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You, You're Driving Me Crazy
====================================================

The above lyric from a song applies to Congress. While politicians on the stump continue to speak of "simplifying the tax code," congress continues to pass new laws which add more complexity. They have recently passed two new tax laws that change the tax benefits of car ownership.

Change #1

First is the new limit on depreciation for business use of SUVs. Effective with the date of signing of the American Jobs Creation Act of 2004, the maximum amount of depreciation on a vehicle weighing more than 6,000 pounds but less than 14,000 pounds is capped at $25,000 per year. While this change may be negative, there is good news.

Change #2

The Working Families Tax Relief Act of 2004 has modified Section 179A. This Code Section provides a $2,000 deduction for the use of a clean-fuel vehicle. As the law stood before amendment by the Act, the $2,000 deduction was going to be reduced by 25% in 2004 and by 50% in 2005. As the law now stands, there will be no reductions in 2004 and 2005. After December 31, 2005, the amount will be reduced by 75%.

The Basis for the Deduction

Federal tax law allows individuals to claim a deduction for the incremental cost of buying a motor vehicle that is propelled by a clean-burning fuel. By combining an electric motor with a gasoline- powered engine, these hybrid vehicles obtain greater fuel efficiency and produce fewer emissions than similar vehicles powered solely by conventional, gasoline-powered engines.

Please note that the Section 179A deduction is available whether or not the car is used in business. While the SUV limit discussed above applies to business use of the car, no business use is required to get the deduction under Section 179A.

Which Cars Qualify?

The IRS recently released the following announcement: The Internal Revenue Service has certified the Toyota Prius for model year 2005 as being eligible for the clean- burning fuel deduction. The certification means taxpayers who purchase this vehicle new may claim a tax deduction of $2,000 on Form 1040.

The amount of the deduction for the 2005 model year Prius was set after the manufacturer, Toyota Motor Sales, U.S.A., Inc., documented for the IRS the incremental cost related to the vehicle's electric motor and related equipment.

The IRS previously certified the Toyota Prius for model years 2001, 2002, 2003 and 2004. The IRS also previously certified the Honda Insight for model years 2000, 2001, 2002, 2003 and 2004 and the Honda Civic Hybrid for model years 2003 and 2004.

Details

The one-time deduction must be taken in the year the vehicle is originally used. The taxpayer must be the original owner. Individuals take this benefit as an adjustment to income on Form 1040. They do not have to itemize deductions to claim it. In other words, everyone can use this deduction. There is no need to file a Schedule A to receive the benefit.

This is exciting news! Check with the office to see if the state offers any benefits similar to the federal. The two new tax acts have a ton of provisions, some of which will make a difference to you. Don't delay speaking with the office about these changes.

Borrowing Against Your 401(k) Plan
====================================================

It sounds almost too good to be true. Borrow against your retirement fundsand pay yourself interest. There may be times when this is a good idea, but there are pitfalls to be considered before you start dipping into your 401(k) plan.

Note that this article does not address borrowing against your IRA, SEP, Keogh or SIMPLE plans. The details here are specific to 401{k) or 403(b) plans.

Considerations - Pro

There are times when borrowing against your retirement funds makes sense. You pay yourself interest rather than paying interest to a bank, credit union or other lender. You can avoid the 10% early distribution penalty for using funds prior to age 59-1/2 if you work within the rules. Obtaining a retirement plan loan may be easier and cheaper than trying to get qualified through another institution, especially if your credit is not stellar.

Considerations - Con

There are several reasons why 401(k) plan loans may not be wise. You may be limiting the potential growth of your funds. The future accumulation of your plan assets may not be as great if you withdraw your funds. The interest rate you pay may be less than the rate of return on your investments if you had left your funds in the plan.

Be sure that you will be able to pay back your loan. Defaulting on the repayment of the loan has some really "ugly" consequences. If you are under 59-1/2 and you are unable to repay your loan, you are deemed to have an early distribution. That means you are assessed a 10% penalty in addition to the regular income tax. Don't forget that your state may also assess a penalty in addition to taxing the distribution.

Note that if your employer terminates you or you leave the company before the loan has been repaid, the remaining unpaid balance is deemed a distribution, subject to regular income tax at both the federal and state level. Thus the cost of this loan could be more than you expect. You should carefully weigh all of these tax considerations before you make the loan.

Limitations

If you are considering obtaining a loan through your 401(k), then contact your benefits department to review the restrictions that they may have in place. In general most employers offer loan plans, but there may be a maximum that you can borrow. That limit is generally set at the lesser of $50,000 or 50% of your vested balance.

Even though the tax law allows you to borrow up to $10,000 no matter what your vested balance shows, Employee Retirement Income Security Act (ERISA) requires that employers obtain collateral if the borrowed funds exceed 50% of your vested balance. Thus to avoid this administrative hassle, most employers do not allow borrowed funds to exceed 50% of your vested balance.

The discussion of these provisions does not address borrowing against your IRA, SEP, Keogh, or SIMPLE plans. The focus of these provisions is on loans against your pension plan like your 401(k) or 403(b) plan.

Before you take that loan from your retirement plan, make sure you have carefully considered all your borrowing options. An ill-advised loan against your 401(k) balance could have dire consequences.

Political Contributions
====================================================

The battle for the presidency is tight. All indications are that our next president will be elected by a very slim margin. However there is no gray area when it comes to contributing funds to a political party or candidate.

Whether the contribution is made on a local, state or national level, your contribution on any level and to any alliance has more effect on your tax return. In short, your political contributions (on any level) can not be taken as a business expense, and they cannot be deducted as an itemized deduction.

What about expenses for political events?

In addition, expenses related to the following, politically motivated events are not deductible.

o A ticket to a dinner or event thatbenefits a political party or candidate

o A ticket to an inaugural event such as a ball,gala, benefit, fair, parade, etc.

o An ad placed in a political party's publication orprogram if such proceeds benefit the party or the candidate

Basically any funds provided to a party, candidate, committee, associationor organization that accepts contributions or incurs expenses to attempt to affect any election outcome are nondeductible. Thus any contributions to apolitical action committee (PAC) are most likely nondeductible since these committees are often formed to nominate or elect a candidate. Even if the proceeds collected for a candidate are subsequently donated to a charity, you cannot take a deduction for any part of those proceeds.

No gray area here

So even though the polls offer some gray area as to which presidential candidate is leading the race, the Internal Revenue Service is black and white about where it stands on the deductibility of political contributions. Just look at the individual tax return, near the top where it asks, "Do you, or your spouse if filing a joint return, want $3 to go to this (Presidential Election Campaign) fund?" The IRS answers its own question before it is even asked with a note above this seemingly innocuous query, "Checking 'Yes' will not change your tax or reduce your refund." In other words, political contributions don't mean a thing when it comes to paying your taxes.

Drive By Taxation
====================================================

Not long ago, there was a lot of publicity about Oprah and the cars given to her audience members. Surprisingly, there was much confusion about whether the recipients would have to pay tax on the fair market value of the automobile. The answer is: Yes, this amount is taxable income.

The tax law is governed by the Internal Revenue Code. Three specific Sections of the code provide the basis for determining that the receipt of these cars is taxable income. The Sections are 61, 74 and 102

Sec. 61 Gross income defined

Section 61 gives us the general definition for gross income. Some selections from Section 61 are given below.

(a) General definition

Except as otherwise provided in this subtitle, gross income means all income from whatever source derived, including (but not limited to) the following items:

(1) Compensation for services, including fees, commissions, fringe benefits, and similar items; (2-15 not listed here.)

(b) Cross references

For items specifically included in gross income, see part II (sec. 71 and following). For items specifically excluded from gross income, see part III (sec. 101 and following)."

If an item is not specifically excluded from the grasp of income tax, it is included. This is a very important, general rule in determining what income is taxable.

Sec. 74 Prizes and awards

Code Sections 71 through 90 speak about items specifically included in gross receipts. Section 74 states:

(a) General rule

Except as otherwise provided in this section or in section 117 (relating to qualified scholarships), gross income includes amounts received as prizes and awards.

Sec. 102 Gifts and inheritances

Section 102 does provide an exclusion from gross income in the case of gifts. Here is what Section 102 says:

(a) General rule

Gross income does not include the value of property acquired by gift, bequest, devise, or inheritance.

Is it possible that the recipients of these automobiles might be able to argue that the cars were a gift and not a prize or an award? A court case from the world of sports dealt with a very similar issue. The facts of the case are as follows.

Sport Magazine is a publication of the McFadden-Bartell Corp., with business offices in New York City. Each year Sport Magazine (hereinafter sometimes referred to as Sport or the magazine) awards a new Corvette automobile to the player selected by its editors (primarily by its editor in chief) as the outstanding player in the National Football League championship game. A similar annual award is made to outstanding professional athletes in baseball, hockey, and basketball. The existence of the award is announced several days prior to the sporting event in question, and the selection and announcement of the winner is made immediately following the athletic contest. The Corvette automobiles are generally presented to the recipients at a luncheon or dinner several days subsequent to the sporting event, and a photograph of the athlete receiving the car is published in the magazine,
together with an article relating to his performance during the particular athletic event. The Corvette awards are intended to promote the sale of Sport Magazine and their cost is deducted by the publisher for Federal income tax purposes as promotion and advertising expense.

The court found: The dominant motive and purpose of McFadden-Bartell in awarding the Corvette to petitioner was to promote and benefit their business of publishing Sport Magazine.

Similarly with Oprah: The cars were given out to promote and benefit the television show, and that goal was achieved. Yes, there is a cost to the recipients. They have to pay the tax. But they wind up with a car. Not a bad deal in the making.
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