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When to Throw Out Tax Records

Are you doing your spring cleaning and wondering if you
can throw out some of those old tax records? If you are
like most taxpayers, you have records from years ago
that you are afraid to throw away. it would be helpful to
understand why you keep the records in the first place.

Generally, we keep “tax" records for two basic reasons:

(1) in case the IRS or a state agency decides to question
the information reported on our tax returns, and

(2) to keep track of the tax basis of our capital assets so
when we actually dispose of them we can minimize the

tax liability.

With certain exceptions, the statute for assessing
additional tax is three years from the return due date
or the date the return was filed, whichever is later.
However, the statute of limitations for many states

is one year longer than the federal. In addition to
lengthened state statutes clouding the recordkeeping
issue, the federal three-year assessment period is
extended to six years if a taxpayer omits from gross
income an amount that is more than 25 percent of the
income reported on a tax return. And of course, the
statutes don't begin running until a return has been
filed. There is no limit when a taxpayer files a false
or fraudulent return in order to evade tax.

If an exception does not apply to you, for federal
purposes, you can probably discard most of your tax
records that are more than three years old; add a year
or so fo that if you live in a state with a longer statute.

Examples - Sue filed her 2004 tax return before the

due date of April 15, 2005. She will be able to dispose of

most of her records safely after April 15, 2008. On the
other hand, Don filed his 2004 return on June 2, 2005.

He needs to keep his records at least until June 2, 2008.

In both cases, the taxpayers may opt to keep their
records a year or two longer if their states have a
statute of limitations longer than three years.
Note: If a due date falls on a Saturday, Sunday or
holiday, the due date becomes the next business day.

:

The big problem! The problem with the carte
blanche discarding of records for a particular year
because the statute of limitations has expired is that
many taxpayers combine their normal tax records and
the records needed to substantiate the basis of capital
assets. They need to be separated, and the basis
records should not be discarded before the statute
expires for the year in which the asset is disposed. Thus,
it makes more sense to keep those records separated
by asset. The following are examples of records that fall
into that category:

Stock acquisition data - If you own stock in a
corporation, keep the purchase records for at least four
years after the year the stock is sold. This data will be
needed in order to prove the amount of profit (or loss)
you had on the sale.

Stock and mutual fund statements — Many taxpayers
use the dividends they receive from a stock or mutual
fund to buy more shares of the same stock or fund. The
reinvested amounts add to the basis in the property and
reduce gain when it is finally sold. Keep statements at
least four years after the final sale.

Tangible property purchase and improvement
records — Keep records of home, investment, rental
property, or business property acquisitions AND related
capital improvements for at least four years after the
underlying property is sold..
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elling or disposing of your rental can have profound tax ramifications.
Generally, gains from the disposition of rental property, if owned for
longer than a year or if inherited, will qualify for long-term capital
gains when sold. This means that the gain is taxed at a maximum of
15% - with one exception. The exception is recaptured depreciation, which
depending upon the seller’s marginal tax bracket, can be taxed up to 25%.

There are a number of options available that can be used to plan the
disposition of the property to best suit the needs of the individual while
minimizing the tax impact.

Outright Sale - Of course, an individual can sell the property outright and then
the net proceeds will be available for other
investment or spending purposes. When a
rental property is sold outright, the entire
gain will be taxable in the year of sale.
Whether that is good or bad depends upon
whether you can offset all or part of the
gain with; (1) capital loss carryovers, (2)
investments that have unrealized losses
that can be converted to realized offsetting
losses, (3) passive loss carryovers, (4) net
operating loss carryovers, (5) investment
interest expenses carryovers, or (6) a
combination of these situations. If the
taxpayer is able to offset the gain, an
outright sale may be the best option for
disposing of the rental and should be
considered before exploring other options.

Installment Sale — If the seller carries
back a note (mortgage) for all or part of
the buyer’s purchase price, the seller
qualifies for installment sale treatment,
which in effect spreads the taxation of the
gain over the life of the note. Let’s say that
your rental is sold for $400,000 with 20% down and you carry a note for the
balance. Assume that your profit is $300,000. This would mean that 75% of
every dollar of principal that is received will be taxable, Therefore, in the first
year, only $60,000, 75% of $80,000 (20% of $400,000) down payment plus
75% of the principal payments would be taxable. Note that in the year of sale,
any ordinary income that is required to be recaptured is fully taxable, even if no
payments were received.

When considering an installment sale, don't overlook that your money may be
tied up for a long period of time in a mortgage note. If the principal is not
needed for other purposes, then this shouldn’t be a problem.

Convert to Personal Use — The rental can be converted for the personal use of
the taxpayer and any gain deferred until the property is ultimately sold. This
option presents an interesting opportunity. If the rental is residential and the
taxpayer occupies the rental for at least two years after the conversion and
otherwise meets the requirements, the rental would qualify for the home sale
gain exclusion. Thus, the gain, in excess of the depreciation previously claimed
on the home, could be offset by the home gain exclusion. The home gain
exclusion is $250,000 ($500,000 for married couples filing jointly where the
spouse also qualifies). Although there are some timing issues, taxpayers can
generally use this exclusion repeatedly as long as they qualify and only use the
exclusion every two years.

4 Ways to Cash
n Rental

Tax-Deferred Exchange - A tax-deferred (Section 1031) exchange can be
used as a means of avoiding immediate taxation on the gain from a rental
property by deferring the gain into a replacement property. To qualify for a
Sec. 1031 exchange, the property that replaces the rental must be held for
business or investment use and must be real estate (improved or unimproved
qualifies). Sometimes real estate is held in a partnership or other entity.
Generally, an entity ownership does not qualify as like-kind, although
tenant-in-common interests (sometimes referred to as TICS), if structured
properly, can qualify.

If a taxpayer acquires (or constructs) property solely for the purpose of
exchanging it for like-kind property, the IRS says that the taxpayer doesn't hold
the property for productive use in a trade
or business or for investment, and the
exchange doesn't qualify for non-recognition
treatment under Sec. 1031.

Simultaneous or Delayed - An exchange

can be simultaneous or delayed. If -
delayed, the property received in the
exchange must be identified within 45

days after the property given is

transferred. No matter how many

properties are given up in an exchange, a
taxpayer is allowed to designate a

maximum of either:

(a) Three replacement properties
regardless of their fair market value (FMV),
or

(b) Any number of properties, as long as
the total FMV isn't more than 200% of the
total FMV of all properties given up.

The receipt of the new property must be
completed before the earlier of:

(a) 180 days after the transfer of the property given, OR

(b) The due date (including extensions) of the return for the year in which the
property given was transferred.

Qualified Intermediary — Generally, to qualify for a delayed Section 1031
exchange, a qualified intermediary is engaged to hold the funds from the sale
until the replacement purchase is made. It is important to understand that the
taxpayer cannot take possession of the proceeds from the sale and then buy
another property. If that happens, the event does not qualify for exchange and
is immediately taxable.

Reverse Exchanges — It is possible to structure a reverse exchange that
complies with the Section 1031 delayed exchange requirements. However, it
requires that the replacement property be purchased first by the intermediary,
without the benefits of the proceeds from the property given up in the
exchange. Thus, only taxpayers with the cash financial resources can
accomplish reverse exchanges.

Tax-deferred exchanges can be very tricky and should not be entered into
without first analyzing the tax aspects.

You are cautioned not to use any of these strategies without first consulting
this office. There are certain qualifications that must be met and the
information provided is only an overview.




