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2011 Federal Unemployment Tax Act (FUTA)
Complicated by Expired Surtax & Uncertain
Unemployment Tax Credits

The FUTA tax rate computation for 2011 is considered the most diffict
one in years due to the expiration of the FUTA surtax on July 1, 2011 ahd
the likelihood that employers in many states will see a reduction in thgir
state unemployment tax credits used to offset the FUTA tax.

FUTA surtax

Beginning with wages paid on July 1, 2011, the 0.2% FUTA surtax i no
longer in effect. The surtax was part of the 6.2% gross unemploymént

tax rate that employers paid on the first $7,000 of wages paid annuglly

to each employee (6% permanent tax rate, 0.2% temporary surtax). Befpre
July 1, the 0.2% surtax had been in effect each year since 1976, when it
was enacted by Congress on a temporary basis. Effective for wages paid
beginning July 1, 2011, the FUTA tax rate, before consideration of sthte
unemployment tax credits, is 6.0%. Most employers are allowed to claim 5.4% in state unenmjploy-
ment tax credits (known as the oO0nor mal creldit ¢
state unemployment taxes, making the net FUTA rate 0.6% beginning with wages paid on July 3. The
net rate was 0.8% on wages paid from January 1 to June 30, 2011.

State unemployment tax credits

Under Title XIlI of the Social Security Act, states with financial difficulties can borrow funds fromJthe
federal government to pay unemployment benefits. However, if a state defaults on its repaymght of
the loan, the normal credit available is reduced. This effectively increases the employer's FUT]A tax
rate by 0.3% beginning with the second consecutive January 1 in which the loan is not repaid, tijen an
additional 0.3% annually thereafter. Therefore, the net FUTA tax rate paid by an employer in a ftate
that has had an unpaid loan with the federal government for two consecutive years will be §.3%
higher than the net 0.6% rate used by employers in states without past due loans. The net FUTR tax
rate continues to rise 0.3% for each additional year that the loans remain unpaid.

As of July 16, 2011, 29 states and the Virgin Islands have borrowed money from the fefleral
government to help keep their unemployment insurance (UI) trust funds solvent. Many of tljese
states have had outstanding loans with the federal government for two or more consecutive yeafs. If
these loans are not repaid by the November 10, 2011 due date, employers in these states will ngt be
eligible to claim the full 5.4% in state unemployment tax credits against the FUTA tax rate.
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2011 FUTA Tax Complicated By Expired Surtax & Uncertain Unemployment Tax Credits (continfied)

Possible 2011 FUTA tax rates

Employers in states with no outstanding federal loans will have a net FUTA tax rate of 0.8% ig the
first half of 2011 and a net FUTA tax rate of 0.6% in the second half of 2011. Employers in fates
with outstanding federal loans, as described above, will be subject to a higher rate. Here is whdt the
tax rates look like based on information available as of July 20, 2011:

9 States currently eligible for a net FUTA tax rate of 0.8% in the first half of 2011 and a rjet
FUTA tax rate of 0.6% in the second half of 2@hployers in Alaska, Arizona,
Colorado, Delaware, the District of Columbia, Hawaii, lowa, Kansas, Louisiana,
Maine, Maryland, Massachusetts, Mississippi, Montana, Nebraska, New Hampshire,
New Mexico, North Dakota, Oklahoma, Oregon, South Dakota, Tennessee, Texas,
Utah, Vermont, Washington, West Virginia, and Wyoming are all currently eligible
for these rates because, as of January 1, 2011, these states did not have outstanding
loans with the federal government for two consecutive years. Therefore, they are
entitled to the full 5.4% normal credit, resulting in a 0.8% net rate for the first half of
2011 and a 0.6% rate for the remainder of the year.

i States currently scheduled to pay a net FUTA tax rate of 1.1% in the first half pf
2011 and a net FUTA tax rate of 0.9% in the second half oE&uldyers in Alabama,
Arkansas, California, Connecticut, Florida, Georgia, ldaho, lllinois, Kentucky,
Minnesota, Missouri, Nevada, New Jersey, New York, North Carolina, Ohio,
Pennsylvania, Rhode Island, the Virgin Islands, Virginia, and Wisconsin will pay these
rates unless the federal loans are repaid by November 10, 2011 because, as of
January 1, 2011, these states had outstanding loans with the federal government for
two consecutive years (i.e., the loans were presumably made in 2009 and currently
remain unpaid). Therefore, they are entitled to a reduced 5.1% credit (5.4% less
0.3%), resulting in a 1.1% net rate for the first half of 2011 and a 0.9% rate for the
remainder of the year.

9 States currently scheduled to pay a net FUTA tax rate of 1.4% in the first half of 2011 gnd
a net FUTA tax rate of 1.2% in the second half of Edddloyers in Indiana and South
Carolina will pay these rates unless the federal loans are repaid by November 10,
2011 because, as of January 1, 2011, these states had outstanding loans with the
federal government for three consecutive years (i.e., the loans were presumably
made in 2008 and currently remain unpaid). Therefore, they are entitled to a
reduced 4.8% credit (5.4% less 0.6%), resulting in a 1.4% net rate for the first half of
2011 and a 1.2% rate for the remainder of the year.

1 Michigan employers currently scheduled to pay a net FUTA tax rate of 1.7% in the fjrst
half of 2011 and a net FUTA tax rate of 1.5% in the second half ofig&dtigan em-
ployers will pay these rates unless the federal loans are repaid by November 10, 2011
because, as of January 1, 2011, Michigan had outstanding loans with the federal
government for four consecutive years (i.e., the loans were presumably made in 2007
and currently remain unpaid). Therefore, they are entitled to a reduced 4.5% credit
(5.4% less 0.9%), resulting in a 1.7% net rate for the first half of 2011 and a 1.5% rate
for the remainder of the year.

To further complicate matters, it is possible that legislation could be enacted that would retroactiyely
reinstate the FUTA surtax, effective July 1, 2011.

For more information about this article, please contact ugaatalerts@windes.conor any of our
tax professionals at (562) 438191, (949) 2722600, (310) 314130, or (213) 23D745.
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Proposals to Reform or Eliminate the
Mortgage Interest Deduction

As lawmakers continue to debate on how to handle the nation
debt and do O0something bigd rphthe
it seems probable that many broader tax reform issues may resyr-

face during the course of the negotiations. One such issue, which

was addressed by President Obama in his 2011 and 2012 budget
proposals, is the mortgage interest deducfioone of the largest tax
expenditures. According to various estimates, the deduction copt

the Treasury Department somewhere between $80 and $103 billign
in 2010, and its value over the 4@ar budget window is expected
to exceed $1 trillion.

Background

Interest paid with respect to a home mortgage is tax deductible. Itemizing taxpayers can dgduct

their mortgage interest on up to $1 million of qualifying acquisition debt on a qualified principal pnd,

if applicable, secondary residence. A residence includes a house, condominium, cooperative, fnobile
home, house trailer, or boat. In effect, this deduction reduces the a#tercost of financing a home.
In contrast, taxpayers are not permitted to deduct the costs of renting a home. Itemizing taxpayers
can also deduct interest on up to $100,000 ($50,000 for married individuals filing separately) of jome
equity debfi i.e., debt secured by a taxpayer's qualified residence up to the fair market value of the
residence, as reduced by the amount of acquisition indebtedness on it.

Arguments for and against reforming the deduction

The mortgage interest deducti odowsO6 ostubksai djy,t
tends to provide greater benefit to taxpayers with higher incomes. The amount of interest paid by
lower- and moderateincome taxpayers is less likely to be sufficiently high to make it worthwhile fto
forego the standard deduction, so they are less likely to claim any benefit from it. Proponents of the
deduction argue that it encourages home ownership and makes it affordable to taxpayers who would
otherwise not be able to own a home. Ciritics claim in response that, rather than encouraging I;}me
ownership, the deduction actually encourages midgitss and wealthy taxpayers to take on mor
debt and buy larger homes than they otherwise would. Further, critics argue that the deducfion
tends to benefit taxpayers with larger incomes who likely would have purchased a home regarflless
of the deduction. Critics of the deduction also claim that the deduction artificially drives up hgme
prices. However, this same argument is cited by its proponents, who observe that eliminatind the
deduction could further impact home prices in an already depressed market.

Proposals

A number of different proposals have been advanced regarding the mortgage interest deductioh. In
light of the popularity of the provision, and the strength of the real estate lobby, it appears unlikely

that it would be repealed outright. In general, the proposals tend to focus on converting
deduction to a credit, capping the maximum mortgage amount, and limiting the credit to a pri
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Proposal to Reform or Eliminate the Mortgage Interest Deduction (continued)

residence. The President's Fiscal Commission proposed a 12% nonrefundable credit on ug to a
$500,000 mortgage, with no credit for a second residence or for home equity. The Debt Reducfi

to having a mortgage. President Obama's 2012 budget proposal, as well as his 2011 pr
suggested capping itemized deductions, including mortgage interest, for taxpayers in the top t
brackets (33% and 35%). Under the proposal, these taxpayers would only be able to reduce [their
tax liability by a maximum of 28%.

Economic effect

Given the amount of foregone revenue from the deduction, the effects of reforming or repealingjthe
provision could be significant. If the deduction were repealed flat out, the URvaokings Tax
Policy Center (TPC) estimates that the average tax bill of those who claim the mortgage intgrest
deduction would increase by $710. However, this increase would vary widely among taXpayqrs
those with $30,000 to $40,000 incomes would face an average increase of $70, whereas taxgayers
making over $1 million would face an average increase of $4,000. However, given the populaity of
the deduction, its outright repeal seems unlikely.

According to the TPC, replacing the current mortgage interest deduction with a 20% nonrefundgble
credit, limiting mortgages eligible for the credit to $500,000, and limiting the credit to primgry
residences would only have a nominal or positive effect on the majority of the tax bills of those yho
claim the deduction. Again, those who would face the largest increase are taxpayers in the top tax
brackets with the largest mortgages. The economic effect of replacing the deduction with o flat
credit for home owners, regardless of whether their home is débanced, would obviously depen
on the amount of the credit. In general, credits are considered more progressive than deductipns,
and the benefit of a flat credit to highémcome taxpayers would presumably be less than that un
the current regime. However, the incentive towards home ownership would remain intact.

The Joint Committee on Taxation estimates that President Obama's proposal to limit-upgene
taxpayers' itemized deductions to 28% would yield $293,261 million over the 2011 through 2021
period. This increased revenue would be largely attributable to the limits on mortgage interest jand
charitable contribution deductions.

Conclusion

While it seems unlikely that the deduction will be repealed outright, it is nonetheless possible fhat
this popular tax expenditure could be somehow reformed or curtailed. The context of the loomihg

debt crisis may well provide the necessary push for lawmakers to take action on this issue. What
choices will be made and when remains to be $estay tuned.

For more information about this article, please contact ugaatalerts@windes.conor any of our
tax professionals at (562) 438191, (949) 272600, (310) 318130, or (213) 23D745.
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Social Security Administration (SSA)
Projects Large Increase in Wage Base

This article is reproduced with permission from Spidell Publishing, Inc.

The annual report recently released by the Social Security Administration's Board of Trusfees
includes projected large increases in the wage base beginning in 2012.

After being static at $106,800 for three years (26B®11), the intermediate forecast is that the wag¢
base will increase to $110,700 for 2012. Through 2020, the projections are:

Year(s) Wage base
2009- 2011 $ 106,800
2012 $ 110,700
2013 $ 114,900
2014 $ 120,000
2015 $ 125,400
2016 $ 130,800
2017 $ 135,900
2018 $ 141,300
2019 $ 146,700
2020 $ 153,300

The SSA provides three kinds of forecasts for the wage basectsly intermediate, and higtost.
Under the highcost projection, the 2020 base would reach $159,900.

While receipts from contributions plus interest income on assets currently exceed expenditufes,
costs will rise more rapidly than receipts through 2050 because of increased longevity Jand
retirement of the baby boom generation. The trust fund is expected to begin declining in 2023 gintil
assets are exhausted in 2036. To solve the shortfall, the Trustees say that the payroll tax rate nust
be increased by 2.15%, scheduled benefits must be reduced by 13.8%, or some combination of these
approaches must be adopted.

For more information about this article, please contact ugaatalerts@windes.conor any of our
tax professionals at (562) 438191, (949) 272600, (310) 3148130, or (213) 23D745.
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Proposal to Repeal LIFO:
Closing a Loophole, or Harming
Inventory -Based Business

well as in his budgets for earlier years, is to repeal the election to ufpe
the lastin, firstout (LIFO) method of computing net profit from sales o
inventory.

""‘ One of the tax proposals made by President Obama in his 2012 budge}as

Background

Taxpayers may elect, with the IRS's approval, an inventory accounfing
method generally known as the last firstout (LIFO) method. Under
this method, regardless of whether the goods on hand can be specificplly

identified and matched against invoices, the goods sold during the year are considered to be fhose
most recently acquired, while the goods on hand are considered to be those earliest acquired. [ The
LIFO method is in sharp contrast to the first, firstout (FIFO) method of determining the cost of
intermingled goods, under which the goods on hand are considered to be those most recqntly
acquired. Under either method, there is no difference in the physical inventory; only the amdunt
allocated to the inventory as its cost will vary. Since the valuation of the closing inventory is a fdctor
in determining the cost of goods sold, the valuation method chosen by the taxpayer will affecqthe
computation of taxable income.

In a period of rising prices, LIFO locks in a lower cost of closing inventory, thus increasing the cgst of
goods sold. This, in turn, reduces taxable income, resulting in tax savings as compared to use pf the
FIFO method under the same circumstances. Part or all of these savings will be retained so Igng as
the cost of inventory items remains above their value at the beginning of the year LIFO is adoptdd. If
prices rise even higher in future years, the difference between the cost of closing inventory upder
LIFO and under FIFO will widen, thus increasing the tax savings from LIFO.

Calls for repeal

In addition to proposing repeal of LIFO in his 2012 budget, President Obama also did so in his p011
and 2010 budgets. Former Ways and Means Committee Chairman Charlie Rangel also projposed
LIFO repeal in 2007, and Senator John McCain proposed it during his 2008 presidential] run,
demonstrating that repeal may arguably have some level of bipartisan support.

The President's 2012 proposal would require taxpayers currently using LIFO to write up tHeir

beginning LIFO inventory to its FIFO value in the first tax year beginning after 2012, esserftially
recapturing the financial benefit from using LIFO. The resulting increase in income would be
taken into account ratably over ten years beginning with the first tax year beginning after 2p12.
In combination with Obama's other corporate tax proposals, it appears that repealing LIFO may jell
be part of his overall plan to reform the corporate tax system by broadening the tax base fnd

reducing the corporate tax rate. In general terms, the idea is to simplify the system and leve| the
playing field for all corporate taxpayers, in a largely revameugral way.

Contact us at taxalerts@windes.com
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Proposal to Repeal LIFO (continued)

Arguments in favor of repeal

Proponents of LIFO's repeal argue that it preferentially allows certain taxpayers to defer tax, op an

indefinite or neafpermanent basis, and that it serves no bona fide nontax function. Additiona
according to proponents, LIFO has long been complex and burdensome and has generated g

deal of controversy between taxpayers and the IRS over the years. LIFO is also prohibited undir) the

International Financial Reporting Standards (IFRS). Although IFRS is not yet binding on U.S. ta
the U.S. is expected to transition from Generally Accepted Accounting Principles (GAAP) to |
sometime in the next few years. The Joint Committee on Taxation estimated in its analysis o
President's 2012 budget that repealing LIFO would generate almost $70 billion in tax revenue
ten years.

Arguments against repeal

Opponents argue that repealing LIFO would force companies that use it to eliminate jobs or res
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ayers,
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their ability to invest. They claim that taxing accumulated LIFO reserves would be akin to imposjng a

tax on nonexistent funds since any purported inflatbra s ed opr of it 6 i s ui

rea

accurate reflection of a taxpayer's current income because it matches current costs with cu
revenues. They also argue that, absent LIFO, inventories are taxed more heavily than comp
items like equipment, which benefit from deductions such as accelerated depretiatioh in this

respect, LIFO can be viewed less as a preferential tax break and more as a tax equalizer.

imposed on the recapture could be significant. Opponents further claim that LIFO provides a nlore
r

Conclusion

ent
rable

Whether LIFO will be repealed, and to what extent it is being considered in the current budget &nd

debt ceiling talks, is unclear. However, whether ultimately resolved by the convergence of IFR]
U.S. accounting standards or by repeal, the issue does not appear likely to go away anytime sod

For more information about this article, please contact ugaatalerts@windes.conor any of our
tax professionals at (562) 438191, (949) 2722600, (310) 3148130, or (213) 23D745.
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California Budget:
What Do We Expect to See?

This article is reproduced with permission from Spidell Publishing, Inc.

vetoed them almost immediately, stating that the budget presented Was
not a "balanced solution." The Legislature does not get paid until yve
have a balanced budget, so it is likely we will see a new budget pnd
trailer bills soon. The question is, what will be included in those bills?

The Legislature sent two budget bills to the Governor in June, but\{[/e

Possible tax provisions

Although the budget bills were vetoed, there were a few tax provisiorns
that we will likely see enacted when a budget is finally approved:

A sales tax increase of 0.25%his amount will go to the cities;
A vehicle license fee increase of $12; and

A requirement that online sellers in California collect sales and use tax on items
sold over the Internet. Most notably this will impact sales on Amazon, Over-
stock.com, and eBay.

= = =

Interestingly, the State Controller's press release announced that the Legislature would not be]paid
until the Governor receives a balanced budget. It also pointed out that one problem with the vetped
budget was that these tax increases were passed without the requireethisds majority vote. The
Controller noted that while the increases can be accounted for in the budget, atltwds majority
vote of the Legislature is required for legislation that contains a tax increase for anyone.

Among other potential tax provisions, the most recent budget did not include:

An income tax rate increase, which would likely be a ballot initiative;

A reduction in dependent exemptions, which would also go on the ballot;
Permission for a county or school district to put a referendum on the ballot to
collect taxes, including income tax;

A change in enterprise zone credit computation; or

Liberalization of jobs credit qualification. (There are a number of bills that
would increase the credit and/or increase the size of the company qualification.)

= = = —a =

However, the Legislature is back in session, and we will likely see these and many othedatizoc
issues soon, since the legislature is not being paid until they balance the budget.

Why Legislators will not be paid without budget
Proposition 25 provides that, if the Legislature fails to pass a budget bill by June 15, all membgrs of

the Legislature will permanently forfeit any reimbursement for salary and expenses for every] day
until the day the Legislature passes a budget bill. This new provision was passed by the votefs last
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November in an effort to make sure the Legislature passed a timely budget.

Prior to Proposition 25, the Legislature met the June 15 constitutional deadline for sending a bydget

to the Governor only five times since 1980. Shockingly, this year, a budget was delivered tdg
Governor at the end of the day on the 5 Unfortunately, the budget was not balanced, and th
State Controller has refused to continue to pay the Legislators until a balanced budget is prese
to the Governor.

Since they are not being paid until we have a balanced budget, it is likely we will see a new b
soon. In the meantime, the Legislators have threatened to sue the Controller to force him to is
their paychecks. We will keep you posted on the developments with this issue, but the Contrg
has not hesitated to take controversial stands in the past, so we do not expect him to back down

For more information about this article, please contact ugatalerts@windes.conor any of our
tax professionals at (562) 438191, (949) 272600, (310) 3148130, or (213) 23D745.
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OAmMmMazono Bi I | : Wh at I
Sellers and Affiliates

This article is reproduced with permission from Spidell Publishing, Inc.

On June 29, 2011, Governor Brown signed ABX1 28, Whi1
immediately expands the definition of a "retailer engaged
business" to include businesses that enter into an agreement
refer potential purchasers of taxable personal property to th¢
retailer. The Amazon bill was designed to require online retaile
to charge sales tax on purchases shipped to California.

Since the law was enacted, a petition was filed on July 8 4§
signature gathering has begun for a referendum that would ov
turn the law. It is expected that the referendum will, if enoug

signatures are gathered, and the referendum is certified for t

ballot, the provisions of the bill would be put on hold.
What the bill does

property shipped to a California address if the online retailer has sales through another
site. The other Web site is commonly referred to an as "advertising affiliate." There are
requirements that the online retailer must meet in order to be considered to be doing business
California:

An online retailer has nexus in California and must collect sales and use tax on sales of tIable

1 Sales in the previous 12 months of tangible personal property to purchasers in
California (that are referred as part of such an affiliate agreement) are in excess
of $10,000; and

9 Total sales of tangible personal property to all California purchasers are in excess
of $500,000 within the preceding 12 months.
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signatures are gathered, be on the June 2012 ballot. If and wigen
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The requirements are met at the Web site retailer level, not the affiliate level. Therefore, a reta}ler

such as Amazon.com is now deemed to have nexus in California if it meets the $10,000 tes
$500,000 test for all sales, even if an individual affiliate does not meet the test.

and

For example, Bob is a tax preparer in California. He has a Web site for his tax clients. His Web|

site

link to Amazon.com on his Web site. When his clients click on the link and purchase anything,may

contains his picture, business name, contact information, and a few client testimonials. He alsolhas a

be a DVD player, book, or sofa, he receives a commission on the sale. He earns an average
per month on the sales. Bob is an affiliate.

These affiliate programs (Amazon refers to its affiliates as "associates") use an online retailer's
marks and trade names to refer business to the retailer, using links or ads on a Web site, in exch

f $20

frade-
ange

for a commission. The commission ranges from 4% to 15%. Here is an example of a typical Arpazon

search tool that can be placed on any Web site:
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