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FROM
JOHN CARROLL

I must share a personal blessing
with you that has been top-of-mind
lately … the blessing of all my
co-workers here at Smith Capital. My
thoughts moved quickly to them as I
picked this month’s Proverb. The
words “wise, discerning and pleasant
words” all accurately describe
attributes of our staff. Allow me to
brag on them as they deserve it.
Your best interests are absolutely
our top concern. As always, we hope
you enjoy Directions.

DIRECTIONS FOR LIFE

The wise in heart are called
discerning, and pleasant words
promote instruction.

Proverbs 16:21

The IRS audited about 1 million
tax returns in fiscal year 2018,
and nearly 75% of those
examinations were conducted
entirely through
correspondence.1 Taxpayers

selected for an official audit are notified by mail.

Confusing matters, the IRS also mails other
types of compliance notices, which may
propose additional tax based on math errors,
the automated detection of underreported
income, or other factors. The National Taxpayer
Advocate calls these notices "unreal" audits,
because the IRS doesn't count them as audits.
But their impact is real — so the frequency and
effectiveness of IRS compliance contacts are
somewhat understated. About 8.5 million
taxpayers experienced "unreal" audits during
fiscal year 2016, and if they were included the
audit rate would jump from 0.7% to more than
6.0%.2

When the IRS gets real
If selected for a correspondence audit, you may
be asked to mail specific information to the IRS.
Some examinations require an in-person
interview, which could take place in an IRS
office (referred to as an office audit). A
comprehensive field audit would be conducted
at your home, place of business, or
accountant's office.

How is a return selected for examination?
When your federal income tax return is
processed, a computer program called the
Discriminant Inventory Function System (DIF)
screens for anomalies, compares deductions to
those of taxpayers with similar incomes, and
assigns a DIF score. The higher the DIF score,
the greater the potential that an audit will result
in the collection of additional taxes. In some
cases, a return is examined because it's related
to a transaction with another taxpayer who has
been audited.

Risky returns
There's no way to know exactly what will trigger
an audit, but one or more of the following red
flags could make it more likely that the IRS will
take a closer look at your tax return.

1. Missing income. Don't forget sources of
income not reported on a Form W-2, which
might include investment income, interest,
royalties, rent, compensation as an
independent contractor, forgiven debt, alimony,
tips, gambling winnings, health insurance
reimbursements for expenses deducted in a
previous year, and proceeds from selling goods
online. These types of income may or may not
be reported by the payer to the IRS, but you
must include all income, whether you receive a
Form 1099 or not.

2. Overdoing deductions. Even if they are
allowed by law, deductions that are unusually
large for your income level can appear
suspicious. For this reason, high-value
charitable donations require specific
documentation.

3. Filing a Schedule C. Thorough
recordkeeping is critical for self-employed
taxpayers, especially when claiming deductions
for a home office or vehicle expenses (which
require a written log).

4. Keeping money in foreign accounts.
Foreign assets worth at least $50,000 at
year-end or greater than $75,000 at any time
during the year must be reported. (These
thresholds are $100,000 and $150,000,
respectively, for married joint filers.) Other
complicated rules apply. Many overseas
financial institutions are required to provide
information about U.S. asset holders to the IRS,
so even though the reporting of foreign assets
(by you or the institution) may invite IRS
scrutiny, noncompliance can result in penalties
or legal problems.

5. Reporting a high (or very low) income.
Audit rates are higher for wealthier taxpayers
as well as for those with little or no income
(possibly due to questionable tax deductions).
Even though these situations are more
complicated, they are often perfectly valid. Still,
it might be wise to consult a trusted tax or legal
professional if you receive any type of
compliance-related communication from the
IRS.
1 Internal Revenue Service, 2019

2 Taxpayer Advocate Service, 2018
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Spring Cleaning Your Way to Better Finances
Spring is a good time to clean out the cobwebs,
and not just in your home or apartment. Your
personal finances can benefit from a good
spring cleaning, too. Here are some questions
to ask yourself regarding your budget, debt,
and taxes.

Is there room in my budget to save
more?
A budget is the centerpiece of any good
personal financial plan. After tallying your
monthly income and expenses, you hopefully
have money left over to save. But... is there
room to save even more? Review your budget
again with a fine-tooth comb to see if you might
be able to save an additional $25, $50, $100, or
$200 per month. Small amounts can add up
over time. If you participate in a workplace
retirement plan, you might not even notice your
slightly smaller paycheck after you increase
your contribution amount.

If your expenses are running neck and neck
with your income, try to cut back on
discretionary spending. If that's not enough,
look for ways to lower your fixed costs or
explore ways to increase your current income.
Budgeting software and/or smartphone apps
can help you analyze your spending patterns
and track your savings progress.

Do I have a strategy to reduce debt?
When it comes to your personal finances,
reducing debt should always be a priority.
Whether you have debt from student loans,
credit cards, auto loans, or a mortgage, have a
plan to pay down your debt as quickly as
possible. Here are some tips.

• Credit cards. Keep track of your credit card
balances and be aware of interest rates and
hidden fees; manage your payments so you
avoid late fees; pay off high-interest debt first;
and avoid charging more than you can pay off
at the end of each billing cycle.

• Student loans. Are you a candidate for
income-based repayment? You can learn
more at the Federal Student Aid website.

• Additional payments. Making additional
loan payments above and beyond your
regular loan payments (or the minimum
payment due on credit cards) can reduce the
length of your loan and the total interest paid.
Online calculators can help you see the
impact of making additional payments. For
example, if you're halfway through a 30-year,
$250,000 mortgage with a fixed 4.5% interest
rate, an additional principal payment of $150
a month can shave two years off your
mortgage. An extra $250 a month can shave
off three years!

• Refinancing. If you currently have consumer
loans, such as a mortgage or auto loan, take
a look at your interest rate. If you're paying a
higher-than-average interest rate, you may
want to consider refinancing. Refinancing to a
lower interest rate can result in lower monthly
payments and potentially less interest paid
over the loan's term. Keep in mind that
refinancing often involves its own costs (e.g.,
points and closing costs for mortgage loans),
and you should factor these into your
calculation of how much refinancing might
save you.

• Loan consolidation. Loan consolidation
involves combining individual loans into one
larger loan, allowing you to make only one
monthly payment instead of many.
Consolidating your loans has several
advantages, including saving you time on bill
paying and record keeping and making it
easier for you to visualize paying down your
debt. In addition, you may be able to get a
lower interest rate.

• Paying down debt vs. investing. To decide
whether it's smarter to pay down debt or
invest, compare the anticipated rate of return
on your investment with the interest rate you
pay on your debt. If you would earn less on
your investment than you would pay in
interest on your debt, then using your extra
cash to pay off debt may be the smarter
choice. For example, let's say you have
$2,000 in an account that earns 1% per year.
Meanwhile, you have a credit card balance of
$2,000 that incurs annual interest at a rate of
17%. Over the course of a year, your savings
account earns $20 interest while your credit
card costs you $340 in interest. So paying off
your credit card debt first may be the better
choice.

Do my taxes need some fine-tuning?
Spring also means the end of the tax filing
season. You might ask yourself the following
questions:

• Am I getting a large tax refund or will I owe
taxes? In either case, you may want to adjust
the amount of federal or state income tax
withheld from your paycheck by filing a new
Form W-4 with your employer.

• What else can I learn from my tax return?
Now is also a good time to assess tax
planning opportunities for the coming year,
when you still have many months left to
implement any strategy. You can use last
year's tax return as a reference point, then
make any anticipated adjustments to your
income and deductions for the coming year.

When it comes to your
personal finances, reducing
debt should always be a
priority.

All investing involves risk,
including the possible loss
of principal, and there is no
guarantee that any
investment strategy will be
successful.
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Estate Planning: Consider the Tax Basis of Gifted or Inherited Property
Tax basis can be important when deciding
whether to make gifts now or transfer property
at your death. This is because the tax basis of
the person receiving the property depends on
whether the transfer is by gift or at death. This,
in turn, affects the amount of taxable gain
subject to income tax when the person sells the
property.

What is tax basis?
The tax basis of an asset is used when
determining whether you have recognized a
capital gain or loss on the sale of property for
income tax purposes. (Gain or loss on the sale
of property equals the difference between your
adjusted tax basis and the amount you realize
upon the sale of the property.) When you
purchase property, your basis is generally
equal to the purchase price. However, there
may be some adjustments made to basis.

What is the tax basis for property you
receive as a gift?
When you receive a gift, you generally take the
donor's basis in the property. (This is often
referred to as a "carryover" or "transferred"
basis.) The carryover basis is increased — but
not above fair market value (FMV) — by any gift
tax paid that is attributable to appreciation in
value of the gift. (Appreciation is equal to the
excess of FMV over the donor's basis in the gift
immediately before the gift.) However, for the
purpose of determining loss on a subsequent
sale, the carryover basis cannot exceed the
FMV of the property at the time of the gift.

Example: Say your father gives you stock
worth $1,000 and the gift incurs no gift tax. He
purchased the stock for $500. Your basis in the
stock, for the purpose of determining gain on
the sale of the stock, is $500. If you sold the
stock for $1,000, you would have gain of $500
($1,000 received minus $500 basis).

Now assume that the stock is only worth $200
at the time of the gift and you sell it for $200.
Your basis in the stock, for the purpose of
determining gain on the sale of the stock, is still
$500, but your basis for determining loss is
$200. You do not pay tax on the sale of the
stock. You do not recognize a loss either. In
this case, it would have been better if your
father had sold the stock (and recognized the
loss of $300 — his basis of $500 minus $200
received) and then transferred the sales
proceeds to you as a gift.

What is the tax basis for property you
inherit?
When you inherit property, you generally
receive an initial basis in property equal to the

property's FMV. The FMV is established on the
date of death or on an alternate valuation date
six months after death. This is often referred to
as a "stepped-up" basis, since basis is typically
stepped up to FMV. However, basis can also
be "stepped down" to FMV.

Example: Say your mother leaves you stock
worth $1,000 at her death. She purchased the
stock for $500. Your basis in the stock is a
stepped-up basis of $1,000. If you sold the
stock for $1,000, you would have no gain
($1,000 received minus $1,000 basis).

Now assume that the stock is only worth $200
at the time of your mother's death. Your basis in
the stock is a stepped-down basis of $200. If
you sold the stock for more than $200, you
would have gain.

Make gift now or transfer at death?
As the following example shows, tax basis can
be important when deciding whether to make
gifts now or transfer property at your death.

Example: You purchased land for $25,000. It is
now worth $250,000. You give the property to
your child (assume the gift incurs no gift tax),
who then has a tax basis of $25,000. If your
child sells the land for $250,000, your child
would have taxable gain of $225,000 ($250,000
sales proceeds minus $25,000 basis).

If instead you kept the land and transferred it to
your child at your death when the land is worth
$250,000, your child would have a tax basis of
$250,000. If your child sells the land for
$250,000, your child would have no taxable
gain ($250,000 sales proceeds minus $250,000
basis).

In addition to tax basis, you might consider the
following questions:

• Will making gifts reduce your combined gift
and estate taxes? For example, future
appreciation on gifted property is removed
from your gross estate for federal estate tax
purposes.

• Does the recipient need a gift now or can it
wait? How long would a recipient have to wait
until your death?

• What are the marginal income tax rates of
you and the recipient?

• Do you have other property or cash that you
could give?

• Can you afford to make a gift now?

An asset's tax basis can be
important when deciding
whether to make gifts now
or transfer property at your
death. When you make a gift
of property during your
lifetime, the recipient
generally receives your
basis in the property. When
you transfer property at
your death, the recipient
generally receives a basis
equal to the fair market
value of the property as of
the date of your death. The
difference can substantially
affect the amount of taxable
gain when the recipient sells
the property.
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Past performance may not be indicative of future
results. Different types of investments involve varying
degrees of risk, and there can be no assurance that
future performance of any specific investment,
investment strategy, or product or any
non-investment related content made reference to
directly or indirectly in this newsletter (including
investments and/or strategies recommended or
undertaken by Smith Capital), will be profitable, equal
any corresponding indicated historical performance
level(s), be suitable for your portfolio or individual
situation, or prove successful. Due to various factors,
including changing market conditions and/or
applicable laws, the content may no longer be
reflective of current opinions or positions. You should
not assume that any discussion or information
contained in this newsletter serves as the receipt of,
or as a substitute for, personalized investment advice
from Smith Capital. If a reader has any questions
regarding the applicability of any specific issue
discussed above to his/her individual situation,
he/she is encouraged to consult with a professional
advisor of his/her choosing. Smith Capital is neither a
law firm nor a certified public accounting firm and no
portion of the newsletter content should be construed
as legal or accounting advice. If you are a Smith
Capital client, please remember to contact Smith
Capital, if there are any changes in your
personal/financial situation or investment objectives.
A copy of Smith Capital’s current written disclosure
statement is available upon request. Smith Capital is
an Investment Advisory Firm registered with the
SEC. Clients include pension and profit sharing
plans, endowments, trusts, and individuals. The
minimum portfolio size is $500,000.

Address inquiries to: Smith Capital 100 River Bluff
Drive, Suite 410 Little Rock, AR 72202 Phone:
501-228-0040 Toll Free 800-866-2615 E-Mail:
info@smithcap.com Website: www.smithcap.com

Is there any way to stop getting unwanted robocalls?
Whether it's a helpful
announcement from your
child's school or an
appointment reminder from a
doctor's office, getting

robocalls has become an everyday occurrence.
Unfortunately, robocalls are also used by
criminals to collect consumers' personal and
financial information and/or conduct various
scams.

The good news is that consumers have won
additional protections against unwanted
robocalls under the Telephone Robocall Abuse
Criminal Enforcement and Deterrence
(TRACED) Act. One of the main goals of the
law is to make it easier for consumers to avoid
unwanted robocalls by:

• Requiring all carriers to implement caller-ID
technology at no additional cost to consumers

• Making it easier for law enforcement to
prosecute illegal robocallers and increasing
penalties for robocall violations

• Creating an interagency task force to study
and improve government prosecution of
robocall violations

Even when these new protections are
implemented, it will take some time to eliminate
unwanted robocalls. In the meantime, here are
some things you can do to protect yourself:

• Don't answer calls when you don't recognize
the phone number.

• If you pick up an unwanted robocall, hang up
right away and avoid answering "yes" or "no"
questions, providing personal information, or
pressing a number to "opt out."

• Consider signing up for a robocall blocking
service. Many phone service providers now
offer robocall blocking solutions at no
additional charge, or you can download
additional robocall protection through a
third-party app.

• Register your phone number on the
National Do Not Call (DNC) Registry, which
removes your number from the call lists used
by legitimate telemarketing companies. Keep
in mind that registering with the DNC Registry
will result in your getting fewer calls from
legitimate telemarketers, but it won't stop
illegal robocallers from contacting you.
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