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Environmental worries could stop shale gas dead in places.

But although the pace may be slow and the road may have bumps, for the moment the revolution looks set to roll on.”

The Economist, August 6, 2011 in its article, The Future of Natural Gas

Last month we mentioned that the
Dallas Federal Reserve’s Southwest Economy
had reported that north Louisiana’s
Haynesville Shale gas field was now the most
productive natural gas field in the nation.
Both the Wall Street Journal and The
Economist have recently published optimistic
feature articles discussing beneficial economic
and political changes that might occur
worldwide with the development of shale gas.

The Economist asserts that shale gas should
make the world a cleaner, safer place and
concludes with the comments quoted above.
For northwest Louisiana, at least some of the
economic benefits have apparently arrived as
it is difficult to find other reasonable
explanations for our strong retail sales,
housing  values, and relatively low
unemployment, 7.3 percent, compared to the
national rate of 9.1 percent.

MORE LIKELY THAN NOT
INCOME TAX INCREASE FOR 2013

The recent focus on our national deficit,
spending cuts, and tax increases resulted
federal tax rates for 2011 and 2012 remaining
unchanged from 2010. However, for longer
term planning (beyond the next 16 months) it
is important to remember that without law
changes lowering tax rates, significant tax
increases (from 21 percent to 59 percent of
taxes paid) will occur on January 1, 2013 from
two existing laws.

For all Taxpayers. The expiration of the
“Bush tax cuts” will raise the income tax rates
for all taxpayers. The current top individual
rate of 35 percent will increase to 39.6 percent
and the second highest bracket will increase
from 33 percent to 36 percent. The lowest and

second lowest brackets, now 10 percent and
15 percent, will be combined at 15 percent.
The current middle bracket will increase from
25 percent to 28 percent. The federal capital
gains and dividend tax rates will increase from
15 percent to 20 percent.

For Higher Income Taxpayers. These
taxpayers will receive an additional tax
increase for post-2012 investment income.
Single taxpayers with over $200,000 of
adjusted gross income and joint return filers
with over $250,000 of adjusted gross income
will pay an additional 3.8 percent “Medicare
tax” on top-bracket net investment income.
This new tax was imposed by the Patient
Protection and Affordable Care Act of 2010
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“Obama Care,” and is effective on January 1,
2013. It is generally levied on non-business
income from royalties, interest, dividends,
rents, annuities, and capital gains.  The
maximum federal tax due on capital gains and
dividends for these upper bracket taxpayers
will go from $15 per $100 in 2012 to $23.80
per $100 in 2013 — a 59 percent increase in
taxes due on capital gains and dividends. The
Louisiana income tax on capital gains and
dividends, when added to the 23.8 percent
federal tax, will result in a total combined
Louisiana and federal capital gains and
dividends net tax rate of 27.34 percent. For
royalty, interest, and other investment income,
the maximum federal rate will be 39.6 percent
regular income tax plus 3.8 percent “Medicare
tax” or 43.4 percent. On $100 of such taxable
income, the federal tax due will go from $35 to
$43.40 - an increase in tax due of 24 percent.
When combined with the Louisiana tax, the

total maximum federal and Louisiana net tax
rate on royalty, rents, interest, annuities, and
investments income other than dividends and
capital gains will be 45.37 percent. Currently,
the maximum Louisiana and federal tax on
such income is 37.59 percent. Accordingly, in
2013, top bracket taxpayers will pay a
combined Louisiana and federal tax on $100 of
such income of $45.37 up from the current of
$37.59 for a 21 percent increase in the tax.

Taxpayers selling in 2011 and 2012
major assets eligible for installment sale
reporting (as discussed in the accompanying
Alert article “Defer Taxes with an Installment
Sale”) will want to consider the likelihood of
these scheduled tax increases remaining in the
law and consider electing out of installment
sales reporting. All taxpayers will want to
consider these increases in their 2011 and
2012 tax planning.

“TAX-FREe BONDS” — NOT ALWAYS TAX-FREE

Tax-exempt “municipal” bonds and
related mutual funds pay interest that is not
directly subject to regular federal income tax
(although state income taxes might apply).
Investors, however, sometimes fail to realize
that some “tax-exempt bonds” pay interest that
is subject to the alternative minimum tax (AMT).
For taxpayers in the AMT zone (and almost
4 million returns are subject to it), interest from
these bonds (known as private activity bonds) is
fully taxable. In addition, a taxpayer who
purchases a tax-exempt bond at a market
discount will generally realize ordinary taxable
income to the extent of the discount when the
bond matures or is sold.

Because interest income on private
activity bonds is subject to AMT (and is thus
taxable), these bonds tend to pay a slightly
higher rate of interest than other tax-exempt
bonds. For taxpayers not subject to the AMT,
private activity bonds can be a better choice
than a regular tax exempt bond of equal

investment quality because of the premium
return.

For those receiving Social Security
benefits, tax-exempt interest may be indirectly
taxable by increasing the tax on these benefits.
The taxability of Social Security benefits
depends on the extent that income, including
Social Security benefits, exceeds certain filing
status thresholds. Tax-exempt interest income is
included in computing the threshold. As a
result, tax-exempt interest will cause more of
your Social Security benefits to be taxable
unless you are already paying the maximum
income tax on your Social Security benefits.

The possibility of alternative minimum
tax (and other adverse tax consequences) are all
factors that should be considered when making
a decision on whether to buy tax-exempt bonds
rather than other tax-efficient investments. We
will be happy to discuss the possible taxation of
an investment in tax-exempt bonds with you.









f you are selling commercial real estate

(e.g., an apartment or office building) in a
difficult market, you will likely be asked to
provide financing to get the deal done. If this
is the situation, where at least one payment
is received after the tax year in which the
sale occurs, you can use the installment sale
method to defer a portion of the income tax
due on a gain. In fact, unless you elect out, the
installment sale method is required by the IRS.

Under the installment sale method, the seller
recognizes a portion of each payment as gain
when received. Typically, each payment the
seller receives consists of three parts: (1) a re-
turn of basis (investment) in the property sold,
(2) gain (profit) on the sale, and (3) interest on
the installment note. Only the gain and inter-
est portions of each payment are taxable to the
seller.

Reporting gain from the disposition of property
under the installment sale method allows the
seller to spread the tax liability over several
years rather than all in the year of sale. Thus,
the seller’s payment of tax corresponds with
the actual cash flow generated from the sale.

Several restrictions and limitations exist on the
use of the installment sale method. In general,
persons who regularly sell or otherwise dispose
of personal property on the installment plan or
who hold real property for sale to customers in
the ordinary course of business (“dealers”) can
only use the installment sale method for sales
of farm property, timeshares, and residential
lots. However, in the case of timeshares and
residential lots, interest must be computed and
paid each year on the deferred tax liability.
Also, any item that must be included in ending
inventory (e.g., auto parts) is ineligible for the
installment sale method.

Example: Deferring taxable gain using the
installment sale method.

Tyler is a real estate investor, but is not a
dealer in real property. In February 2011, he
sold an apartment complex for $5 million
(net of expenses), receiving $500,000 in

cash and a $4.5 million note. His basis
(investment) in the property was $3 million.

Defer Taxes with an
Installment Sale

The note calls for annual installment
payments beginning in February 2012.
He will receive interest on the note
commensurate with the market and the
buyer is not a
related party.
Tyler will use the
installment sale
method to report
his taxable gain.

Tyler’s total gain
on the sale of
the apartment
complex is $2 million (the $5 million sale
proceeds less his $3 million basis), which is
40% (gross profit ratio) of the selling price.
For 2011, he will report a taxable gain of
$200,000, computed by multiplying the
$500,000 received in cash during 2011 by
the 40% gross profit ratio. The remaining
$300,000 is a nontaxable return of Tyler’s
original investment. As installment
payments are received beginning in 2012,
he will report any interest received and
40% of the principal payment as taxable
gain. The remaining 60% of the principal
payment is a return of his investment.

In certain circumstances, it may be beneficial
to elect out of the installment sale method and
report the entire gain in the year of sale. When
the taxpayer has expiring carryovers (i.e., net
operating losses, charitable contributions, busi-
ness credits), reporting the entire gain in the
year of sale could allow use of those carryovers
and minimize any tax liability. In addition, if
you are concerned that capital gain tax rates
will increase in the future, it may be advanta-
geous to elect out of installment sale treatment
and avoid higher taxes down the road.

This is a somewhat complicated topic, so please
contact us if you have any questions regard-
ing using or electing out of the installment sale
method of deferring taxable gain. L7}
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Combined Business and
Vacation Travel
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f you go on a business trip within the U.S.

and add on some vacation days, you know
you can deduct some of your expenses. The
question is how much. First, let’s cover just
the pure transportation expenses. By this, we
mean the costs of getting to and from the scene
of your business activity, which includes travel
to and from your departure airport, the airfare

» - itself, baggage fees and

tips, cabs to and from
the destination airport,
and so forth. Costs for
rail travel or driving
your personal car also
fit into this category.
The bottom line is
that your domestic
transportation costs are 100% deductible as long
as the primary reason for the trip is business
rather than pleasure. On the other hand, if
vacation is the primary reason for your travel,
then generally none of your transportation
expenses are deductible.

The IRS does not specify how to determine if
the primary reason for domestic travel is busi-
ness. Obviously, the number of days spent on
business versus pleasure is the key factor. We
can look to the rules covering foreign travel
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for guidance on this issue. These rules say
your travel days count as business days, as do
weekends and holidays if they fall between
days devoted to business, and it would be im-
practical to return home. “Standby days” (days
when your physical presence is required) also
count as business days, even if you are not
called upon to work on those days. Any other
day principally devoted to business activities

- during normal business hours is also counted

as a business day, and so are days when you
intended to work, but could not due to reasons
beyond your control (local transportation dif-
ficulties, power failure, etc.).

You should be able to claim business was the
primary reason for a domestic trip whenever
the business days exceed the personal days. Be
sure to accumulate proof and keep the proof
with your tax records. For example, if your trip
is made to attend client meetings, log every-
thing on your daily planner and copy the pages
for your tax file. If you attend a convention or
training seminar, keep the program and take
some notes to show you attended the sessions.

Once at the destination, your out-of-pocket
expenses for business days are fully deductible.
Out-of-pocket expenses include lodging, hotel
tips, meals (subject to the 50% disallowance
rule), seminar and convention fees, and

cab fare. Expenses for personal days are
nondeductible. (7]



