


Page 2

Fall 2008

When it comes to gift giving, surprises
are part of the pleasure. When it
comes to gift taxes, surprises are the
last thing you want. To help protect
you from the unexpected, here are
answers to common questions about
federal gift tax law.

Question: How does the annual
exclusion work?

Answer: The annual exclusion lets
you make certain gifts up to a speci-
fied dollar limit each year ($12,000 for
2008), to anyone you want, without
having to pay gift tax or file a gift tax
return. The exclusion is automatic, so
you don’t have to make an election to
claim it.

Example: You give $10,000 cash to
five different friends during 2008.
Though you’ve given away $50,000 in
total, each gift is less than $12,000.
No gift tax return is required, and nei-
ther you nor your friends will owe gift
tax.

Since the exclusion applies on an
annual basis to the first $12,000 of
gifts you give to any one recipient,
there’s no carryover of unused
amounts, either to another person or 
to the following year. In addition, the

exclusion typically covers only gifts of
“present interests,” which means the
person to whom you give the gift has
immediate unrestricted rights to the
property.

Question: Are any other exclusions
available?

Answer: You can use the education
exclusion to make direct payments to
a school for tuition with no gift tax con-
sequences, no matter the amount.

Medical expenses you pay directly to
the provider on behalf of a friend or
family member are also excluded from
federal gift tax.

A third exclusion is marital: You can
generally give unlimited tax-free gifts
to your spouse. (Special rules apply to
spouses who are not U.S. citizens.)

Question: What is gift splitting?

Answer: Gift splitting lets you and
your spouse apply both of your annual
exclusions to a gift. In effect, you elect
to make a joint gift.

Example: You give $24,000 to your
son during 2008. Your spouse con-
sents to gift splitting, which allows you
to treat the gift as if each of you made

one-half of it. In most cases, you’ll
both have to file a gift tax return, but
your combined exclusion will shelter
the gift from tax.

Question: What is the lifetime
exemption? 

Answer: Gifts you make in excess of
your $12,000 annual exclusion that
are not sheltered by gift splitting or
other exclusions may still be tax-free.
Under present law, you can make cu-
mulative taxable lifetime gifts of up to
$1 million before the gift tax kicks in.
Note: Although no tax is due on gifts
qualifying for the lifetime exemption,
you’re still required to file a gift tax
return.

In addition to the satisfaction of giving,
gifts can be a valuable estate planning
tool. Please contact us for more infor-
mation and planning assistance. 

During the summer, Congress passed
three laws with tax provisions that could
affect you. Here’s a quick summary.

• The Housing and Economic Recovery
Actwas passed to provide financial
stability to the troubled housing market
and tax relief to homeowners and
home buyers. The law gives first-time
home buyers a refundable tax credit of
up to $7,500 that must be paid back
over 15 years. The credit phases out

for singles with incomes over $75,000
($150,000 for couples) and is avail-
able for home purchases from April 9,
2008, through June 30, 2009.

Another provision gives homeowners
an additional standard deduction for
real property taxes in 2008. The maxi-
mum deduction is $500 for singles
and $1,000 for joint filers.

One of the revenue-raising provisions
in the law will limit the exclusion of

gain on the sale of a principal resi-
dence that had been used previously
as a rental property or second home.

• The other two laws include tax
provisions that will apply to farmers,
large corporations, certain disaster
victims, military personnel, veterans,
and certain government contractors. 
Contact our office for details and
planning assistance.
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James & Co. Spotlight
Familiar face returns to
James & Co.
Alisha (Holt) Shepherd has returned
to James & Co. as an administrative
specialist. Previously, Alisha served
four years on the administrative team
with the firm. In the last year Alisha
graduated summa cum laude with a
BME, Bachelor of Music Education,
from Weber State University. Her
emphasis was in choral music and
piano.  She was recently married,
and resides in Roy with her new hus-
band Steve.  Steve runs cross country
for WSU. 

With her attention to detail and strong
computer skills, we are thrilled to have
Alisha back! 

Vadnais appointed Audit 
Specialist
Travis Vadnais, MAcc, recently joined
James & Co. as an Assurance Auditor. 

His assurance service responsibilities
include audits, reviews and compila-
tions for our business clients.  Travis
comes to us from Modesto, California,
where he served as an Assurance
Auditor with Moss-Adams LLP. His

background also includes experience
as a Tax Consultant. He earned a
Bachelor of Science in Accounting
degree and a Masters of Accounting
degree from Southern Utah University.
Welcome to the firm Travis.

S corporations facing scrutiny from the IRS
According to the Journal of
Accountancy, the S corporation is the
most popular form of business owner-
ship in the country, swelling to around
four million entities.

The primary reason for their growth is
that S corporations avoid the double
taxation that applies to regular C cor-
porations while still offering protection
from personal liability. 

However, as their popularity increases,
S corporations face greater IRS
scrutiny. In particular, the IRS has
focused its attention on three issues.

Shareholder-owner 
compensation
The basic tax rule is that compensa-
tion paid to shareholder-employees
must be reasonable in amount.
Historically, the IRS has questioned
compensation amounts paid to C
corporation owners that seemed
unreasonably high. With an S corpora-
tion, a high-tax bracket owner may
establish a compensation amount that
is extremely low or even zero while 

increasing other pass-through income
(i.e., dividends). By doing so, the
owner avoids employment taxes on
these payments.

The IRS recognizes the tax benefits
of this strategy. Therefore, it may
object to compensation that appears
to be low relative to corporate profits.

Suggestion: Have compensation
reviewed before the end of the year.
If appropriate, the S corporation may
pay bonuses to shareholder-employ-
ees. In any event, document the
reasons for compensation amounts.

Shareholder basis
Generally, a shareholder’s “tax basis”
for deducting corporate losses may be
increased by contributing additional
capital to the company, buying more
stock, or lending funds to the compa-
ny. The IRS may challenge basis
adjustments resulting from loans by
third parties to the company. 
Furthermore, it has consistently main-
tained that a shareholder’s guarantee
of an S corporation debt does not
increase basis. 

Suggestion: Loans should be made
directly from the shareholder to the S
corporation, with a written note based
on reasonable terms.

Fringe benefits
An S corporation may provide tax-free
fringe benefits, like health insurance
or employer-paid group-term life insur-
ance coverage (up to $50,000), to its
employees. However, if an employee
owning 2% or more of the company
receives fringe benefits, he or she is
generally taxed on the value. To avoid
abuses, the IRS may examine fringe
benefit packages.

Suggestion: Consider restricting
benefits for owners to those that are
essential or that result in minimal or
no taxation (certain “working condition”
benefits).

In summary, S corporation owners
must be careful to observe technical-
ities in the tax law. For assistance, 
contact our office.




