Gallimaufry
(that means odds and ends or miscellany)

Estate Tax Exemptions Change on January 1, 2011

While this will only apply to a few of us, for those few this is very important information: In 2009 the Federal Estate Tax Exemption was $3,500,000. This amount increased during 2010 so that a person’s entire estate has been exempt (no estate tax). Here’s the important part: unless Congress acts, beginning with 2011 the exemption reverts back 
past the $3.5 million to only $1 million. This means that many of you should do some serious estate planning, since in a family context there are ways to divide property so that estate tax problems are lessened or eliminated and, as shown in the next section, there can be other ways to preserve the estate. 

Just at press time we learned about the death of the owner of the New York Yankees. He was ranked in the Forbes list of the 400 richest people. He was supposedly worth more than one billion dollars. Even though he possessed an incredible amount of wealth none of it will be taxed as estate taxes by the federal government because he died before December 31, 2010. If he had died on January 1, 2011, if he had done no estate planning at all, the federal estate tax could have been as much or more than $550,000,000 – more than half of the estate. It could have been enough for his sons to lose the baseball team and it could be enough for your children to lose your farm or business (even if it is not worth as much as the Yankees baseball franchise, your farm or business might well be worth more than a million dollars). Don’t be surprised by this change! Plan for it!

Low Interest Rates Offer Tax Savings for Generational Transfers of Larger Estates

Because of the current low Applicable Federal Rate, OBU could help you transfer an estate of many millions of dollars in value to your grandchildren, and do this estate- and gift-tax-free (or with very low taxes). At the same time, you would be helping OBU.

How can this be done? There is an IRS-approved technique called a Charitable Lead Trust. You put property in the trust for a term of years. During this time OBU receives the income from the property but then at the end of the term the property is delivered to the persons you directed in the trust either tax-free or at substantially reduced estate taxes.

The tax reduction depends on the amount of time the property is in the trust and the AFR rate at the time the trust is implemented. This idea works especially well with appreciating assets such as shopping centers or apartment complexes, but it can work with just about any kind of property (even stocks and other investments). The approach will even allow for a progressive distribution of the property to the recipient as he, she or they reach a sufficient maturity level to be able to handle the wealth.

Income Tax Planning Ideas

The so called “Bush tax cuts” expire at the end of 2010. For those of you (probably the very few of you with the stock market variations we have experienced this year) who have investments which have accumulated “capital gains,” you should consider the consequences of taking your gains before the close of this year. Unless Congress makes a change in the tax structure, next year the capital gains tax rates will be higher.

Time Growing Short for Tax-Deferred Conversion to Roth IRA.

Your first question might be, “Why would I want to convert to a Roth IRA?” The answer is to lower your taxes and preserve your retirement investment. With the traditional IRA you will invest pre-tax money. So when you take it out it is all taxed, both principal and income. So, there are only two real problems with the traditional IRA: (1) The owner pays taxes on retirement withdrawals on the entire withdrawal and (2) after certain income limits you no longer get a tax deduction for contributing to one (you still get the tax-deferred growth, but that’s it).

When one makes retirement withdrawals from a Roth, there is no income tax consequence as a result of the withdrawal. Because money contributed into a Roth is after-tax dollars there are no taxes on the principal contributions into the Roth when withdrawn, nor will there be taxes on the profits made inside the Roth.

The Internal Revenue Code now provides for a conversion from one to the other if it appears to the individual that it is tax advantageous for him or her to do so. So then your next question might be “Why is 2010 an important year for this?” It is the first year in which the conversion may be made regardless of your income levels. Last year if you made more that a certain amount you were not permitted to make a conversion. Furthermore, 2010 is the only year in which you will be able to convert and divide the tax consequences of the conversion between the following two years.

This year the taxes from the “conversion income” can be deferred until 2011 and 2012. You will have the option to claim 50 percent of the conversion amount as income in 2011 and the remaining 50 percent in 2012. By dividing the income between the years it further reduces the tax cost of the conversion. This provision only applies during 2010. After 2010, conversions must be reported in full in the taxable year in which they are made. 

Here are seven steps I believe you should consider in making a conversion to a Roth IRA: 


1.
Seek professional advice; 


2.
Evaluate your IRA and/or 401(k);


3.
Weigh financial and tax factors; 


4.
Calculate the potential tax due; 


5.
Decide when to pay the tax bill; 



6.
Consider when to convert; 




7.
Fill out conversion paperwork (or not if the first 




six steps suggest it is not good for you).

As a footnote about Roth IRA plans, here is a idea for someone torn between saving for retirement and saving for college: Use a Roth IRA as a College Savings back-up plan. The 529 college savings plans are a superior way to save for college, but if you’re behind in saving for retirement then this alternative strategy might suit you. You may not know this, but a Roth 
IRA for retirement may also be used for education. There is a provision which allows you to withdraw from your Roth IRA to pay for “qualified higher education” expenses while avoiding the 10 percent early withdraw penalty. If your cash flow is putting you in the position of making a choice between retirement savings and college savings, isn’t it better to have extra savings tied up in the Roth versus a College Savings Plan which might never get used? This idea offers flexibility.

