tax dollars. If, that amount were
transferred to a trust early on the actual cost of educating the youngster would be considerably
less. If appreciating assets are used to fund the trust any capital gains that might result are
taxed to the trustor (benefactor or person who establishes and funds the trust). If income,
usually in the form of interest, dividends or rents, is distributed during the trust's life, the
beneficiary pays the income tax, but if income is accumulated, then the trust itself would be
liable for the taxes.
UNITRUSTS

Unitrusts, sometimes referred to as charitable remainder trusts, are still another form of gifting
and income splitting. They generally work like this: A sets up a trust from which his child B is
to be paid at least five percent of the trust's assets on an annual basis for a specified number of
years, up to twenty or for life. When the trust terminates the remaining assets go to charity. A,
upon establishing the trust, takes a deduction for contributing to charity. The amount is
determined by the value of the charity's remainder interest. A escapes any capital gains taxes
which would otherwise be due on appreciated property.
The charitable lead trust is another useful tool. The current income is given to charity and the
property itself is kept. In this manner a large amount of income taxes may be eliminated even
though a deduction generally is denied.
Various trusts and their use as vehicles to reduce a person's taxable estate will be explored
more fully in the estate planning portion of this book.

CROWN LOAN
A Crown Loan is an interest-free demand note first used successfully by Harry Crown, a
Chicago businessman. It is often a demand loan. The proceeds of the loan are transferred to
persons in a lower tax bracket, usually the children or parents of the lender. Originally the
Crown loan was interest-free but in 1984 the U.S. Supreme Court ruled that such loans had to
be made at the market rate of interest or gift taxes would be imposed. This is one more vehicle
to discuss with your accountant or attorney. There are pitfalls that cannot be discussed in
detail here.
MUNICIPAL TAX-FREE BONDS

The interest on state and local government bonds is determined by multiplying the coupon
rate by the par value. Taxes are not levied on this income to the bond-holder which makes
Municipals especially attractive to taxpayers whose income tax-brackets allows them to
achieve a larger after-tax net return from tax-free interest than from higher but fully taxable
interest. You can see that a tax-free municipal bond returning 10% might be a better buy than
a corporate bond yielding 14%.
Elimination of taxes should never be the main reason you enter an investment; yield, growth
potential, safety and your other assets must all be taken into consideration.
ACCEPTANCE

An old Arabian proverb advises: "Do not cut the tree that pro-vides shade.”
If you're one of those people who advocate paying taxes as a patriotic duty and willingly
accept taxes, chances are you pay little or none at the moment. Tune into C-Span’s
Washington Journal some morning and note how many of those who protest loudest about
wasting taxpayer money are currently receiving rather than contributing those dollars to the
government.

Years ago James Stanbery, in speaking of the unfairness of our present tax system, compared
the hardship of imposing even the lowest percentage of taxes on low income earners with the
total lack of inconvenience that results when high income earners pay their taxes. When he
spoke for the Populist movement in California the highest federal income tax rate was 70%.
He seemed to bemoan the fact that 70% tax on a million dollar income would leave the
taxpayer a hefty and, he seemed to imply, unjustifiable $300,000 to live on. I wonder how
long he thought our high-bracket taxpayer would be willing to work and risk for the privilege
of providing 70% of the results of his efforts to the federal government?

If you are among the majority of those who
choose not to accept taxation meekly and with good humor there is something you can do
besides postponing, eliminating and reducing your taxes as advised here; that is educate
others. President Cleveland is credited with the firm belief that people should support their
government but the government should not support the people. If you choose to accept high
taxes you are opting for the illusory governmental safety net which is supposed to protect
citizens from the consequences of their own decisions and actions and should read Thomas
Jefferson on the subject:
"The suppression of unnecessary offices, of useless establishments and expenses, enabled us
to discontinue our internal taxes. These, covering our land with officers, and opening our
doors to their intrusions, had already begun that process of domiciliary vexation which, once
entered, is scarcely to be restrained from reaching, successively, every article of property and
produce."
REDUCE
There are more ways to reduce your taxable income than I can hope to mention here, but
depreciation is one of the most recognized and widely used methods.
Most things lose their value as they are used over a period of time. Deductions are allowed
for depreciation based on this theory even though in actuality the value of real property and
even some automobiles seems to increase rather than decrease over time. The depreciation
rules are varied and tend to be complex. ERTA provided for faster write-offs referred to as
ACRs (Accelerated Cost Recovery) than were available before 1981. These predetermined
recovery periods are shorter than useful lives and extend to industrial plants, machinery,
trucks, automobiles, equipment and other personal as well as real property.

A taxpayer has the option to use straight-line, extended or accelerated recovery periods. There
are pros and cons connected with each one depending on an individual's unique and overall
financial picture. This is an area where an accountant or tax attorney should be consulted with
the objective of analyzing the type of depreciation you should elect in a given situation.
REAL ESTATE—AGAIN
Real Estate could not really compete as an investment, were it not for all the deductions that
investors are allowed. Less well known are the deductions available, at least on a temporary
basis, to a homeowner.
Suppose your job takes you to another locality for a few years or you are retired and travel
extensively. It is possible to rent your residence until you return to it and receive special tax
benefits at the same time. Mortgage interest and property taxes are always deductible on a
personal residence but additional deductions are available for income property—deductions
such as utility and insurance payments, maintenance expenses and depreciation. Often these
deductions outweigh any rent you may receive. Also a tax loss may be desirable to offset
personal income taxes. Remember, though, when it comes to selling a personal residence in
the future your tax basis in the home must be reduced by any depreciation expenses claimed
while enjoying rental proceeds from the property.
THE AT RISK RULE AND PHANTOM INCOME

The at risk rule was initiated in the tax reform of 1976. Basically, it states you cannot writeoff more than the amount you have actually put into an investment unless you are at risk,
meaning personally liable for the extra. Real estate is an exception, and that is one more
reason it is such a popular investment, but even so one must beware of phantom income.
So what is phantom income? Deductions reduce your basis in an investment so if it should be
a losing proposition you are taxed to the extent that the sales price exceeds your basis. The
extra deductions above your actual investment will be taxed as ordinary income. The windfall
of being able to take more deductions than the amount you actually have invested in a project
is an illusory benefit referred to as phantom income.

DEDUCTIBLE CONTRIBUTIONS TO RETIREMENT PLANS

We have previously discussed IRAs, KEOGHs and other pension plans in some detail and
realize, that thanks to ERTA, contributions by an employee to his own plan are deductible
and, of course, the interest, dividends or other profits that accrue within the plans are taxdeferred.
You must start withdrawal of retirement benefits by age seventy and a half. Any money left in
the plan after that age must be withdrawn at least on a schedule that would reduce the balance
to zero over your expected lifespan as determined by actuarial tables.
If you qualified for the KEOGH by only part-time self-employment you might be able to
deduct even more if you also contribute as an employee under a company plan. Remember it
is not a good idea to fund your IRA with tax-advantaged investments, such as municipal
bonds, unless you expect to be in a high tax bracket even after retirement!
GOOD AND BAD TAX SHELTERS

The IRS Code provides for legitimate shelters as an incentive to investment.
Abusive tax shelters often have inflated appraisals, unrealistic allocations and involve
improper, extreme and even illegal interpretations of the law. Often incomplete or misleading
facts are presented in order to obtain substantial tax benefits. These are in reality frauds. They
are frequently characterized by forged trading records, phony transactions, false affidavits,
illusory notes and postdated documents.
Roscoe Egger, one-time Commissioner of Internal Revenue, favored the out-of-pocket
approach which allows a deduction to the extent of the cash investment in the initial year of
an investment. Under this approach taxpayers will receive a dollar deduction for each actual
dollar invested and no more.

HOME OFFICE DEDUCTIONS

The rules qualifying deductions for home offices change frequently. One enduring test for
such a deduction is that the office be used exclusively and continuously for purposes of trade
or business and unless you are self-employed the home office must be for your employer's
convenience rather than your own.
If you qualify you can deduct part of the expenses you incur in running a home; mortgage and
insurance payments or rent, utilities, taxes and maintenance in proportion to the ratio your
office bears to the entire dwelling. Even certain pieces of furniture and business equipment
may be depreciated and written off over time in a prescribed manner.
You may be treading on thin ice if you don’t check this out, but an old court ruling even
allowed deductions for part of a room because an exclusive business use could be shown even
though there was no tangible separation from the rest of the house. However, a partition or
some sort of divider as well as removal of any and all personal non-business-related furniture
would be advisable if you think you might find such a deduction worthwhile and justifiable.
CREDITS

Credits are the best thing that can happen to your tax bill. Remember they don't just reduce
your taxable income by some percentage—they reduce your tax bill dollar for dollar. Various
credits can be taken for rehabilitating real property under qualifying conditions as to age and
use, for child-care, for installing insulation, weather stripping, solar collectors, wind-driven
generators for certain hiring practices, political contributions and in some instances simply for
being a senior citizen.

NOT SUCH GOOD NEWS

The Alternative Minimum Tax was enacted to make certain members of the most affluent
segment of our society do not manage to escape without paying any taxes at all. The AMT
(Alternative Minimum Tax) is computed by adding any tax preference items (such as
accelerated depreciation, the excluded percentage of capital gains, excluded interest, costs and
certain expenses connected with mining and oil drilling, etc., which do not concern the
average middle income taxpayer) to adjusted gross income and then subtracting certain
itemized deductions and specified exemptions which will yield the Alternative Minimum Tax
base. This must be paid if it is higher than an individual's tax computed in the regular manner.
There are always shelter returns under examination by the IRS and pending before the tax
court. Many errors the IRS catches are its own. One study showed 63% were made by IRS
dataprocessing personnel as opposed to 37% by taxpayers. Thanks to our changing tax law,
which means the IRS, is continually changing revising forms and publications.
SUMMARY
If your goal is to eliminate taxes the only way it can be achieved is by losing or giving your
money away, with the one exception discussed involving your personal residence once you
have reached age 55. If you make money on your investments taxes must be paid eventually;
the trick is in the timing! Remember this section is called Tax Management not Tax Evasion.
Anytime you can postpone income tax liability it is to your advantage to do so. You can take
the money currently and invest it so that it will have multiplied by the time the tax has to be
paid. Just as you might employ a hired hand on a ranch even though he is supposed to report
somewhere else in a few months, you could continue to have that money work for you even
though you know it is eventually earmarked for taxes and the IRS. Uncle Sam may get it
sooner or later but you can use the fruits of its labor.
Anytime you are able to shift earned income to another taxpaying entity which is in a lower
marginal income tax bracket, overall tax savings will be achieved. Sometimes the shift is
accomplished by setting up trusts. One of the benefits of incorporation is the fact that
a corporation is a distinct entity which is taxed at a lower rate than is an individual earning the
same income. Also shifting the income itself which would normally be taxed at ordinary tax
rates to some form of tax advantaged income such as real estate with its depreciation,
deductions and capital gains treatment will all help to make you a winner. Go to it!

WORKSHEET
Always ask concerning a potential investment:
1- Is it a good investment on its own merits?
2- What is the tax impact to your overall financial situation?
3- Is this a preference item?
4- Have you checked to see how you stand with the minimum tax regulations?
5- Is it liquid?
6-When liquidated how will it be taxed?
7- Considering your tax bracket, how advantageous is tax exempt income vs. taxable income?
8- Can you sell any losers in your portfolio to offset current gains?
9- Are you taking advantage of the lower long-term capital gains taxes wherever possible?
10- Have you considered giving appreciated long-term capital gain assets to charity?
11- Are you taking depreciation where allowed? Credits?
12- Have you considered ways to delay taking current income?
13- Have you been using exchanges to defer taxes?
14- Have you taken the provision for stepped up basis into account in your planning?
15- When selling stock do you consider which certificates are best to sell for tax advantages?
16- Are you currently or have you considered the advantages to be gained from using trusts?
17- Are you taking advantage of IRAs, KEOGHs and other estate building plans?
18-Are you earning the highest possible after-tax total return on your present investments?
19- Have you considered the merits of 10-year-averaging available for lump-sum death
distributions?
20- Does a lifetime giving program make sense to you considering the $10,000/year you can
give free of gift taxes to an individual?

