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Why we would like you to be our client

We would very much welcome the opportunity to put our extensive accounting experience and specialized

tax and audit expertise to work for you. The following achievements and credentials show some of the 

reasons why our firm excels in helping clients like you increase their success: 

n Marmann, McCrary & Associates was one of the first accounting firms worldwide approved

by the Public Company Accounting Oversight Board (PCAOB).

n We have a satellite office in Houston, Texas, from which we serve clients headquartered in 

the Southwest.

n We have developed a relationship with one of the largest accounting firms in the country 

to share expertise and resources between firms.

n We introduced a “Top Down Approach” to Sarbanes-Oxley 404 compliance that is now being

used by some of the largest companies in the nation. The Compliance Advisor Magazine

published our “Top Down Approach” as a cost effective solution to 404 compliance.

Our firm does the audit and tax work for companies that are leaders in their industry. For example, 

our clients include:

n Publicly traded companies on the New York, NASDAQ, and London stock exchanges.

n The largest first-care provider in the Southeast and the fastest growing in the United States, 

n One of the largest and most innovative not-for-profit corporations in the Southeast,

n Commercial banks of all sizes, and

n The second largest bank holding company in the world.

If you would like to put our experience and expertise to work for you, please call us at (256) 381-1473

or toll free (800) 540-9141. Or visit our website at www.marmannmccrary.com. 

We would very much like to hear from you and have the opportunity to serve you soon. 

Sincerely,

Fred K. Marmann, CPA 

Partner

preface



Thanks to recent legislation, you now have more

ways than ever to save on your federal income taxes. 

But the tax code is also more complex than ever. So

the details of various credits, exemptions, deductions

and other provisions — as well as the specifics of

your situation — will determine what steps you can

take to reap the biggest savings. 

To help you zero in on the strategies that best fit

your needs, we’ve organized this guide into sections

that focus on different taxpayer situations: 

w Everyone will want to look at those pages that

highlight recent tax law changes, point out 

commonly overlooked deductions, offer smart

investing strategies, show how to maximize

retirement savings and discuss tax-smart ways 

to manage wealth. 

w Families will find the section on child care credits,

education funding and income-shifting strategies

especially helpful. 

w Business owners and the self-employed will be

particularly interested in the chapter on how to

minimize taxes on business income. 

Where pertinent, we’ve included charts detailing tax

rates, income limits and other information that can

help you formulate appropriate strategies. You’ll also

want to look at the Tax Action Strategy sidebars,

which illustrate specific ways to realize tax savings. 

Because tax law — and therefore tax planning — is so

complicated, this booklet simply cannot cover all the

tax-saving opportunities that may apply to you. So we

strongly encourage you to contact a professional advi-

sor before implementing any of the strategies discussed

here. Your advisor can tell you more about how they 

fit your situation and possibly suggest additional ways

to build a better financial future while paying less tax.
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2004 was a monumental year for tax law changes.

Congress enacted not one, but two, tax acts: the

American Jobs Creation Act (AJCA) and the Working

Families Tax Relief Act (WFTRA). And, in the 

aftermath of Hurricane Katrina, Congress passed

the Katrina Emergency Tax Relief Act of 2005 to 

provide additional tax relief; most provisions, such

as waiving penalties for pre-591/2 retirement plan 

distributions and waiving the floor on deductible

casualty losses, are for those directly affected by

the disaster. Other provisions, which relate to 

charitable giving, have broader applicability.

American Jobs Creation Act
AJCA ushered in the largest busi-

ness tax reform since 1986. The

tax act began as a phaseout of the

export subsidy, but it eventually

mushroomed into a major tax law

benefiting most businesses and

some individual taxpayers. 

Congress devoted a portion of AJCA to a new

deduction for manufacturers. Because the 

term “manufacturer” has been broadly defined,

many more businesses will be able to claim this

deduction than could claim the export exclusion

under prior law.

Another significant change to the tax law involves

nonqualified deferred compensation plans.

Phantom stock plans, certain stock appreciation

rights and other programs may be affected by 

the new rules. The rules will have an impact on

distribution events, elections regarding time and

form of payment, and funding of benefits. They

also prohibit acceleration of benefit payments. 

And Congress further tweaked individual 

itemized deductions. For example, AJCA includes 

a new election that allows you to choose between

deducting state and local income taxes and deduct-

ing state and local sales taxes for 2004 and 2005. 

The law also extends the increased Section 179

expensing deduction amount and allows faster

depreciation on qualified leasehold improve-

ments. See the Business section on page 9 for

more coverage of AJCA changes. 

Working Families Tax Relief Act
WFTRA extends a number of individual tax breaks,

including the $1,000-per-child tax credit, the

expanded 10% tax bracket, and the increased 

alternative minimum tax (AMT) exemption amount.

Increasing the 15% tax bracket range and standard

deduction amount on jointly filed returns provides

marriage penalty relief for a while longer. 

Although such breaks may not make a significant

dollar difference on your tax return, they will benefit

millions of taxpayers across our nation. Moreover,

WFTRA also extended some business credits. 

More changes and
guidance expected
Congress and the IRS

are still pondering many

of the provisions of

these two laws. We may

see some tax breaks 

further extended, and

we will definitely see

more guidance on the manufacturer’s deduction

and nonqualified deferred compensation. w
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The winds of change
Hold on to your hat as we explore how two major tax laws may affect you
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Do you pay too much in taxes? You might not

be aware of all the available tax breaks. Whether

you’re more focused on home-related expenses or

charitable giving, you need to make the most of

what’s available now to keep your tax bill as low as

possible. Here are some tax-saving opportunities

you may have missed. 

Maximize home-related deductions. You can

deduct interest if you use a mortgage to finance

the purchase of your home. You can even deduct

interest on a second home as long as your 

combined home mortgage debt doesn’t exceed 

$1 million. Deduct related points in addition to

interest if the loan is for purchasing or improving

your principal residence. Refinancing points 

must be amortized over the loan’s term. And 

don’t forget to deduct your property taxes.

Pay off nondeductible interest with a home

equity loan. You may be able to maximize your

interest deduction by paying off nondeductible

interest — such as that on credit cards or auto

loans — with money from a deductible class, 

such as a home equity loan. If you’re paying off

credit cards, you likely also will benefit by paying

interest at much lower rates. Interest is deductible

on home equity loan balances up to $100,000, 

thus increasing your overall limit to $1.1 million. 

Make the most of moving. If you are planning 

to sell your home and move in the near future,

remember that, as often as every two years, you

can exclude up to $250,000 ($500,000 if you’re

married filing a joint return) of the gain you 

realize on the sale or exchange of your principal

residence, as long as you meet certain tests.

Take advantage of rental rules. If you rent 

a portion of your primary residence or vacation

home for less than 15 days, you need not report

the income. If you convert your residence from 

personal to rental use, you may reap other benefits.

For example, you may be able to do a like-kind

exchange after conversion to rental property. Or, 

if you sell the property at a loss, you may be able

to deduct the loss because the property is consid-

ered a business asset. (The loss on the sale of a

personal residence is not deductible.) 

Look into tax-favored health care accounts.

Technically you don’t get a deduction for contribut-

ing to either a Flexible Spending Account (FSA) or 

a Health Savings Account (HSA). But participation

does reduce your taxable income. FSAs allow you 

to redirect pretax income to your account up to an

employer-determined limit. The plan then pays or

reimburses you for medical expenses incurred that

were not covered by insurance. HSAs permit you 

to contribute up to $5,250 annually for a family plan

Rise and shine!
It’s time to wake up to some great tax-saving opportunities

D E D U C T I O N S

D E D U C T I O N S

Originally aimed at those sheltering excessive amounts of income, the

alternative minimum tax (AMT) continues to affect more and more middle-

class taxpayers. AMT rates are 26% and 28%, but many deductions

allowed in calculating regular tax liability aren’t allowed for the AMT, 

such as state and local income or sales taxes, property taxes, and some

miscellaneous itemized deductions. If your AMT liability exceeds your 

regular tax liability, you must pay the AMT. For 2005, the AMT exemption

remains at $58,000 for joint filers, $40,250 for single filers and $29,000 

for married persons who file separately. Project whether you’ll fall under

the AMT this year or next, and then time income and deductions as much

as possible to either avoid the tax or to protect your deductions.

WATCH OUT FOR THE AMT — A GROWING PROBLEM
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($2,650 for individual coverage) to interest-

bearing accounts or mutual funds. Account holders

over age 55 may contribute an additional $600 in

2005. HSAs require that you be covered by high-

deductible health insurance. Withdrawals for med-

ical expenses are tax free. Although the IRS recently

granted FSAs a grace period, allowing reimburse-

ment for expenses incurred up to 21/2 months after

the plan’s year end, you cannot carry a balance

over year to year like you can with an HSA. 

Maximize charitable giving. Charitable contribu-

tions are generally fully deductible. So the more

you donate, the more tax benefit you receive 

this year — as long as your itemized deductions

exceed the standard deduction and you don’t 

surpass certain limits. To the extent you exceed

the statutory limits, excess contributions may 

be carried forward — for future use — for up to

five years. For larger donations, consider more

sophisticated charitable vehicles such as private

foundations or donor-advised funds. 

Donate appreciated assets. You can take a 

charitable deduction equal to an asset’s current 

fair market value by donating it to charity. Plus

you’ll avoid paying tax on the long-term capital gain

you’d incur if you sold the property. For instance,

instead of giving cash, donate appreciated publicly

traded securities you have held for more than one

year. Along with getting a tax deduction for the

securities’ full fair market value, you’ll steer clear 

of paying capital gains tax on the appreciation.

Beware: The deduction amount is subject to tighter

limitations than cash contributions. 

Create a charitable remainder trust (CRT).

Another great way to benefit a charity while 

ensuring your own financial future is to fund a trust

that, for a given term, will pay income to you or

beneficiaries you select. At the end of the term, the

trust’s remaining assets pass to one or more chari-

table organizations. Because you’re making a partial

charitable donation, you receive an income tax

deduction for the present value of the amount that

will go to charity. And you can contribute appreci-

ated assets and avoid paying capital gains tax while

possibly increasing your annual cash flow. (CRTs

can also be set up by will at your death, but such

trusts don’t provide these income tax benefits.) w
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Marginal tax rate
Taxable income Base tax (tax on next dollar)

Married filing jointly or qualifying widow(er)

$ 0 $ 0 10%

$ 14,600 $ 1,460 15%

$ 59,400 $ 8,180 25%

$119,950 $ 23,318 28%

$182,800 $ 40,916 33%

$326,450 and above $ 88,320 35%

Married filing separately

$ 0 $ 0 10%

$ 7,300 $ 730 15%

$ 29,700 $ 4,090 25%

$ 59,975 $ 11,659 28%

$ 91,400 $ 20,458 33%

$163,225 and above $ 44,160 35%

Data source: U.S. Internal Revenue Code

Marginal tax rate
Taxable income Base tax (tax on next dollar)

Single

$ 0 $ 0 10%

$ 7,300 $ 730 15%

$ 29,700 $ 4,090 25%

$ 71,950 $ 14,653 28%

$150,150 $ 36,549 33%

$326,450 and above $ 94,728 35%

Head of household

$ 0 $ 0 10%

$ 10,450 $ 1,045 15%

$ 39,800 $ 5,448 25%

$102,800 $ 21,198 28%

$166,450 $ 39,020 33%

$326,450 and above $ 91,820 35%
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2005 INDIVIDUAL TAX RATE SCHEDULE
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You may not have a rich uncle to help you out in

a financial pinch. But you do have Uncle Sam, who

provides special tax breaks to help families keep

more cash in their pockets and help students and

their loved ones fund education expenses. But it’s

important to learn how and when these breaks will

help you and your family the most. Following are

some valuable tax-saving lessons to ensure you take

full advantage of everything Uncle Sam has to offer. 

Take advantage of tax credits. You may be 

able to claim the $1,000 Child tax credit for each

child under age 17 at the end of the calendar 

year. And you may be eligible for the Child and

Dependent Care credit, which is worth at least 

20% of qualifying expenses, subject to a cap. If 

you adopt, you may be able to take the maximum

Adoption credit of $10,630 in 2005 or the employer

adoption assistance program income exclusion

(also $10,630 per eligible child). But note that these

credits include restrictions and some phase out if

your income is above certain levels. (See Chart 2.)

Shift income to 

children. For children

ages 14 and older, all

income (earned and

unearned) will be

taxed at their own,

generally lower, 

marginal rates. So 

giving them income-

producing assets can save your family tax dollars.

In 2005, you and your spouse together can give 

up to $22,000 of assets free of federal gift tax to

each of your children (or grandchildren) without

using any of your lifetime gift tax exemption. 

(For more on gift tax planning, see page 15.)

Keep in mind that for children under age 14,

unearned income beyond $1,600 will be taxed at

their parents’ marginal rate — so the income tax

benefit of shifting income to them will be limited. 

Hire your kids for additional tax benefits. If you

own a business, you can hire your children and

fully deduct their pay. And if your business is unin-

corporated and your children are under the age of

18, you won’t owe any payroll or unemployment

taxes on their wages. Your kids benefit too: They

can earn as much as $5,000 (the 2005 standard

deduction amount for singles) and pay zero federal

income taxes. They can earn an additional $4,000

tax-deferred if they contribute it to a traditional

IRA, though that will make them ineligible for Roth

IRA contributions. (See the Tax Action Strategy 

on page 6.) Keep in mind that the children must

perform actual work for wages in line with what

you would pay nonfamily employees. 

Tax breaks 101
Uncle Sam helps out parents, children and students of every age

F A M I L Y A N D E D U C A T I O N

FA M I LY  A N D  E D U C AT I O N
C

H
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R
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Adjusted gross income phaseout ranges

Tax break Single filers Joint filers

Adoption credit $159,450 – $199,450 $159,450 – $199,450

ESA contribution $ 95,000 – $110,000 $190,000 – $220,000

Hope credit $ 43,000 – $ 53,000 $ 87,000 – $107,000

Lifetime Learning credit $ 43,000 – $ 53,000 $ 87,000 – $107,000

Tuition and fees 
deduction $ 65,000 – $ 80,000 $130,000 – $160,000

Student loan 
interest deduction $ 50,000 – $ 65,000 $105,000 – $135,000

Data source: U.S. Internal Revenue Code
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2005 FAMILY AND EDUCATION TAX BREAK AGI PHASEOUTS
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Consider a 529 plan. These plans enable 

parents (or grandparents) to either secure current

tuition rates with a prepaid tuition program or 

create tax-free savings accounts to fund college

expenses. Most are state-sponsored, although 

private institutions can offer prepaid tuition 

plans. Distributions used to pay qualified higher

education expenses are income-tax free, though

without further legislation this tax break will 

expire after 2010. 529 plans provide estate planning

benefits as well: Your contribution will qualify for

the $11,000 annual gift tax exclusion ($22,000 for

gifts by married couples). You even can elect to 

use annual exclusions for five years all at once (for

example, a $55,000 contribution or a $110,000 joint

gift). (For more on estate planning, see page 15.)

Cover more education costs with Coverdell ESAs.

Coverdell Education Savings Accounts (ESAs) offer

some key advantages. Subject to income limitations

(see Chart 2 on page 5), you can contribute $2,000

to such a plan to benefit a child under age 18

(unless the child has special needs, in which case

special rules apply). The contribution is not

deductible, but distributions of earnings will be tax

free if used to pay for the beneficiary’s qualified

education expenses, for college as well as elemen-

tary (including kindergarten) and secondary school. 

You may claim the Hope or Lifetime Learning

credit (see “Teach yourself — and your kids —

about education credits”) and take tax-free ESA

distributions as long as you don’t use the ESA

funds to pay the same expenses for which you

claim the credit. The deadline for contributions is

the due date of the income tax return for the year

of contributions — April 15 of the following year.

Teach yourself — and your kids — about

education credits. When your kids hit college,

you may be able to claim a Hope credit for the

first two years of postsecondary education. For

qualified tuition and related expenses required 

for enrollment on at least a half-time basis, the

maximum credit, now adjusted annually for infla-

tion, is $1,500 per student for 2005. Similarly, you

may be eligible for the Lifetime Learning credit of

up to $2,000 per taxpayer for an unlimited number

of years of postsecondary, graduate and certain

other education expenses. If your income is too

high to qualify for either credit (see Chart 2 on

page 5), your child may be able to claim it.

Set a course for education-expense deductions.

If you don’t use the education credits, you may 

be able to deduct “above the line” a portion 

of qualified higher education tuition and fees.

Taxpayers with adjusted gross incomes (AGIs) 

not exceeding $65,000 for singles and $130,000 

for joint filers are eligible for a maximum annual

deduction of $4,000 in 2005. (See Chart 2 on page

5 for AGI phaseout ranges.) Education tax breaks

can also come in the form of a fringe benefit. You

may exclude from income qualified employer-

provided education assistance, including funds 

for graduate-level courses. 

Deduct student loan interest. Taxpayers paying

interest on student loans may be able to deduct

up to $2,500 of interest above the line. Income

phaseout ranges are now adjusted annually for

inflation. (See Chart 2 on page 5.) w

Roth IRAs are perfect for teenagers because they’re typically

in low tax brackets and have many years to let their accounts

grow tax free. The contribution limit for minors is the same

as for adults under 50: the lesser of $4,000 (in 2005) or 100%

of earned income from a legitimate job reported on their tax

returns. (For more on Roth IRAs, see page 14.)

START YOUR TEEN’S RETIREMENT 
SAVING NOW WITH A ROTH IRA

TA
X

A
C

T
IO

N
S

T
R

A
T

E
G

Y



7

Some people look at investing as a sport — the

one who scores the first million wins. But most

people count on their investments to help them

reach their goals, whether it’s a comfortable

retirement, a college education for their kids or 

a long-awaited trip around the world. The key to

reaching your goals is to invest smartly. And that

doesn’t mean simply picking winning stocks or

funds. Smart investing also takes into account 

the tax consequences of every transaction.

Although tax considerations shouldn’t dictate

your investment decisions, these strategies can

help you become a smarter investor. 

Time capital gains and losses. The 15% capital

gains rate applies only to investments held for

more than 12 months. Remember this if you’re

considering purging your portfolio of an underper-

forming stock. Holding on to it may help you cut

your taxes on the

profit in half. Timing

is also important if

you’ve cashed in

some big gains dur-

ing the year. Before

year end, look for

unrealized losses in

your portfolio and

sell them off, thus

offsetting the gains.

If you end up with 

a net loss, you can

claim up to $3,000

this year and carry

forward any excess

to future years.

Reduce turnover to save more tax dollars.

Selling stocks frequently or holding mutual funds

with high turnover rates tends to repeatedly 

create capital gains. Long-term gains (those on

capital assets you have owned more than one

year) are taxed at significantly lower rates than

regular income — 20 percentage points lower if

you’re in the highest regular income tax bracket

(35%). (See Chart 3.) Thus, holding stocks long-

term or choosing funds that provide primarily

long-term gains could save you more tax dollars.

But be sure to consider overall performance, not

just taxes, when selecting stocks or mutual funds.

Identify which shares you’ve sold. Sell high-tax-

basis shares when possible to reduce gain or

increase your loss and offset other gains. If you

bought the same security at different times and

prices, you must identify which shares you have

sold when you file your tax return or you’ll be

deemed to have sold the shares on a first-in, 

first-out (FIFO) basis. If you hold stock certificates,

you must surrender the appropriate ones.

Go for the gold
Learn how to invest for the best tax results

I N V E S T I N G

I N V E S T I N G
C
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Maximum
Holding period tax rate

12 months or less (short term) 35%

More than 12 months (long term) 15%

Key long-term 15% rate exceptions:

Collectibles, such as artwork 28%

Gain attributable to depreciation on real property 25%

Gain that would be taxed at 10% or 15% 
based on the taxpayer’s regular income tax rate 5%

Data source: U.S. Internal Revenue Code
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CAPITAL GAINS TAX RATES
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Avoid wash sales. The wash sale rule pre-

vents you from taking a loss on a security if you

buy an identical or significantly similar security

(or option to buy a security) within 30 days 

before or after you sell it — you can realize a 

loss only when you sell the replacement security.

Fortunately, there are ways around the wash sale

rule. For example, you may buy securities of a 

different company in the same industry or shares

in a mutual fund that holds securities much like

the ones you sold. Alternatively, consider doubling

up on your investment for a 31-day period before

selling the original shares or selling and then 

waiting 31 days to repurchase.

Consider dividend-paying stocks. With the 2003

introduction of the lower 15% maximum federal

tax rate on dividends, dividend-paying stocks

have become more desirable. But many saw price

increases as a result, perhaps offsetting the tax

advantage with an inflated price. Nevertheless,

the lower rate serves as a reminder that dividend-

paying stocks may have a place in your portfolio.

Weigh the tax impact of bonds. Although interest

on U.S. government obligations is taxable on your

federal return, it’s generally exempt on your state

and local returns. In contrast, interest on state 

and local government bonds is excludable on your

federal return. If the state or local bonds were

issued in your home state, interest also may be

excludable on your state return. But corporate

bond interest is fully taxable for federal and 

state purposes. 

Swap your bonds. With a bond swap, you

sell a bond, take a capital loss and then immedi-

ately buy another bond of similar quality from a

different issuer. The wash sale rule (see “Avoid

wash sales” at left) doesn’t apply because the

bonds aren’t considered substantially identical.

Thus, you achieve a tax loss with virtually no

change in economic position. 

Beware of “original

issue discount”

income. This comes

from investments

that generate annual

interest — even

those that don’t

annually pay you this

interest — such as a

bond (except a U.S.

savings bond) with original issue discount (OID),

where you build up “interest” as the bond rises

toward its maturity price. The IRS says you earn a

portion of that interest annually and expects you

to pay tax on it. So, these investments may be

best suited for tax-deferred vehicles, such as IRAs

and Keogh plans, or for investors with sufficient

cash flow to absorb this tax.

Exercise stock options with care. Before 

exercising (or postponing exercise of) options 

or selling stock purchased via an exercise, 

consider the complicated tax rules that may 

substantially add to your tax liability if you act

hastily — or minimize it if you plan properly. At

the same time, financial risks can be great if you

focus solely on getting the best tax treatment.

Take the investment interest expense deduction.

You can deduct investment interest — up to 

your net investment income for the year — on 

any money you borrow to buy or carry taxable

investments. But you can’t include long-term capital

gains or dividends in your net investment income

for investment interest deduction purposes without

waiving the favorable 15% rate and subjecting 

your gains or dividends to your higher ordinary

income tax rate. w

An installment sale allows you to defer capital gains

on most assets other than publicly traded securities.

You can defer your overall tax burden by spreading

the gain over several years as you receive the pro-

ceeds. Or, if you invest in rental real estate, consider

a like-kind exchange. You may be able to defer gain

over the time you hold the replacement property,

though you will reduce your depreciation deduc-

tions on that property.

BE CREATIVE WHEN SELLING ASSETS
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Owning a business has never been easy. Not

only must you deal with day-to-day operational

issues, but the tax law is always changing. Get

ready for the mother lode of changes: The

American Jobs Creation Act (AJCA) has upended

the laws for exporters, introduced a new deduction

for manufacturers and created headaches for 

sponsors of nonqualified deferred compensation

plans. Besides the new tax law, you also must bear

in mind all the tried and true strategies for keeping

your tax bill under control. Here are a wide variety

of ideas that can empower you to do just that. 

Take advantage of the new

manufacturer’s deduction.

The cornerstone of AJCA 

is the new deduction for

manufacturers. When fully

phased in, the deduction

will be equal to 9% of the

lesser of qualified production activities income 

or taxable income (adjusted gross income for 

individuals). The deduction is 3% in 2005 and

2006, 6% in 2007 through 2009, and 9% in 2010 

and thereafter. The deduction is further limited 

to 50% of wages paid during the calendar year 

and can be used against both regular tax and the

alternative minimum tax (AMT).

The definition of “manufacturer” under the new

law is much broader than its traditional meaning.

The deduction is available to businesses engaged

in activities such as construction, engineering,

architectural services, computer software pro-

duction and agricultural processing. It applies to

sales of tangible property produced primarily in

the United States. 

Plan now to maximize your benefit from this

new deduction. Determine whether your business

qualifies, if there are ways to increase your 

deduction, and how to capture the necessary

information in your accounting system.

Follow the new rules for nonqualified deferred

compensation. AJCA also ushered in new rules

for nonqualified deferred compensation. These

arrangements are a promise to pay executives and

key employees sometime in the future for services

to be currently performed. The plans are often

geared to the individual and based on his or her

performance or on the company’s performance.

AJCA brought new rules, more rules, and probably

more tax, for nonqualified deferred compensation.

Moreover, the definition was broadened to cover

more plans and compensation arrangements. 

The rules apply to compensation deferred after

2004, affecting timing of initial deferral elections,

changes to elections, timing of distributions, 

and how benefits are funded. Distributions are

allowed only for specific events, and payment of

benefits generally cannot be accelerated. If a plan

fails to meet the requirements, it will result in loss

of tax deferral. In addition, all amounts previously

deferred will be taxed, plus charged interest and a

penalty tax of 20%.

These new rules apply to a wide range of non-

qualified deferred compensation plans and

arrangements, but they specifically exclude 401(k)s

and other qualified employer plans, qualified gov-

ernmental plans, and any bona fide plan covering 

vacation leave, sick leave, compensatory time or

disability pay. Nonqualified deferred compensation

Taking care of business 
Tax law changes require additional planning strategies
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can still be an effective way to compensate

employees. However, you need to determine

whether your plans are covered by the new rules

and then map out how to bring them into compli-

ance by Dec. 31, 2006. 

Consider business structure. Businesses may

operate under a variety of structures, ranging

from sole proprietorship to C corporation. Income

taxation and owner liability are the main factors

that differentiate one from another. 

With recent tax law changes, many new businesses

will still lean toward the flow-through taxation of 

a sole proprietorship, partnership, limited liability

company (LLC) or S corporation. Maximum federal

tax rates for corporations (see Chart 4) and indi-

viduals are now identical at 35%, taking away one

of the advantages of the C corporation. (While

individual rates have decreased, corporate rates

have not changed.) At the same time, double 

taxation of C corporation income is less of a factor

because of the new lower dividend and long-term

gains rates — though still not an issue to ignore.

Defer income and accelerate deductions. In

potentially high-income years, consider deferring

some income to later years. For example, if your

business uses the cash method of accounting, 

you may be able to delay billing invoices as you

approach year end and pay as many expenses 

as possible. Or, if you use the accrual method,

you can delay shipping products or delivering

services until the new tax year. You may be able to

shift some items of income or deduction, but you

can’t alter your accounting method. Of course,

you should also consider the business risks of

these strategies. Consult with your tax advisor to

see what is possible.

Look into qualified deferred compensation

plans. To attract and retain the best employees

and manage your tax liability, qualified deferred

compensation plans can be useful. They include

pension, profit-sharing and 401(k) plans, as well 

as Savings Incentive Match Plans for Employees

(SIMPLEs), Simplified Employee Pensions (SEPs),

403(b)s and 457s. You can enjoy a tax deduction

for your contributions to employees’ accounts

under the plan, and they offer tax-deferred savings

benefits for employees. (For more on the benefits

to employees, see page 13.)

Provide fringe benefits. Fringe benefits are a 

crucial part of any compensation package. Some

fringes, referred to as “statutorily excluded” 

benefits, are not included in employee income. 

With these specifically defined fringes, both the

employer and the employee come out ahead: The

employer receives a deduction, but the value of the

benefit is tax free to the employee. Plus, the busi-

ness usually avoids payroll taxes on these amounts. 

This favored tax

treatment gives both

parties incentive to

“shift” some compen-

sation from salary 

to fringe benefits.

Some examples of

benefits treated in

this manner include

group-term life insurance (up to $50,000), health

insurance, parking and employee discounts. 

Other types of fringe benefit offerings — subject

to various rules and limitations — range from the

more commonplace, such as Flexible Spending

Accounts (see page 3), to the more elaborate,

such as an athletic facility or on-site day care. 
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Marginal tax rate 
Taxable income Base tax (tax on next dollar) 1

$ 0 $ 0 15%

$ 50,000 $ 7,500 25%

$ 75,000 $ 13,750 34%

$ 100,000 $ 22,250 39%

$ 335,000 $ 113,900 34%

$10,000,000 $ 3,400,000 35%

$15,000,000 $ 5,150,000 38%

$18,333,333 $ 6,416,667 35%

1 Personal service corporations taxed at flat 35% rate. 

Data source: U.S. Internal Revenue Code
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Expense when you can. Generally, equipment

with a useful life well beyond the taxable year

must be capitalized. An exception exists in the

form of the Section 179 expensing election. It

allows a current deduction for assets that other-

wise would be subject to normal depreciation

rules. Under AJCA, Congress extended the

increased $100,000 Sec. 179 deduction through

2007. The $100,000 is indexed for inflation — in

2005 the Sec. 179 deduction is $105,000. But for 

tax years beginning after 2007, this amount is

scheduled to drop back to $25,000 per year. 

So it may be appro-

priate to schedule

major capital asset

purchases in the

next couple of years

when the greatest

tax benefits may be

available. And if you

have more than the

maximum $105,000

limit in 2005, choose

those assets for

expensing that

would have had the

longest life under

the regular depreciation rules. If total asset 

acquisitions exceed $420,000, the expensing 

election begins to phase out.

Take into account other depreciation rules.

Careful planning during the year can help you

maximize depreciation deductions in the year 

of purchase. You generally will want to use the

Modified Accelerated Cost Recovery System

(MACRS), instead of the straight-line method, 

to get a larger deduction in the early years of 

an asset’s life. The IRS generally treats all newly

acquired tangible assets other than real estate 

as being placed in service at the midpoint of the

year. This gives you six months of depreciation in

the first year. But if you made more than 40% of

the year’s asset purchases in the fourth quarter,

you must use the generally less favorable

midquarter convention. 

Enjoy leasehold improvement depreciation.

Leasehold improvements on nonresidential prop-

erty are generally depreciated over 39 years. But

AJCA has shortened this to 15 years for qualified

leasehold improvement property placed in service

before 2006. The depreciation method is still

straight-line, but with the shortened 15-year life.

Improvements to the interior of a nonresidential

building made more than three years after the

building was placed in service generally qualify 

as qualified leasehold improvement property. The

improvements can be made by either the lessor 

or the lessee. 

Claim all business losses. A net operating loss

(NOL) may be carried back two years to obtain 

a current tax refund, which can provide a cash

infusion in times of loss. Any loss not absorbed in

the prior two-year period is then carried forward

for up to 20 years. If you prefer, you may choose

to waive the carryback and carry the entire loss

forward, which may be beneficial if your marginal

tax rate in the carryback years is unusually low.

Other losses that may generate a deduction

include casualty and theft losses (to the extent

they are not covered by insurance) and losses

from the sale or abandonment of business assets.

If you have recently purchased or built a building or are remodeling

existing space, make sure you maximize your depreciation deductions.

Although real property generally must be depreciated over 27.5 or 

39 years using the straight-line method, shorter “lives” may be available

for certain parts of the building. 

A cost segregation study identifies property components, and their

related costs, that can be depreciated over five or seven years using

200% of the straight-line rate, or over 15 years using 150% of the

straight-line rate. This allows you to depreciate the property much faster

and may dramatically increase your current deductions. Typical assets

that qualify for this faster depreciation include decorative fixtures, 

cabinets, shelves, security equipment, parking lots, landscaping and

architectural fees allocated to qualifying property. The benefit of a 

cost segregation study may be limited in certain circumstances — for

example, if the business is subject to AMT or is located in a state that

doesn’t follow federal depreciation rules.

MAXIMIZE DEPRECIATION WITH A COST SEGREGATION STUDY
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Write off bad debts. Business bad debts are

treated as ordinary losses and can be deducted

when they become either partially or wholly 

worthless. For individuals and certain other enti-

ties, the IRS may consider loans made to closely

held corporations as not business related and, if not

repaid, reclassify them as nonbusiness bad debts,

which must be wholly worthless to be deductible

and are treated as short-term capital losses. 

Manage your inventory for tax savings. You must

calculate the dollar amount of inventory you have

on hand at year end. If your ending inventory value

is low and the cost of merchandise sold is therefore

higher, your taxable income will be lower — so the

inventory method you choose can significantly

affect your taxable income.

Maximize tax credits. Tax credits

reduce your business’s tax liability

dollar-for-dollar. Credits that may be

available include Empowerment Zone,

and Research and Experimentation.

The Working Families Tax Relief Act (WFTRA) rein-

stated and extended several business incentives

that had expired, some retroactively. It extended

the Research and Experimentation credit for

amounts paid or incurred through Dec. 31, 2005. 

It also extended the Work Opportunity and 

the Welfare-to-Work credits. These credits, for

employers hiring economically disadvantaged

workers, are available for wages paid or incurred

for employees who start work in 2005. 

Benefit from tax breaks for the self-

employed. If you’re self-employed, you can 

deduct 100% of the health insurance costs for

yourself, your spouse and your dependents. This

above-the-line deduction is limited to the net

income you’ve earned from your trade or busi-

ness. You can also deduct above the line half of

the self-employment tax you pay on your self-

employment income. And you may be able to

deduct home office expenses against your self-

employment income. 

Make the most of selling your business. The

first tax consideration may be whether to sell

assets or your equity interest, such as stock. 

With a corporation, sellers typically prefer a 

stock sale for the capital gains treatment and to

avoid double taxation. Buyers, on the other hand,

generally want an asset sale to maximize future

depreciation write-offs. 

The transaction can be either taxable or tax-

deferred, depending on whether the seller is

receiving immediate cash or stock. Although it’s

generally best to avoid — or postpone — tax,

there are some advantages to a taxable sale. For

example, the seller doesn’t have to worry about

the quality of buyer stock or other business risks

that might come with a tax-deferred acquisition.

Also, the buyer receives a stepped-up basis in 

the assets and doesn’t have to deal with the seller

as a continuing equity owner, as would happen 

in a merger transaction. The parties also don’t

have to meet the technical requirements of a 

tax-deferred transaction. 

If a taxable sale is chosen, the transaction may 

be structured as an installment sale, due to the

buyer’s lack of sufficient cash or the seller’s

desire to spread the gain over a number of years.

Installment sales are also useful when the buyer

pays a contingent amount based on the business’s

performance. Watch out, though: An installment

sale can backfire because depreciation recapture

must be reported as gain in the year of sale. Be

sure to calculate the potential tax effect before

you finish negotiations. w

All business owners should create a strategy to sell their companies or

pass them on to their children or other family members. Your strategy

should include choosing the best and appropriate amount of insurance,

maximizing valuation discounts, developing a buy-sell agreement and

determining whether an employee stock ownership plan (ESOP) could

work for you. You will want to have a comfortable retirement while the

business continues under the leadership and direction of your children or

key employees — or in the hands of a new owner. A business succession

plan will require consulting with family members, developing an effective

management structure, and working with legal and financial advisors to

set up and implement the plan.

DEVELOP A COMPREHENSIVE SUCCESSION PLAN
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Retirement — we’ve all imagined how wonderful

it could be. But how can you make sure you 

accumulate enough assets so your dream doesn’t

become a nightmare? The key is to develop a plan

that encompasses every aspect of your life in

retirement — from saving all you can to properly

managing your retirement portfolio. Here are some

ways to ensure the plans you make today will pay

off tomorrow. 

Anticipate inflation’s effect. If your retirement is

many years in the future, considering how inflation

will affect your retirement living expenses is 

especially important. For best results, take into

account two periods of inflation: the time you will

be accumulating retirement funds and the estimated

length of your retirement. Knowing exactly how

much the cost of living will increase is impossible,

but past inflation rates can help you generate a

likely estimate. Equally important, life expectancies

are increasing, and a longer retirement period

means you’ll need more assets built up so that 

your money can survive as long as you do.

Maximize contributions to employer-sponsored

plans. You may be able to make pretax contribu-

tions to your 401(k), 403(b), 457 or Salary-

Reduction Simplified Employee Pension (SARSEP)

plan up to the legal limit — $14,000 for 2005

($1,000 more than in 2004). Plus, your employer

may match some of your contributions — also on

a pretax basis. And plan assets grow tax-deferred.

Similarly, under a Savings Incentive Match Plan for

Employees (SIMPLE), you may elect to contribute

up to $10,000 of your salary pretax (also $1,000

more than in 2004), and your employer is required

to make contributions as well. Again, assets

grow tax-deferred. Contribution limits are

scheduled to rise, and taxpayers age 50 and up

can make additional “catch-up” contributions to

these plans. (See Chart 5 on page 14.)

Save more with a Keogh or single-employee

SEP. If you’re a business owner or self-employed,

you may be able to deduct contributions to a

Keogh or single-employee SEP. This year, the

annual contribution limit for defined contribution

Keogh plans goes up $1,000 to $42,000, as does

the limit on single-employee SEP contributions.

The benefit limit for defined benefit plans

increases $5,000 to $170,000. Limits for all three

plans are indexed for inflation each year, and their

earnings accumulate tax-deferred.

Contribute to a traditional IRA. You may be able

to take an above-the-line deduction for traditional

IRA contributions up to $4,000 or 100% of earned

income, whichever is less. Taxpayers age 50 and

older can also make “catch-up contributions” of 

up to $500. The contribution limits will increase in

future years. (See Chart 5 on page 14.) But if you or

your spouse participates in an employer-sponsored

plan, your deduction may be limited based on your

adjusted gross income (AGI).

Turn your dreams into reality
Make the most of retirement by saving — and planning — right now

R E T I R E M E N T

R E T I R E M E N T

Starting in 2006, you’ll have another way to save for retirement —

the Roth 401(k). Participants in an employer’s 401(k) or 403(b) plan

may designate some or all of their elective contributions as a Roth

contribution. Unlike with a regular 401(k) contribution, contributions

to a Roth 401(k) will be taxed, but all investment gains are tax free

and there are no required distributions.

TAKE ADVANTAGE OF THE ROTH 401(k) IN 2006
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Consider a Roth IRA. Like a traditional IRA, a

Roth IRA may allow you to make annual contribu-

tions of the lesser of your compensation for the

year or $4,000 (reduced by annual contributions

to all your other IRAs), plus a catch-up contribu-

tion of $500 if you are age 50 or over. But the 

contribution AGI phaseout range for Roth IRAs is

higher. The contribution limits also will increase

in future years as shown in Chart 5. You can’t 

deduct contributions, but you can take qualified

distributions tax free.

Plan for required minimum

distributions. For employer-

sponsored plans and traditional

IRAs, once you reach age 701/2

you are subject to the required

minimum distribution rules,

which necessitate that you withdraw a required

amount. There is a narrow exception to this rule

for an employee: If your plan allows, you don’t

own more than 5% of the company and you con-

tinue to work after age 701/2, you won’t be subject

to the rules until you retire. 

Whether you should take distributions before

age 701/2 or more than the minimum after that age

depends on how much you will receive from other

income sources, your life expectancy and other

factors. Generally, maximizing tax-deferred growth

provides more savings if you can afford to leave

the funds in the plan — even if it means depleting

other investment accounts. 

Avoid early withdrawal penalties with a

lump-sum rollover. With a few exceptions, retire-

ment plan distributions made before age 591/2 are 

subject to a 10% penalty. But when you change

jobs, you may receive a lump-sum distribution

from your employer’s retirement plan. To avoid

being penalized, consider rolling it over to the

plan sponsored by your new employer within 

60 days. Or, roll it over into a traditional IRA,

which may give you more investment choices.

Either way, a rollover will avoid current income

tax and early withdrawal penalties while allowing

the assets to continue to grow tax-deferred. If 

possible, transfer by direct rollover to avoid any

income tax withholding issues.

Be aware of your retirement portfolio. Consider

which investments you should hold inside and

outside your retirement accounts. For instance, if

you hold taxable bonds to generate income and

diversify your overall portfolio, consider holding

them in an IRA or qualified retirement plan where

there won’t be a current tax cost. But try to own

dividend-paying stocks that qualify for the 15% 

tax rate outside of retirement plans so you will

benefit from the lower rate. Keep in mind that,

unless Congress extends it, the 15% dividend rate

is available only through 2008. Also, periodically

reallocate your retirement plan assets. For exam-

ple, the allocation you set up for your 401(k) plan

10 years ago may be too aggressive now that

you’re closer to retirement. w
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401(k)s, Roth 401(k), Roth 401(k), Traditional Traditional
403(b)s, 457s 401(k), 403(b), 457 and SIMPLE and Roth and Roth IRA 

Year and SARSEPs 403(b) SARSEP catch up 1 SIMPLEs catch up 1 IRAs catch up 1

2005 $14,000 — $ 4,000 $10,000 $ 2,000 $ 4,000 $ 500

2006 $15,000 $15,000 $ 5,000 indexed 2 $ 2,500 $ 4,000 $1,000

2007 indexed 2 indexed 2 indexed 2 indexed 2 indexed 2 $ 4,000 $1,000

2008 indexed 2 indexed 2 indexed 2 indexed 2 indexed 2 $ 5,000 $1,000

2009 indexed 2 indexed 2 indexed 2 indexed 2 indexed 2 indexed 2 $1,000

1 For taxpayers 50 and older. 

2 Adjusted annually by the IRS based on the rate of inflation.

Data source: U.S. Internal Revenue Code
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Tax planning is only one piece in a puzzle

called “total wealth management.” And putting

this puzzle together correctly — and keeping it

that way — is key to successfully managing your

finances. So as you grapple with tax planning 

now and throughout the year, don’t lose sight of

other important areas such as estate planning,

insurance and asset protection.

Consider transfer tax exemptions and rates.

During your life or at death, you can transfer up 

to the exemption amount ($1 million for transfers

during life and $1.5 million for transfers at death)

free of federal gift and estate taxes. If your taxable

estate is equal to or less than the exemption and

you haven’t already used any of the exemption 

on lifetime gifts, no federal estate tax will be due

when you die. But if your estate exceeds this

amount, it will be subject to estate tax. With the

gradual phaseout of the estate tax and then its

scheduled return in 2011 (see Chart 6), gift and

estate planning is especially important.

Make lifetime gifts. Gifts you make during your life-

time are subject to federal gift tax. Fortunately, you

can exclude most gifts of up to $11,000 per recipient

each year ($22,000 per recipient if your spouse

elects to split the gift with you) without using up

any of your lifetime exemption. To use the annual

exclusion, you must give recipients a “present inter-

est” in the property. In other words, the recipient

must have access to the funds. You may also pay —

on behalf of someone else — eligible expenses for

educational and medical purposes without having

such payments treated as gifts, so long as the 

payment is made directly to the provider. If you

want to retain more control, consider a Crummey

trust, where, because of a temporary withdrawal

right, the gift will qualify for the annual exclusion —

even though the recipient doesn’t have access to

the gifted assets after the withdrawal right expires.

Determine which property to gift. Take into

account both estate and income tax consequences

and the economic aspects of any gifts you’d like

to make. To minimize estate taxes, gift property

with the greatest future appreciation potential. To

minimize income taxes, gift property that hasn’t

appreciated significantly since you’ve owned it.

That’s because your basis in the property gener-

ally carries over to the recipient, who will owe

taxes on any gain when he or she sells it. While

the estate tax is in effect, it may make sense to

wait to transfer highly appreciated assets until

Putting together the puzzle
Help ensure a better future for yourself and those you love

W E A L T H M A N A G E M E N T

W E A LT H  M A N A G E M E N T
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Estate 1 and Highest estate, 
GST tax Gift tax GST and 

Year exemption exemption gift tax rate

2005 $ 1.5 million $1 million 47%

2006 $ 2 million $1 million 46%

2007 $ 2 million $1 million 45%

2008 $ 2 million $1 million 45%

2009 $ 3.5 million $1 million 45%

2010 (repealed) $1 million 35% 3

2011 $ 1 million 2 $1 million 55% 4

1 Less any gift tax exemption already used.

2 The GST tax exemption is adjusted for inflation.

3 Gift tax only. Equal to highest marginal income tax rate, which is currently 35%.

4 Reverts to 2001 rules. The benefits of the graduated estate and gift tax rates
and exemptions are phased out for estates and gifts over $10 million.

Data source: U.S. Internal Revenue Code
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your death, because the basis will be stepped

up and the capital gains tax can be avoided. For

property that has declined in value, your best bet

is to sell the property to take advantage of the tax

loss. You may then gift the sale proceeds.

Take advantage of the unlimited marital deduc-

tion and each spouse’s exemption. Your estate

generally can deduct the value of all assets that pass

in a qualified manner — either outright or in trust —

from you to your spouse at your death, provided

your spouse is a U.S. citizen. But if your combined

estates are greater than the exemption amount, sim-

ply using the full marital deduction to avoid taxes

on the first spouse’s death could result in needless

tax liability on the surviving spouse’s death. A credit

shelter trust can help minimize the estate tax by 

taking advantage of both spouses’ exemptions.

Keep an eye on the GST tax. The generation-

skipping transfer (GST) tax was designed to limit

an individual’s ability to transfer wealth to succes-

sive generations without incurring a gift or estate

tax at each generation. It is, and will remain, equal

to the top estate tax rate, and the GST tax exemp-

tion is also equal to the estate tax exemption. (See

Chart 6 on page 15.) You can make the most of this

exemption by setting up a GST or dynasty trust.

And you can preserve your GST tax exemption for

future transfers by making annual exclusion gifts

to grandchildren or following generations. Such

gifts generally are exempt from the GST tax.

Plan for family business interests. If you

are a family business owner, transferring business

ownership can preserve your business and 

accumulated wealth — if planned properly. For

instance, consider tax breaks such as the family

business estate tax deferral and valuation dis-

counts. Or protect yourself with a well-structured

buy-sell agreement. Gifting family business stock

also can be an effective estate-tax-saving strategy.

But bear in mind that the gift’s value determines

both the gift and estate tax ramifications. And the

IRS may challenge any value you place on a gift.

Evaluate insurance needs.

Along with protecting your 

family’s financial future, life

insurance can be used to pay

estate taxes, equalize assets

passing to children who are not

involved in a family business,

or pass leveraged funds to 

succeeding generations free of estate tax. Long-term

disability insurance is also important. For many,

future earning power is their biggest asset, and

employer-provided coverage is often insufficient.

Long-term care insurance also is worth considering,

because savings can disappear fast if you or a loved

one requires years of such care. 

Split up assets carefully in a divorce. Divorce 

is never easy, and it becomes even more difficult

when marital property is significant. Talk with your

advisors and discuss how to handle the taxes,

“innocent spouse” tax law provisions, and obtaining

a Qualified Domestic Relations Order (QDRO) for

retirement funds and property transfers. Discussing

these items thoroughly will help you make the best

of a bad situation.

Protect assets. In our litigious society, asset 

protection planning is more important than ever.

Ask your financial professional about strategies

such as transferring assets to your spouse; family

limited partnerships; insurance; Delaware, Alaska

or offshore trusts; and even your retirement plan.

(The U.S. Supreme Court recently found that

assets held in an IRA can be protected.) w

Trusts can provide significant tax savings while preserving some control

over what happens to the transferred assets. They serve a variety of pur-

poses. For example, a qualified terminable interest property (QTIP) trust 

is good for benefiting first a surviving spouse and then children from a

prior marriage. An irrevocable life insurance trust (ILIT) can keep insurance

proceeds out of your taxable estate. A qualified personal residence trust

(QPRT) allows you to give your home to your children today — removing 

it from your taxable estate at a reduced tax cost (provided you survive 

the trust’s term) — while you continue to live in it for the trust’s term. A

grantor-retained annuity trust (GRAT) works similarly for other investments,

except instead of retaining the right to live in your home over the trust’s

term, you receive payments from the trust for a specified period.

SET UP TRUSTS TO PRESERVE ASSETS AND CONTROL
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Fax: 256.381.1484
Visit our website: www.marmannmccrary.com

Services

• Management Consulting

• Tax Services

• Audit /Review

• Litigation Support

• Financial and Estate Planning

• Forensic Investigations

• SEC Filings

• Profit Enhancement

• Governmental

• Sarbanes Oxley Compliance

• Board GovernanceDavid C. Ladner, C.P.A.

David has a B.S. in accounting from The 
University of North Alabama and has more 
than 30 years experience in providing audit, tax,
systems analysis and advisory services to financial
institutions.


