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Foreword

By Thomas E. Weber | SmartMoney.com Editor

T

he stimulus package. The roller-coaster stock market. Your
shrinking retirement. It’s never fun dealing with your taxes,
but this year it’s positively painful. That’s why we decided
to put together this guide: to help you get through what
may be the toughest tax season in our lifetime.
We’re blessed at SmartMoney to have the perfect person to help
you navigate this challenge. Bill Bischoff, the tax columnist for SmartMoney.com, has been a tax specialist and licensed CPA for 25 years.
He writes about taxes for tax professionals, as well as for individuals,
and has authored many books, including “Anti-Audit Warfare: How
to Avoid or Beat an IRS Audit” and “175 Tax Reduction Strategies.”
So we’ve asked him to update his tax advice—not just for the rules,
but for the times as well. We hope it helps.
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Introduction
By BILL BISCHOFF

A

s you know, keeping up with tax changes has become a big
challenge—in large part because they’ve been coming so
fast and furious. Just in the last 15 months, we’ve had nine
new laws that included significant tax changes. I expect
more of the same as politicians continue to cast about for solutions
to the current economic mess. One thing you don’t want to do during tough times is pay more taxes than you need to. I hope you’ll find
this information helpful both in dealing with your 2008 income tax
return and in planning ahead to lower your taxes and increase your
cash flow for this year and beyond—without, of course, running afoul
of the IRS.
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I. Breaking News

What the Stimulus Plan
Means for Your Tax Bill (Part I)
PRESIDENT OBAMA’S American Recovery and Reinvestment
Act of 2009 (the Stimulus Act) is a mind-blowing $787 billion package that includes some new and expanded tax credits
and other taxpayer-friendly changes. Here are four important
changes that will affect many individual taxpayers.

‘Making Work Pay’ Credit
A fair majority of workers will be entitled to the temporary
“Making Work Pay” credit for 2009 and 2010. This credit is
equal to 6.2% of annual earned income and can amount to a
maximum of $400 for an individual or $800 for a joint-filing
married couple.
The credit is also refundable. That means it can be used to
offset your entire federal-income tax bill, including any alternative
minimum tax (AMT), and you get to collect any leftover credit
amount in cash after your tax bill has been reduced to zero.
There are phase-out rules, however. The credit is reduced or
completely eliminated over the following adjusted gross income
(AGI) ranges:
n $75,000 to $95,000 for singles and married folks who
file separately.
n $150,000 to $190,000 for joint-filing married couples.
The IRS has issued updated federal employment-tax withholding tables to allow employees to collect their credits in
advance via reduced payroll tax withholding for the rest of
2009. So the cash will come through in the form of slightly
higher paychecks. Frankly, you aren’t going to notice a big
difference (about 10 extra bucks a week). Self-employed folks
can collect their credits in advance by reducing their quarterly
estimated tax payments.
$250 Economic Recovery Payment for
Government Program Beneficiaries
Mainly geared toward retirees, the one-time $250 Economic Recovery Payment will be doled out to the following
government program recipients.
n Adults eligible for Social Security benefits and
anyone eligible for Supplemental Social Security
Income (SSI) except those who receive them while

in a Medicaid institution.
n Adults eligible for Railroad Retirement benefits.
n Adults eligible for veteran’s compensation or

pension benefits.
To cash in, you must have been eligible for at least one of
the programs listed above for at least a month during the threemonth period that includes November and December of 2008
and January of 2009.
The IRS is figuring out how to get payments underway
within the next four months.
Note: If you receive the $250 Economic Recovery Payment, it
gets subtracted from any Making Work Pay credit that you would
otherwise be entitled to collect.

$250 Refundable Credit for
Government Retirees
The Stimulus Act includes a comparable $250 free-money
goodie for certain government retirees. This payment comes in
the form of a one-time 2009 refundable tax credit of $250 for
each eligible individual or $500 for a joint-filing married couple
when both spouses are eligible.
You have to meet all three of the following requirements
to be eligible.
1. During 2009, you receive retirement benefits for past
service as an employee of the U.S. or other government
entity based on earnings that were not subject to Social
Security tax withholding at the time.
2. You’re ineligible for the aforementioned $250 Economic
Recovery Payment deal .
3. You report a Social Security number on your 2009 Form
1040.
Note: If you’re eligible for this $250 credit, it gets subtracted from
any Making Work Pay credit that you would otherwise be entitled to
collect.

Extended First-Time Homebuyer Credit
The Stimulus Act extends the first-time homebuyer credit
deal for another five months, covering purchases through November of 2009. It also makes this refundable credit a bit more
generous. But the biggest change is that the earlier requirement
to pay back the credit over 15 years no longer exists for 2009
purchases.
For a qualified purchase of a principal residence between
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January 1, 2009, and November 30, 2009, the maximum credit
under the revamped rules equals the lesser of: (1) 10% of the
purchase price or (2) $8,000 or (3) $4,000 if you use married
filing separate status. These credit maximums are up from the
$7,500 and $3,750 amounts that apply for 2008 purchases.
You’re only eligible for the credit if you have not owned a
principal residence in the U.S. during the three-year period that
ends on the purchase date. If you’re married, both you and your
spouse must pass this test (whether or not you file jointly). For
a newly-constructed home, the purchase date is deemed to be
the date you move in.
The credit is phased out over the following AGI ranges:
n $75,000 to $95,000 for singles and married folks who
file separately.
n $150,000 to $170,000 for married joint-filing couples.
Credit Must Be Repaid in Some Cases
Even under the liberalized new rules, you may have to
repay the credit if you sell the home for a gain within three years
of the purchase date or stop using it as your principal residence
within that timeframe.
Claiming Credit for 2009
Purchase on Your 2008 Return
If you buy a home between January 1, 2009, and November
30, 2009, you can choose to treat the deal as if it occurred in
2008. Then you can claim the credit on your 2008 Form 1040
and get the benefit that much quicker. To do so, fill out Form
5405 (First-Time Homebuyer Credit), and check the box to
show you want to claim the credit for 2008. Then file Form
5405 with your 2008 return. The 15-year repayment rule
won’t apply to you even though you’re claiming the credit on
your 2008 return. You’re also eligible for the expanded 2009
credit maximum of $8,000 (or $4,000 if you use married filing separate status) even though you’re claiming the credit on
your 2008 return.

The Stimulus Plan and
Your Tax Bill (Part II)
THE MASSIVE $787 BILLION Stimulus Act includes quite
a few taxpayer-friendly changes worth taking advantage of.
I just covered four important ones for individuals. Now, I’ll
cover several more.

Another Alternative Minimum Tax Patch
Yet again, Congress applied a one-year patch on the alternative minimum tax, preventing millions of individuals from
being forced to pay the dreaded tax for 2009. As in the past,
this year’s patch has two parts:
Expanded Exemptions
You subtract these exemptions in calculating taxable
income under the AMT rules, so bigger exemptions mean less
chance of being hit with the AMT. The exemptions for 2009
are as follows:
n $70,950 for married joint-filing couples (up from
$69,950 for 2008).
n $46,700 for unmarried individuals (up from $46,200).
n $35,475 for married individuals who file separately (up
from $34,975).
Nonrefundable Credits
The second part of the patch allows you to use any and
all nonrefundable personal tax credits to reduce your 2009
AMT bill, as well as your regular tax bill. The most common
nonrefundable credits are the child credit (up to $1,000 per kid)
and the two higher-education credits that I write about below.
There are others. For example, you can use the credit for buying
a new hybrid or clean-burn diesel vehicle to lower your AMT
bill. (This was not true for pre-2009 tax years.)
More Generous Higher Education Tax Credit
For 2009 and 2010, the Stimulus Act makes taxpayer-friendly
changes to the rules for the Hope Scholarship higher education
tax credit—which has been temporarily renamed the American
Opportunity credit. For simplicity’s sake, I’ll call the revamped
credit the modified Hope credit.
The modified credit equals 100% of the first $2,000 of
qualified post-secondary education expenses paid during the
year, plus 25% of the next $2,000. So the maximum credit is
now $2,500. (Under the old Hope credit rules, the maximum
credit for 2009 would have been only $1,800.)
Qualified Expenses and Eligibility Rules
The modified Hope credit now covers the cost of tuition,
fees, and course materials (but not room and board) for the first
four years of post-secondary education. The credit becomes
unavailable after the student has logged in four years’ worth of
academic hours. (Under the old Hope credit rules, the credit was
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only allowed for the first two years of post-secondary education,
and course materials were not a qualified expense.)
Phase-Out Rule
While the modified Hope credit is still phased out (reduced or eliminated) above certain income levels, the phase-out
ranges are considerably higher than before.
n The phase-out range for unmarried individuals is
between adjusted gross income (AGI) of $80,000 and
$90,000.
n The phase-out range for married joint filers is between
AGI of $160,000 and $180,000.
(Under the old Hope credit rules, the phase-out ranges for
2009 would have been $50,000 to $60,000 and $100,000 to
$120,000, respectively.)
Partially Refundable Rule
The modified Hope credit can be used to offset both your
regular federal income tax bill and your AMT bill (if you have
one). In addition, up to 40% of the credit is now refundable.
That means if you still have some credit left after reducing
your federal income tax bill to zero, you can collect 40% of the
leftover amount in cash.
Another thing worth noting is that the new law doesn’t
change the rules for the Lifetime Learning higher education tax
credit, which can be as high as $2,000. For 2009, the Lifetime
credit is phased out between AGI of $50,000 and $60,000
for unmarried taxpayers and between AGI of $100,000 and
$120,000 for married joint-filing couples.
First $2,400 of 2009 Unemployment
Compensation Is Tax-Free
In general, unemployment compensation benefits count
as taxable income. The Stimulus Act grants a one-year federal
income tax exemption for the first $2,400 of unemployment
compensation received in 2009. Unemployment benefits above
the $2,400 limit will still count as taxable income.
Bigger Tax-Free Limit for Employer-Provided
Transportation Fringe Benefits
For March of 2009 and through December of 2010, the
new law increases the maximum federal-income-tax-free fringe
benefit allowance for employer-provided transit passes and van
pooling to $230 (up from $120). The $230 ceiling is an overall
limit. It applies if you use just one of these benefits or both. You

can also choose to receive up to $230 per month for one or both
of these benefits on a tax-free basis under a salary reduction
arrangement, if your employer offers this option.

5 New Tax
Benefits for 2008
It’s time to think seriously about getting your 2008
Form 1040 underway—whether you choose to do it yourself
or hire a pro.
No matter how you get your taxes done, there are a few
key changes almost everyone should know about. Here’s what
to look for:

Second Shot at Last
Year’s Stimulus Payment
In 2008, you had the chance to collect an economic stimulus
rebate payment based on information reported on your 2007
Form 1040. The maximum rebate was $1,200 for a married
joint-filing couple and $600 for others. Those with qualifying
children could snag up to another $300 per child. However,
there were a lot of eligibility rules, and many higher-income
folks didn’t receive anything due to phase-out rules.
For those who didn’t receive any rebate (or who received less
than the maximum), there’s some good news: You’re allowed a
second bite at the rebate apple based on information reported
on your 2008 Form 1040 (the one you are about to file). The
same eligibility and phase-out rules still apply, but you may get
a better answer this time. In fact, you can potentially collect the
difference between the maximum rebate amounts listed above
and what you received last year (if anything).
This second-chance rebate is called a “recovery rebate credit.”
You can calculate the credit using the worksheet on page 62 of the
Form 1040 instruction package. Then, enter the amount on line
70 of your return. You’ll get your money in the form of a bigger
tax refund or a smaller amount owed to Uncle Sam.
Your odds of qualifying for a recovery rebate credit are
pretty good if your 2007 income was high enough to cause you
to be affected by the phase-out rule, but your 2008 income was
lower. Sadly enough, that will be the case for many of us.
New Property Tax Write-Off
for Non-itemizers
If you don’t itemize deductions, you may qualify for a
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brand-new write-off for state and local real property taxes.
The new break comes in the form of an add-on to your normal
standard deduction amount. The maximum add-on is $1,000
for married joint-filing couples or $500 for others. However, it
can’t exceed the amount of state and local real property taxes
you actually paid during 2008. Check the box on line 39c of
your Form 1040 and include the additional standard deduction
amount on line 40.
New So-Called Credit for HomeBuyers
If you bought or plan to buy a home between April 9,
2008, and December 31, 2008, you may qualify for a brandnew tax credit. However, you’re only eligible if you haven’t
owned a principal residence in the U.S. during the three-year
period leading up to the purchase date. (If you’re married, your
spouse must pass this test, too.) The maximum credit equals
the lesser of: 10% of the home price, or $7,500 ($3,750 if you
use married, filing separate status).
The good news is the credit offsets both your regular tax and
any alternative minimum tax (AMT), and it’s refundable. That
means the government will fork over any leftover amount after
the credit has been used to offset your entire federal income tax
bill (including any AMT).
The bad news is you must repay the credit over 15 years
(which is why I describe it as a “so-called credit” above). It’s
also phased out for higher-income folks. If you think you might
qualify, fill out Form 5405 to find out for sure. Then enter the
credit amount on line 69 of your Form 1040.
Note: See our earlier item about the much more generous
first-time homebuyer credit rules for purchases between January 1,
2009 and November 30, 2009.

New Personal Casualty Loss
Write-Off for Non-itemizers
For those who don’t itemize, the normal standard deduction amount can be increased by any disaster-related personal
casualty loss you may have suffered in 2008. Only losses in
federally-declared disaster areas are eligible for this brand-new
break. Sadly enough, many folks will qualify for this bit of taxsaving assistance because there were quite a few weather-related
disasters last year. To figure out the extra standard deduction
amount, fill out Form 4864. Then check the box on line 39c of
your Form 1040, and include the extra write-off on line 40.

Liberalized Personal Casualty
Loss Write-Off for Itemizers
If you itemize and suffer a personal casualty loss, the general
rule says you can only claim a deduction to the extent the loss
exceeds 10% of your adjusted gross income (AGI). However,
under a brand-new rule, the normal 10%-of-AGI threshold is
suspended for 2008 disaster-related losses in federally-declared
disaster areas. To figure the deductible amount under this liberalized rule, fill out Form 4864. Then enter the deduction on
line 20 of your Schedule A.

3 New Tax Changes to
Know Before You File
WITH APRIL 15 LOOMING, here are a few more key changes
to note as you get started on your 2008 Form 1040.
More-Generous IRA Contribution Rules
In previous years, your adjusted gross income (AGI) may
have been too high to allow you to make deductible traditional
IRA contributions or Roth IRA contributions. Things have
changed for the better.
Traditional IRAs
For 2008, you can contribute more to traditional IRAs than
ever before, and you have a better chance of making a tax-saving
deductible contribution.
For the 2008 tax year, you can contribute up to $5,000 to a
traditional IRA, up from $4,000 for 2007. If you were age 50
or older on December 31, 2008, the contribution maximum is
$6,000 (up from $5,000). If you’re married, the same contribution limits apply to your spouse if he or she wants to fund a
separate IRA. The deadline for contributions for the 2008 tax
year is April 15. So you still have time.
Here are the other traditional IRA contribution ground rules.
n Once you turn 70½, you can no longer contribute to
a traditional IRA. However, Roth IRAs are still fair
game.
n You (or, if you’re married, you and your spouse),
must have had 2008 earned income from salary or
self-employment that at least equals the amount you
contribute to IRAs for 2008. Note: Any alimony
payments you received also count as earned income.
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For those who were covered by retirement plans in 2008,
the AGI restrictions on deductible contributions are considerably looser than just a few years ago. In each of the cases below,
these AGI restrictions only affect your ability to make deductible
contributions to traditional IRAs. (You can make nondeductible contributions to traditional IRAs no matter how high your
income.) Here’s the breakdown.
n If you’re unmarried, your eligibility to make a
deductible 2008 contribution to a traditional IRA is
phased out between AGI of $53,000 and $63,000.
n If you’re married and both you and your spouse were
covered by retirement plans in 2008, your right to
make deductible 2008 contributions to traditional
IRAs is phased out between joint AGI of $85,000 and
$105,000.
n If you’re married and only one spouse was covered by a
retirement plan in 2008, the covered spouse’s eligibility
to make a deductible 2008 contribution to a traditional
IRA is phased out between joint AGI of $85,000
and $105,000. The noncovered spouse’s deductible
contribution privilege is phased out between joint AGI
of $159,000 and $169,000.

New and Improved Alternative
Minimum Tax Credit
As I explained earlier, you may be able to recover AMT
amounts paid in prior years, thanks to liberalized AMT credit
rules. If you’ve paid big AMT amounts in the past, this could
be the single most important change for the 2008 tax year. To
collect your rightful AMT credit, just complete Form 8801
(Credit for Prior-Year Minimum Tax) and attach it to your
Form 1040.

Roth IRAs
The larger 2008 contribution limits for traditional IRAs
(explained above) apply equally to Roth IRAs. After that, there
are some important differences.
n If you’ve turned age 70½, you can no longer contribute
to a traditional IRA, but you can still contribute to a
Roth as long as you—or you and your spouse if you’re
married—had earned income at least equal to what you
contribute.
n The privilege of making Roth contributions for the
2008 tax year is phased out between AGI of $101,000
and $116,000 for unmarried taxpayers. For joint filers,
the range is between $159,000 and $169,000. These
ranges are considerably higher than just a few years
ago.
n Being covered by a retirement plan (or not) has no
impact on your eligibility to make Roth contributions.
Overall, for 2008, you have a better chance of being able to
make the maximum Roth IRA contribution than ever before.
Not only that, the maximum contribution amount is also larger
than ever. The deadline to make a Roth contribution for the
2008 tax year is April 15.
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II. Deductions and Credits for 2008

High-Income Tax Breaks
IF YOU’RE A high-income type, you’re probably painfully
aware that many tax breaks are phased out (either reduced or
eliminated) as your adjusted gross income, or AGI, increases.
That’s the price of success, right? Well, not necessarily. Believe
it or not, some tax breaks are available to just about anybody—
regardless of income. Here are six of them.
Retirement Plans for the Self-Employed
If you’re self-employed, you may be able to contribute
and deduct up to $46,000 for 2008 ($49,000 for 2009) by setting up a simplified employee pension, or SEP. Contributing to
a SEP could dramatically reduce your taxable income and save
you a bundle. Think you’ve already missed the boat for your
2008 taxes? Think again. If you don’t already have a retirement
plan in place, you can still set up a SEP and make a deductible
contribution to your account for 2008. And that could be done
as late as Oct. 15 if you extend your return for the automatic
six-month period.
Credit for Overpaid Social Security Taxes
Did you have two jobs last year and earn more than
$102,000? Then you probably contributed too much to Social
Security. Your credit will be for the amount you contributed
beyond $6,324, which represents your half of the 12.4% Social
Security tax based on a maximum salary of $97,500. Getting
the money back is easy—just report the overpaid amount (you
can tell what that is by looking at your W-2s) on Form 1040,
line 65.
Deducting Alimony Payments to Your Ex
This may be small consolation, but if you started alimony
payments last year, they’re probably deductible. It all depends
on the terms of your divorce agreement. Assuming you qualify,
you can claim a full write-off of your alimony payments on
page 1 of Form 1040.
Writing Off Your Gambling Losses
So Lady Luck up and left you during your last trip to Vegas,
huh? Believe it or not, Uncle Sam feels your pain, and will allow
you to deduct your losses up to the amount you’ve won during

the year on Schedule A, line 28. (Your winnings are taxed as
regular income.) But beware: If you claim this deduction, you
should have written evidence of your losses, just in case you get
audited. So try to dig up some evidence (betting tickets, etc.).
In the future, keeping a journal of your wins and losses should
do the trick. After all, asking that blackjack dealer for a receipt
might be tricky.
Writing Off Your Investment Interest
Did you borrow on margin last year? As long as you
itemize deductions on your return, you probably can deduct
the interest you paid on the account. The deduction for the
interest paid to carry taxable investments (so-called investment interest expense) is unaffected by the phase-out rules that
apply to most other itemized deductions listed on Schedule A.
There’s only one small catch: Your investment interest expense
deduction generally can’t exceed your taxable income from
interest, annuities, royalties and short-term capital gains. That
said, any excess investment interest expense can be carried
over to the following tax year. See IRS Form 4952 (Investment
Interest Expense Deduction) for all the details (including a
special election to treat long-term capital gains and dividends
as investment income).
The Dependent Care Credit
OK—so this last tax break is technically subject to some
AGI phase-out rules. But truthfully, nearly everybody who
claims this credit is partially “phased out.” What’s left is still
a great tax break.
If you worked last year and paid someone to take care of
your under-age-13 child, you could be eligible for this credit.
Keep in mind, if you’re married, both spouses must work, unless one is a student. Additionally, neither of you could have
contributed to a child-care flexible spending account (through
your employer) to cover the same expenses last year.
If your income (married or single) exceeds $43,000 then
you can take a credit equal to 20% of your child-care expenses. However, the credit limit is $600, if you have one child,
or $1,200, if you have two or more. (If you earned less than
$43,000 you may be entitled to a larger credit.) Thankfully, the
definition of child care is generous—it can cover anything from
summer day camp to a babysitter. See Form 2441 for details.
Claim your credit on line 48 of Form 1040.
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Refundable AMT Credit
Could Mean Savings
IF YOU’VE BEEN socked with a big alternative minimum tax,
or AMT, bill in the past, you may be in luck. Thanks to a littleknown provision, you could actually get a refund.
Typically, taxpayers are hit with a big AMT bill because they
exercised some lucrative incentive stock options (ISOs). Unlike
the regular tax rules, the AMT rules tax you on the “bargain
element” when you exercise an ISO. The bargain element is the
difference between the fair market value of the ISO shares on the
date you exercise the option and the exercise price. The regular
tax rules don’t tax the bargain element until you actually sell
your ISO shares. So your AMT bill can be bigger (sometimes
much bigger) than your regular tax bill in a year when you
exercise in-the-money ISOs. Naturally, the IRS insists that you
pay the larger AMT amount.
A few years ago, lots of folks exercised in-the-money ISOs
and wound up paying huge AMT bills for the privilege. If you
were one of them, you could get some of that AMT money
back. Here’s how:
Regular AMT Credits
One way AMT victims are allowed to offset some of their pain
is through the AMT credit. The amount of AMT triggered by
exercising ISOs generally results in a credit you can use to lower
your tax bills in future years. Any unused AMT credit can be
carried forward indefinitely.
Under the general rules, however, you can only use as much
of the credit as it takes to reduce your regular tax liability to the
point where it equals the AMT. So even if you have a big AMT
credit, it does absolutely no good in years when you owe the
AMT, and it only does a minor amount of good in years when
your regular tax bill is just a little larger than your AMT bill
(the typical situation). Therefore, under the general rules, you
might die before you ever get a substantial break from your
AMT credit.
Tapping Into Little-Known
Refundable AMT Credits
Fortunately, there’s a huge favorable exception to the
general AMT credit rules. Under this exception, unused AMT
credits that are more than three years old become refundable,
which means you can use them to reduce both your regular
federal income tax bill and your AMT bill and then collect
any leftover credit amount in cash. You can take advantage

of the refundable AMT credit rules when you file your 2008
Form 1040.
The refundable AMT credit amount for a particular tax year
only includes unused AMT credits that were generated more
than three years earlier. These are also referred to as long-term
unused AMT credits. So for the 2008 tax year, you can only
have a refundable AMT credit if you have unused AMT credits
that were generated more than three years earlier --which means
in years prior to 2005. (For newer AMT credits, you’re stuck
with the less-favorable general rules.)
The refundable AMT credit amount for the current year is
limited to the greater of:
n 50% of the long-term unused AMT credit amount
carried into that year (for 2008, this means the amount
of credits generated in pre-2005 years) or
n The amount of refundable AMT credit for the preceding
year (for 2008, this means the refundable AMT credit
amount, if any, from your 2007 Form 1040).
However, the refundable AMT credit for the current year
cannot exceed the long-term unused AMT credit carried into
that year. Sound confusing? The following example should
clarify how the limitation rule works. Under this simple scenario, the entire long-term unused AMT credit was generated
in the same year.
Example: Say you generated a whopping $150,000 AMT credit
in 2004 when you exercised some profitable ISOs. For 2008, the
entire $150,000 amount counts as a long-term unused AMT credit,
since the whole amount was generated before 2005. For 2007, you
had no refundable AMT credit—because your credit was not yet old
enough.

Your 2008 refundable AMT credit amount figured under
the annual limitation rule is $75,000 (0.50 x $150,000). You
can collect the entire $75,000 simply by filing out a Form 8801
(Credit for Prior-Year Minimum Tax) and including it with your
2008 Form 1040. By “collect” I mean you can use the $75,000
credit to reduce your 2008 federal income tax bill (including
any AMT) to as low as zero. Any leftover credit amount will
be sent to you in cash.
For 2009, your long-term unused AMT credit amount is
the $75,000 left over from 2008. Under the annual limitation
rule, the entire $75,000 is refundable (because it equals the
2008 refundable credit amount). So you can collect the entire
$75,000 simply by filing your 2009 Form 1040.
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When all is said and done, you get to collect the whole
$150,000 over two years. Not bad.
Note: Things get more complicated when you have credits
that were generated in several different years. However, once
the credit from any particular year is over three years old, you
can always collect it over a two-year period (if not sooner) under
the refundable AMT credit rules.
My advice: Don’t miss out on this credit if it’s available to you.
And if you have significant bucks at stake, consider hiring a tax pro
to get the numbers right.

Three Often Overlooked Tax Savers
AS UNPLEASANT AS filing one’s taxes may be, don’t let the
desire to simply get your taxes done keep you from making sure
you get every tax break you’re entitled to.
Here are three commonly overlooked ways to save:
Seller-Paid Mortgage Points
Did you buy a home in 2008? Then be sure to review your
paperwork to see if the seller paid some (or all) of your points
when you took out a mortgage to finance the deal. If so, you’re in
luck. Believe it or not, you’re entitled to deduct those seller-paid
points even though someone else paid the tab. (You aren’t going
to find a much better deal than this in the U.S. tax code.)
Claim your deduction on line 12 of your Schedule A (or on
line 10 if the seller-paid points were reported to you on Form
1098). You must then lower the tax basis of your home by
the amount of your deduction. This will slightly increase your
gain when you eventually sell the home, but chances are pretty
good that it won’t matter. After all, with the relatively generous
home-sale-gain exclusion privilege (up to $250,000 for singles
and up to $500,000 for joint filers), it’s quite possible you won’t
owe any federal capital-gains tax when you sell.
Selling Grandma’s Stuff
If you sold something last year that you inherited, understand that your tax basis for gain or loss purposes generally
has nothing to do with what your benefactor paid for the asset.
And that’s probably going to save you a bundle in taxes. With
inherited items, your tax basis is usually the asset’s fair-market
value as of your benefactor’s date of death. In other words,

your tax basis is adjusted to that value, which is usually a very
taxpayer-friendly outcome for assets owned for a long time,
like a house or stocks.
Suppose your grandmother died on April 5, 2007, and you
inherited shares of General Electric, which you subsequently
sold in 2008. To figure out your tax gain or loss on those shares,
do you have to go back and figure out what Grandma paid for
her original shares back in, say, 1947? No. You simply have to
figure out what the stock was trading for on April 5, 2007, and
calculate the gain or loss from there.
Occasionally, the estate executor will choose to value the
estate’s assets as of the “alternate valuation date.” In that case,
your basis is equal to the asset’s fair-market value on the date
you received it, or six months after the date of death, whichever
came first. One other thing: Gains from inherited capital assets
automatically qualify for favorable long-term-gain treatment,
regardless of the length of time they were actually owned by
you or the person who left them to you.
Adopting a Child
If you adopted a child younger than 18 last year, you can
generally claim a tax credit for up to $11,650 of adoptionrelated expenses (such as adoption fees, legal fees, court costs,
travel expenses, etc.). The credit reduces your tax bill dollar
for dollar.
The only downside is that this deal is phased out for a parent
(or parents) with adjusted gross income starting at $174,730
and ending at $214,730. Also, if you’re married, you generally
must file a joint return to claim the credit. To take the credit,
fill out Form 8839 (Qualified Adoption Expenses) and file it
with your 1040. Then enter the adoption-credit amount on
Line 53 of your 1040.

Give Your College Kid a Tax Break
IF YOU EARN A healthy income, then you probably don’t
qualify for the higher-education tax credits intended to help
pay college-tuition bills. However, your college-age child just
might.
Both the Hope Scholarship credit (maximum $1,800 for
2008) and the Lifetime Learning credit (maximum $2,000)
help soften the cost of postsecondary education. The Hope
credit is available only for the first two years of college, while
the Lifetime Learning credit can be used at any time and doesn’t
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even have a degree or workload requirement.
Unfortunately, you can’t take both credits for the same student in the same year, and many parents earn too much to be
eligible for either one. That’s because in tax year 2008, both
credits are phased out starting at an adjusted gross income, or
AGI, of $96,000 for joint filers and $48,000 for singles. At AGI
levels of $116,000 and $58,000, respectively, you’re completely
ineligible. As you might imagine, plenty of parents fall into this
category. But even if you’re among them, these valuable credits
may not have to go to waste after all.
Here’s how: Arrange things so your college-age child can
claim one of these credits instead of you. To implement this strategy, you must forgo the dependency exemption deduction for
your child ($3,500 for the 2008 tax year). Then the education
tax credit becomes the property of your child, whose income
is presumably well below the phase-out range.
The now-liberated education credit can cut your college-age
child’s tax bill by quite a bit. Remember, however, the credit
is worthless to your child unless he or she has enough taxable
income to actually owe the IRS. This income could be from
summer jobs, work-study at school or income and gains from
investments held in your child’s name.
Also, keep in mind that this strategy makes the most sense
when your AGI is quite high. Why? Because your dependency
write-off for your college kid is itself partially phased out between an AGI of $239,950 and $362,450 for joint filers and
between $199,950 and $322,450 for heads of households. So
giving up that dependency deduction on your 2008 tax return
may not cost you much. (This strategy does not permit your
child to claim an exemption on his or her return; the exemption
belongs to you whether you’re able to use it or not.)
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III. Tax Traps to Avoid

Why Our #$*! Tax Code Is So Confusing
Our tax system is falling apart because it’s become way too
complicated. Tax breaks are not as helpful as advertised because
many taxpayers can’t figure out how to use them. Tax increases
don’t raise the expected revenue because many taxpayers are
unwilling to spend extra time and money to comply only to get
a bigger tax bill for their trouble.
If you doubt that tax complexity is a huge problem, consider
the fact that my personal copy of the Internal Revenue Code
takes up over 8,500 pages of very fine print. Then there are
many thousands of pages of regulations and other guidance put
out by the IRS in efforts to explain how the tax law provisions
are supposed to work. Then there are many more thousands of
pages of court decisions dealing with unresolved disputes about
how they are supposed to work. I can’t keep up with all this
stuff, even though it’s my profession. The average individual
or small-business owner has no hope.
And it’s getting worse—fast! Just in the last 15 months,
Congress passed nine significant new tax laws. Every one of
them added more complexity, and there will be more new laws
before year-end. This is change we can be disgusted with.
When guys like me who make a living from dealing with
tax complications start ranting about too much complexity,
it’s time for you ordinary citizens out there to demand an end
to the nonsense. Here’s what you should be howling about to
your Congresspersons:

Be Honest About Tax Rates
Much of our tax system’s complexity is caused by stealthy
provisions intended to penalize certain categories of taxpayers
without explicitly raising anybody’s tax rates. That way the
politicians can advertise low rates for all while keeping their
hands in your pocket. For example:
The dreaded alternative minimum tax, which hits many
middle-income folks by disallowing deductions for dependents
and state and local income and property taxes.
Tricky rules that can cause you to pay federal income tax on
up to 85% of your Social Security benefits—even though you
already paid income tax on Social Security taxes when they were
taken out of your salary or self-employment earnings.
Phase-out rules that reduce or eliminate the chance for

middle-income folks to claim the child tax credit and education tax credits.
I could go on and on, but you get the idea. It’s time to tell the
politicians to be straight with you by raising or lowering your
taxes with easy-to-understand rate changes. The current practice of granting well-advertised tax goodies and then sneakily
taking them away from less-favored folks has got to stop.
Stop Trying to Micromanage
the Economy with Tax Policy
In general, lower taxes tend to encourage legitimate
economic activity, and higher taxes tend to do the opposite.
But the politicians want to micromanage.
For example, after the devastating Gulf Coast hurricanes
in 2005, Congress enacted a bunch of exceedingly complicated
special tax breaks intended to help individuals and businesses
rebuild. This was on top of many billions worth of direct relief
from the Feds and many billions more from charitable donations. In my opinion, the tax breaks were unnecessary overkill,
but they sure added lots more complexity. The beleaguered IRS
is still trying to catch up on issuing guidance about how all the
special breaks are supposed to work.
Lower the Tax Rate on Big Companies and
Eliminate Corporate Welfare
Large U.S. corporations face a 35% federal income tax
rate on their domestic profits. This is one of the highest rates in
the industrialized world. As a result, big companies pay untold
amounts to lobby Congress for unadvertised tax breaks (better known as corporate welfare) and to devise tax-avoidance
strategies (some legit and some not). The high U.S. tax rate also
encourages companies to move operations overseas and keep
the resulting profits over there. Why? Because they generally
don’t have to pay U.S. taxes on offshore profits until they bring
them home. So they don’t.
As a result, the amount of federal income taxes that big
corporations actually pay is laughably low. Although I can’t
prove it, I’m sure that a major reduction in the corporate tax
rate combined with an end to corporate welfare would be great
for our economy. Plus we could cut a few hundred pages out of
the Internal Revenue Code as a bonus. This isn’t micromanagement. This is a big idea.
Put “Fairness” in the Proper Perspective
A few years ago, the politicians became aware that lots
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of grandparents and aunts and uncles are raising children of
their relatives. In the name of “fairness” Congress changed the
rules to allow these nice grandparents and aunts and uncles to
claim tax breaks, like dependency exemption deductions and
child tax credits, for the kids they are selflessly supporting. The
unfortunate result was rules that are so hideously complicated
that I can barely understand them. Ordinary taxpayers have not
a prayer. So now you have many cases where divorced moms
and dads, along with grandparents and aunts and uncles, are all
claiming the same tax breaks for the same kids. This is against
the law, but it’s up to the beleaguered IRS to issue audit notices
and try to sort out the mess.
I can cite other examples of attempts to inject “fairness”
into the tax law. Such attempts often result in rules that are too
complicated to be effective—which isn’t fair to anybody.
The Last Word
The purpose of our federal tax system should be to raise
revenue in a reasonably predictable, efficient, and fair manner.
The current system doesn’t do any of these things—mainly
because it’s too complicated to work right. The problem has
reached scary proportions, but don’t blame the IRS. It’s the
politicians’ fault. Now is a great time to tell them you want a
simpler tax system if they want to keep their jobs.

Tax-Wise, Debt
Forgiveness Isn’t So Divine
BELIEVE IT OR NOT, some lenders are still willing to forgive
the debts of beleaguered consumers. While debt forgiveness can
help you survive financially, it might also increase your tax bill.
Here’s what you need to know.
What is cancellation of debt
income and how is it taxed?
When a lender forgives part or all of a debt, it results in
so-called cancellation of debt (COD) income. As a general rule,
COD income is taxable, and the lender is supposed to report the
amount to you, and to the IRS, on Form 1099-C (Cancellation
of Debt) for the year when the COD income occurs.
Thankfully, there are some favorable exceptions to the general rule that COD income is taxable. Here are the taxpayerfriendly exceptions that are most likely to help you out.

Bankruptcy Exception
If the COD income occurs while the borrower is in Title
11 bankruptcy proceedings, the income is completely exempt
from federal taxation. Title 11 encompasses bankruptcy filings
under Chapter 7 (liquidations), Chapter 11 (reorganizations),
and Chapter 13 (wage earner filings). Legislation passed in 2005
made it more difficult to file for Chapter 7 bankruptcy protection, thereby making it harder to be completely exonerated
from unsecured debts such as credit-card balances. However,
COD income can still occur in Chapter 7 cases (just not as
often), and it still occurs in some Chapter 11 and Chapter 13
cases as well.
One other thing to remember is that when you enter bankruptcy, a separate legal entity called the bankruptcy estate comes
into legal existence. Once that happens, you must file tax returns
for the estate, as well as for you personally.
Insolvency Exception
When a borrower is insolvent (meaning their debt exceeds their assets) but not in bankruptcy immediately before
COD income occurs, the COD income is completely exempt
from federal income taxation to the extent of the borrower’s
insolvency. However, when the COD effectively makes a person solvent (because the assets now exceed debts), the COD
income is taxable to the extent of that solvency. Any remaining
COD income will be exempt from taxation under the insolvency
exception.
Home Mortgage Exception
Legislation in 2007 and 2008 created an exception for
qualifying cancellations of home mortgage debt during the years
2007 through 2012. Taxpayers don’t need to be bankrupt or
insolvent to take advantage of this provision, which allows an
individual to have up to $2 million of federal-income-tax-free
COD income from forgiven qualified principal residence debt.
This only includes debt that was used to acquire, build or improve a main residence and that is secured by that residence.
Refinanced debt can also qualify for this exception to the extent
it replaces debt that was used to acquire, build or improve a
principal residence. You must reduce the tax basis of your residence (but not below zero) by the amount of COD income that
you’re allowed to treat as tax-free under this exception.
Deductible Interest Exception
If COD income includes unpaid interest that was added to
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a loan’s principal and then forgiven, you may be in luck. Any
forgiven interest that you could have deducted (had you paid
it) is free from federal income taxation. This exception often
comes into play with forgiven principal residence mortgage
interest, vacation home mortgage interest, and rental property
mortgage interest.
Seller-Financed Debt Exception
When COD income is derived from seller-financed debt
(meaning mortgage debt that you owe to the previous owner of
a property), it is exempt from federal income taxation. However,
your basis in the property must be reduced by the amount that
you’re allowed to treat as tax-free under this provision.
The Bottom Line
There are some other more arcane exceptions to the
general rule that COD income is taxable, but they are fairly
unlikely to apply to most people.
One last thing to know is that the tax code extracts a price
for allowing those who are in bankruptcy or insolvent to exempt
their COD income from taxation. So-called tax attributes that
these taxpayers have, such as capital loss carryovers, tax credit
carryovers, and the tax basis of certain assets (used to calculate
tax gains and losses and depreciation deductions) may have to
be reduced. See IRS Form 982 (Reduction of Tax Attributes
Due to Discharge of Indebtedness), which must be filed with
your federal return. You must also file Form 982 if you take
advantage of the home mortgage exception.
The good news is the exceptions explained in this article can
prevent a major tax hit on COD income, which would really
be adding insult to injury.
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IV. Retirement

One silver lining: The MRD rules are suspended for the
2009 tax year. Without this change, you would have had to
withdraw two MRDs in 2009, unless you withdrew your initial
MRD in 2008.

Mixed News for Senior IRA Holders
A LAW PASSED at the end of 2008 suspended the minimum
required distribution, or MRD, rules for the 2009 tax year. Unfortunately, the rules for the 2008 tax year were left unchanged.
So, if you’ve recently turned 70½, or if you’re older than that,
here’s what you need to know.
After reaching age 70½ , you’re subject to the MRD rules
which require you to take annual withdrawals from traditional
IRAs set up in your name, including any simplified employee
pension (SEP) accounts and SIMPLE-IRAs. And, of course, you
have to pay the related tax hit. (Roth IRAs set up in your name
do not have any minimum withdrawal requirements.) Failure
to take your annual MRD means getting socked with a 50%
penalty tax based on the difference between the amount you
should have withdrawn and what you actually took out—if
anything. This is one of the stiffest penalties in the Internal
Revenue Code.
Since so many seniors’ traditional IRA balances were hammered by the stock market plunge, there was hope that either
Congress or the IRS would grant some relief. Now that we know
there won’t be any relief for the 2008 tax year, the mandatory
withdrawal for that year will be painfully large for many folks.
Why? Because the amount you must withdraw is calculated
by dividing the total of all your traditional IRA balances as of
December 31, 2007 by a life expectancy divisor based on your
age at the end of 2008. The problem is, your IRA balances were
probably considerably higher at the end of 2007 than at the
end of 2008-- meaning you’ll be forced to withdraw a larger
amount and pay a larger tax hit.

Specifically, here’s the drill.
If You Turned 70½ in 2008
By April 1 of the year after you turn 70½ (April 1, 2009 in
your case), you must withdraw your initial MRD. This initial
distribution is actually for the 2008 tax year—even though you
can take it as late as April 1, 2009. However, you also had the
option of withdrawing your initial MRD by December 31, of
2008. Either way, you must calculate the amount of that initial
MRD using your IRA balances as of December 31, 2007.

If You Turned 70½ Before 2008
You’re completely off the MRD hook for this year, thanks
to last year’s law change. Next year, you will have to withdraw
an MRD by December 31, 2010 (based on your IRA balances
as of the end of this year).
If You Will Turn 70½ in 2009
You’re completely off the MRD hook for this year, thanks
to last year’s law change. Next year, you will have to withdraw
your initial MRD by December 31, 2010 (based on your IRA
balances as of the end of this year).
If You Inherited an IRA
If you inherit an IRA (including a Roth IRA), you must follow a special set of MRD rules for beneficiaries to avoid getting
socked with the 50% penalty tax. These rules apply regardless
of your age. The good news: You won’t have to take any MRD
in 2009, thanks to last year’s law change.

Tax Tips: Seniors, Don’t Forget April 1
ARE YOU AN IRA owner who turned 70½ last year? If you
haven’t already started tapping your traditional IRA, then
April 15 isn’t the only IRS deadline you need to heed this year.
You’re also required to take your first minimum withdrawal
no later than April 1. That’s right, April Fool’s Day. But this
is no joke.
The tax law states that you must start taking mandatory
payouts from traditional IRAs (but not from Roths) no later
than April 1 of the year after the year you turn 70½. So if you
turned 70½ in 2008, that deadline is rapidly approaching. Of
course, this also means you get stuck with the resulting incometax bills. (The whole idea here is to make people who would
otherwise leave their IRAs untouched to start taking taxable
withdrawals.) And if you fail to take at least the minimum
withdrawal amount by April 1, the IRS can sock you with a
penalty equal to 50% of the shortfall. So this little rule isn’t
something you can afford to ignore.
Now, if you already took IRA withdrawals last year (or ear-
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lier this year) that equaled or exceeded the amount of your initial
required minimum withdrawal, then you’re blissfully unaffected
by the April 1 deadline. You would have had to take your next
withdrawal by the end of this year, but thanks to a recent law
change that suspends minimum required distributions for 2009,
you won’t have to take another withdrawal until 2010.
If you didn’t take a withdrawal last year, then you’ll need to
figure out how much to withdraw from your IRA and do so by
April 1. To help you calculate your initial required minimum
withdrawal, use a joint life-expectancy figure which is generally
based on your age and someone 10 years your junior. (Even
those who don’t have a designated beneficiary use the joint-lifeexpectancy figure.) After you take your withdrawal for 2008,
you won’t have to take your second distribution until 2010
(you’ll have to do so by Dec. 31 of that year).
Keep in mind that the IRA minimum-withdrawal rules
also apply to simplified employee pension (SEP) accounts and
Simple IRAs because they’re also considered traditional IRAs
for this purpose. Roth IRAs, on the other hand, are exempt
from the minimum-withdrawal rules as long as the original
account owner is alive.

How to Deduct IRA Losses
If you’re like most IRA owners, you’ve taken a sizable
hit. While it may feel like little consolation, there is a chance you
can claim a tax deduction to ease your pain. With traditional
IRAs, getting a write-off is possible but not terribly likely. Roth
IRA owners, on the other hand, will have a much easier time.
Here’s what you need to know.

Deducting Traditional IRA Losses
According to the IRS, you have a tax loss from your
traditional IRAs when the following conditions are met:
n You liquidate all the traditional IRAs set up in your
name.
n Your total tax basis in the accounts—which equals
the sum of your nondeductible contributions (if
any)—exceeds the liquidation proceeds. Since you only
get tax basis from nondeductible contributions, it’s
fairly unlikely that you’ll have a tax loss even if you’ve
lost your shirt. However, it can happen (as example 1
below illustrates).
Let’s say you do have a tax loss. The IRS says it’s classified as

a miscellaneous itemized deduction. As such, it gets thrown into
the pot with other miscellaneous deductions—such as investment expenses and fees for tax advice. Only the excess of total
miscellaneous deductions over 2% of adjusted gross income
(AGI) can be claimed as a write-off.
Even if you clear that hurdle, you’re still not in the clear. You
could lose part of the write-off due to an unfavorable phaseout rule for high-income individuals. Finally, the write-off is
completely disallowed for alternative minimum tax (AMT)
purposes. So if you’re hit with the AMT, some or all of the
hoped-for tax savings will vaporize.
Example 1: You own one traditional IRA that has plummeted in
value. Unusually enough, you funded the account with $11,000 in
nondeductible contributions, so it has a tax basis of $11,000. When
you liquidate the account, you receive just $6,000. At this point, you
have a potentially deductible tax loss of $5,000 ($11,000 - $6,000).

The IRS says that $5,000 loss is a miscellaneous deduction
subject to the 2%-of-AGI threshold. If your AGI is $100,000,
the AGI threshold is $2,000 ($100,000 x .02). Say you have
$1,500 in other miscellaneous deductions, for a total of $6,500
($5,000 + $1,500). You can claim a $4,500 deduction on your
Form 1040 ($6,500 - $2,000). However, if you’re a victim of the
dreaded AMT, the deduction is disallowed in the AMT calculation. Your actual tax savings may be little or nothing.
Let’s say you aren’t getting hit with the AMT. Liquidating
the IRA triggers a $4,500 deduction, which reduces your taxable
income by that amount. If you’re in the 25% federal income
tax bracket, the deduction saves you $1,125 (.25 x $4,500).
You may reap a state-income-tax savings too. Plus, you’ve got
$6,000 in cash.
The downside is you’ve caused a permanent reduction in a
tax-favored account balance. Are the current tax savings and
cash in hand worth it? That’s what you need to decide.
Deducting Roth IRA Losses
Roth IRAs must be treated separately from traditional IRAs.
To have a tax loss from your Roth IRA, the following conditions need to be met (regardless of what’s going on with any of
your traditional IRAs):
* You liquidate all the Roth IRAs set up in your name.
* Your total tax basis in the accounts exceeds the liquidation
proceeds. With Roth IRAs, all contributions generate tax basis
because all contributions are nondeductible. For this reason,
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you’re much more likely to have a tax loss with a Roth IRA
than with traditional IRA.
Unfortunately, all the other hurdles mentioned earlier for
traditional IRA losses also apply to Roth IRA losses.
Example 2: You own one ill-fated Roth IRA. It was funded with
$20,000 of annual contributions, so it has a $20,000 tax basis. You
receive only $9,000 when you liquidate the account. Now you have
a potentially deductible loss of $11,000 ($20,000 - $9,000).

As explained earlier, the loss is a miscellaneous deduction
subject to the 2%-of-AGI threshold. If your AGI is $100,000,
the threshold is $2,000. Say you have $1,500 of other miscellaneous deductions for a total of $12,500 ($11,000 + $1,500).
You can claim a $10,500 deduction ($12,500 - $2,000). If you’re
an AMT victim, the deduction is disallowed in the AMT calculation.
Again, let’s say you aren’t getting hit with the AMT. Liquidating the Roth IRA triggers a $10,500 deduction. If you’re
in the 25% federal income tax bracket, you save $2,625 (.25
x $10,500). You may get a state income tax benefit, too. Plus
you’ve got the $9,000 in hand. However, you’ve also caused
a permanent reduction in the balance of the most taxpayerfriendly type of account known to humankind. Is it worth it?
That’s for you to decide.
Warning: If you liquidate a Roth IRA that was funded with a
conversion contribution (from converting a traditional IRA into a
Roth account), you generally must pay a 10% penalty tax if: (1)
the liquidation occurs within five years of the contribution (the fiveyear period is deemed to start on January 1 of the year you made
the conversion contribution) and (2) you’re under age 59½. So if
you’re 50 years old and funded your Roth IRA with a conversion
contribution on June 1, 2005, the five-year period is deemed to start
on January 1, 2005. Therefore, you’ll generally owe the 10% penalty
if you liquidate the account before January 1, 2010. If you get hit
with the penalty tax, it can wipe out some or all of the tax savings
from a deductible Roth IRA loss. So be very careful.

Final Word
The seemingly simple question of whether you can deduct
IRA losses really isn’t so simple after all. Please consult your
adviser before closing loser accounts in the hopes of gaining
some tax savings. All in all, it may be a poor idea unless you
desperately need the cash.
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V. Investments & Capital Gains

Tax Tips: Making the
Most of Capital Gains
IF YOU’RE A stock or mutual-fund investor, then you probably know that investments held for more than a year and sold
for a profit are subject to lower tax rates as long-term capital
gains. Generally speaking, if you’re in the 25% tax bracket
or higher, you will owe no more than 15% of your profits to
the Internal Revenue Service.
But what you might not realize is that more than just stock
and mutual-fund shares are eligible for favorable capital-gains
tax treatment. If you sold, say, your vacation time share or your
country-club membership, then you just might be pleasantly
surprised to discover you’ll owe no more than 15% on the gain
(assuming that you held the asset for more than a year).
Here’s a list of some of the most common types of assets
potentially subject to these lower rates:
1.	Securities options (as in puts and calls) held as personal
investments.
2.	Stock of closely held corporations.
3. Collectibles held as personal investments, like baseball
cards, stamps, rare coins, art, etc. In this case, a 28%
(not 15%) maximum federal tax rate applies.
4. Personal residences (including vacation homes). In this
case, the 15% maximum rate generally applies to gains
beyond what you can exclude (not pay tax on) under
the $250,000/$500,000 home-sale gain exclusion
privilege. However, a 25% maximum rate applies to
gains triggered by certain depreciation deductions
claimed against your property.
5.	Vacation time-share interests.
6. Country-club memberships.
7. Personal autos (that aren’t collectibles). Keep in mind,
this means that you’ve sold your car at a profit, which
is unlikely.
8. Personal-property items (that aren’t collectibles) in
general—such as jewelry, furniture, a lawn mower and
so on.
9.	Rental real estate owned by an individual, partnership,
limited-liability company or S corporation. (The
standard 15% maximum rate applies, but gain from
depreciating a property may be taxed at up to 25%.)

10.	Land held as an investment by an individual,
partnership, limited-liability company or S
corporation.
11.	Your ownership interest in a partnership or a limitedliability company. In this case, the 15% maximum rate
usually applies, although depending on the assets of
the partnership or limited-liability company, part of
your gain may be taxed at higher rates of up to 35%.
12.	Land used in a business owned by an individual,
partnership, limited-liability company or S
corporation. This could be the actual land that your
small business is located on, or it could be land held by
your small business, such as an apple orchard.
13.	Options to buy investment land when the option is
owned by an individual, partnership, limited-liability
company or S corporation. This is the option to buy
land at a certain price over a set period of time. It could
be, for example, that you’ve purchased the option to
buy a plot of land that you think is going to appreciate
because of future development in the area.
14.	The right to receive money for release of a restrictive
covenant in a land deed when the deed is owned by an
individual, partnership, limited-liability company or S
corporation.
15.	The right to a condemnation award when the right is
owned by an individual, partnership, limited-liability
company or S corporation. This would apply if, say,
your property were condemned by the city so that it
could take over the land and build a civic building.
16.	The right of a tenant to receive a lease-cancellation
payment when the tenant is an individual, partnership,
limited-liability company or S corporation. This would
apply if you were renting property and your landlord
cancelled your lease.
17. Contract rights owned by an individual, partnership,
limited-liability company or S corporation. For
example, you might own a license giving you the right
to use a software program. If you can sell that license
to someone else for a gain, it will be taxed at no more
than 15%.
18.	Most other intangible business assets (such as
intellectual property, trade secrets, goodwill and so
on) owned by an individual, partnership, limitedliability company or S corporation. In these cases, the
15% maximum rate generally applies. However, if the

smartmoney 20

2009

business intangible was amortized, gains attributable
to the amortization deductions are taxed at your
regular rate (up to 35%).
19.	A stock-exchange membership owned by an
individual, partnership, limited-liability company or S
corporation. Obviously, there aren’t too many of these,
but this does apply to regional exchanges as well.
20. Depreciable or amortizable assets used in
business—provided the asset is owned by an
individual, partnership, limited-liability company or
S corporation. Gains attributable to depreciation or
amortization deductions are generally taxed at your
regular rate (up to 35%). The 15% maximum rate
generally applies to the balance of the gain.

Mutual Fund Tax Breaks
PART OF BEING a smart mutual-fund investor is making sure
you walk away with as much profit in your pocket as possible.
This means avoiding load funds (usually, anyway) and funds
with ridiculously high expense ratios. Now, most readers of
SmartMoney.com are already aware of these pitfalls, but one
area where many wise fund investors still stumble is with
taxes. For starters, many investors don’t pay close enough
attention to a fund’s tax efficiency. And that isn’t the only
common mistake. Here are a couple more often-overlooked
ways to reduce the tax hit to your fund shares:
Are You Invested in Foreign
Stocks or Mutual Funds?
If you’ve worked in a foreign country or have substantial
income from outside the U.S., you probably know all about
the foreign tax credit. It’s intended to keep you from being
taxed on the same income by two different countries. But if
you simply invested in some international mutual funds, you
may also be able to claim this valuable tax break, since it’s
quite likely you paid foreign taxes last year (even though you
probably didn’t know it).
To find out, take a close look at your fund summary statements for 2008. You’ll probably have to make some calculations to figure the exact amount of foreign taxes that came
out of your account. Fortunately, your fund family should
provide you with the information you need to do the math.
Usually they’ll give you a figure by which you’ll multiply the

number of shares you own. The payoff is that you’re allowed
a dollar-for-dollar credit against your U.S. income-tax bill. So
while this might seem like a hassle, the extra work is definitely
worth the trouble.
If you have direct holdings in foreign stocks or bonds, any
foreign taxes should show up on your Forms 1099-DIV and
1099-INT. Assuming that 1) all your foreign taxes were on interest and dividends (including those earned via mutual funds),
and 2) the foreign taxes amounted to $300 or less ($600 if you
file jointly), things are simple. Just claim your credit by entering
the foreign tax amount on Form 1040, line 47.
In all other cases, you must file Form 1116 (Foreign Tax
Credit) to claim your rightful credit. Consider yourself warned:
This form is pretty nasty, so you may want to get professional
assistance if your foreign tax hit was substantial.
Did You Sell Fund Shares Last Year?
If you’ve invested in a mutual fund, chances are you
agreed to reinvest all of your dividends in the fund. It’s a pretty
painless way to practice dollar-cost averaging. But if you sold
some shares last year, don’t forget to claim the additional basis
from the reinvested dividends in calculating your gain or loss
on Schedule D. In other words, because you paid tax on those
dividends (even though the cash never actually passed through
your hands), the reinvested amounts represent after-tax dollars
in the form of additional share basis.
For example, say several years ago you invested an initial
$2,000 to buy 100 shares in Fund XYZ. During your ownership period, you received a total of $500 in dividends, which
were automatically reinvested to buy 20 more shares of the
fund. Then last year, you sold all of your shares. In figuring
your gain or loss, the correct tax-basis figure for your 120
shares is $2,500 (your $2,000 initial investment plus the $500
reinvested to acquire additional shares). If you screw up and
claim only $2,000 of basis, you’ll overstate your gain or understate your loss by $500. The IRS gets more than it should,
and you lose out.
Now, your fund company should have provided you with
your average basis for all the shares you own, including those
acquired by reinvesting dividends. But many investors still
overlook this information and use their own (incorrect) figures.
So do yourself a favor and take a close look at the year-end
statement from your fund family.
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The Tricky Art of Deducting 529 Losses
IF YOU’VE BEEN TRYING to save for a son or daughter’s
college years by investing in a 529 savings plan, you may have
suffered major losses this year. If you decide to bail out, the
losses may be tax deductible. But be careful: The IRS rules on
this are a little hazy.
In Publication 970 (Tax Benefits for Education), the IRS
says you can trigger a potential tax-deductible loss when you
shut down a loser 529 account. Unfortunately, there’s no other
official or unofficial guidance. Here’s my take:
The loss is potentially deductible when both of the following
conditions are met:
n You liquidate all of the holdings in the 529 account(s)
that you own under a particular state’s plan for a
particular beneficiary (college-bound child). Since you
own the account(s), the liquidation proceeds go to you
rather than the beneficiary.
n The total proceeds from liquidating the account(s)
is less than your total basis in the account(s). Your
basis in an account equals the amount of money
you’ve contributed to it—assuming you’ve made no
withdrawals. So if you only have one account and have
never taken anything out of it, you have a potentially
deductible loss if the amount you receive from closing
the account is less than what you put in.
It gets even trickier from here. There are additional hurdles
to clear before you can collect any actual tax savings.
Miscellaneous Itemized Deduction Treatment
According to the IRS, your 529 account loss is a miscellaneous itemized deduction. As such, it gets thrown into the
pot with other miscellaneous deductions (such as investment
expenses). Only total miscellaneous deduction amounts that
exceed 2% of your adjusted gross income (AGI) can be written off.
If you clear the 2%-of-AGI hurdle, you’re still not home
free. You may lose part of your write-off due to a phase-out rule
for high-income individuals. And your deduction is completely
disallowed under the alternative minimum tax (AMT) rules.
So if you’re an AMT victim, some or all of the hoped-for tax
savings will go up in smoke.
Example: Say you’ve put $50,000 into your one and only 529
account. Even though you’ve never taken money out of it, the
account is now worth just $30,000. You’re thinking about liquidating

the darn thing and hoping for a tax deduction to ease your pain.
Liquidation Results: Since you haven’t taken any
withdrawals, your basis in the account is $50,000. Closing it would
mean a $20,000 loss ($50,000 basis - $30,000 proceeds).
Deductible Loss Calculation: As mentioned, the
IRS says your loss is a miscellaneous deduction subject to the
2%-of-AGI threshold. If your AGI is $150,000, the threshold is
$3,000 ($150,000 x 0.02). Say you also have $1,000 of other
miscellaneous deductions, for a total of $21,000 (529 plan loss of
$20,000 + $1,000). You can deduct $18,000 ($21,000 - $3,000).
However, if you’re an AMT victim, that write-off is disallowed, and
your actual tax savings may be whittled down or even eliminated.
Bottom Line: For our purposes, let’s assume you’re not an AMT
victim. In your situation, closing the 529 account triggers an $18,000
write-off. If you’re in the 28% federal tax bracket, you save $5,040
(0.28 x $18,000). Plus you get back what’s left of your money.

Other Tax Considerations
You May Have to repay state income tax benefits if you collected a state income tax write-off or credit when you invested in
your state’s 529 plan, then closing the account could mean you’ll
have to report a previously-claimed deduction in income on your
state tax return or repay a previously-claimed credit.
You May Be Giving Up a Tax-Free Recovery
Say your loser 529 account recovers and becomes worth
what you’ve contributed and more. Assuming that you eventually end up draining the account to pay for qualified college
costs, you won’t owe any federal income tax on the difference
between what the account is worth now and the higher value
after it recovers.
Don’t Reinvest Too Quickly
If you liquidate a loser 529 account to reap some tax
savings, don’t reinvest in another 529 within 61 days after liquidating the first one. If you do, the IRS may deem it as simply
rolling over proceeds from one 529 to another—and some or
all of your loss deduction might go out the window.
Beware of Gift Tax Implications If You Reinvest
Say you made a lump-sum 529 plan contribution a couple
years ago and spread it out over five years for gift tax purposes.
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If you liquidate the account, you may have to wait until the
five-year period is over before making another significant contribution to a new account that is set up for the same beneficiary.
Otherwise, you could face adverse gift-tax consequences. (The
rules are unclear here.)
The Last Word
While closing a loser 529 account may cut this year’s tax
bill, the benefit may be less than you hoped. Plus, there are all of
the other issues to overcome. All things considered, the clearest
argument for liquidating is when you simply want (or need) your
money back and the tax savings (if any) is just a bonus.
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VI. Your Home/Real Estate

Tax Tips: The Benefits of Refinancing
MANY PEOPLE REFINANCED their mortgages in 2008
(those who did so late in the year locked in rates that hovered
near a 50-year low). And some of these cash-strapped refinancers borrowed even more money by taking out a home-equity
loan—although the credit crunch and the housing meltdown
made those loans much harder to secure.
If you fall into either one of these categories, here’s how
to make sure you claim all your rightful deductions on your
2008 return.
Deducting Mortgage Interest
Say your original mortgage was $200,000. On July 1,
2008, you took out a new 30-year, $300,000 mortgage and
paid 1½ points, or $4,500, for the privilege. (Each point represents 1% of your total loan amount.) You then used the extra
$100,000 from the new mortgage to eliminate some high-interest credit-card bills, pay off your car loans and cover various
other expenses.
Assuming your home was worth at least $300,000 when
you refinanced, you have, in effect, two new mortgages as far as
the Internal Revenue Service is concerned. The first $200,000
of your new loan (the balance on your old mortgage when
you paid it off) is treated as “home-acquisition debt.” And the
interest on this qualifies as an itemized deduction on line 10 of
your Schedule A. (Don’t forget, however, that if your adjusted
gross income in 2008 was greater than $159,950, or $79,975
if married but filing separately, this deduction is subject to the
phase-out rules for itemized deductions.)
The remaining $100,000 of your new loan is treated as
home-equity debt. The interest on this should also qualify as
an itemized deduction on line 10 of your Schedule A. But keep
one thing in mind: The IRS only recognizes home-equity loans
up to $100,000; you can’t deduct the interest paid on principal
above that figure.
Also, if the home-acquisition debt plus the home-equity debt
exceeded the fair-market value of your home, you generally can’t
deduct the interest on the excess debt. Say your home was worth
$240,000 when you took out that new $300,000 loan. You can
deduct the interest on the $200,000 of acquisition debt. However, for the home-equity debt, you can only deduct the interest

on $40,000. So you can deduct 80% ($240,000/$300,000) of
the total mortgage interest on line 10 of your Schedule A. (The
interest on the remaining $60,000 of debt is generally considered
a nondeductible personal expense, though there are a couple of
exceptions, like if you used the loan proceeds to finance your
small business.)
Talking Points
You can also amortize the points related to the homeacquisition-debt part of the new loan ($3,000 in our example)
over the life of the loan. Say it’s a 30-year loan (360 months).
Your amortization deduction would be $8.33 a month ($3,000
divided by 360), for a grand total of $99.96 a year. Every little
bit helps, right?
What about the points related to the home-equity debt
($1,500 in our example)? You can amortize those in the same
proportion as the interest, provided that the home-equity debt
is $100,000 or less, and the home’s value isn’t less than the
home-equity debt plus the acquisition debt. Claim the amortization write-off for your home-mortgage points on line 10 or
12 of Schedule A.
This brings us to our last potential deduction. If you previously refinanced your mortgage and paid points, you probably
have a good-sized unamortized (or not-yet-deducted) balance
for those points. You can generally deduct that entire unamortized amount when you refinance again. For example, say the
mortgage you refinanced last year was taken out in a previous
refinancing deal done six years earlier, back in 2002. At that time
you paid $2,000 in points for your 30-year loan. You should
have $1,600 worth of unamortized points left over from the
2002 loan (80% of the original $2,000 amount). On your 2008
return, don’t forget to deduct the $1,600 of unamortized points.
Claim your write-off on line 12 of Schedule A.

Tax Tips: Tax Breaks on Home Sales
YOU PROBABLY ALREADY know that selling your home at
a profit provides one of the greatest tax breaks around. Singles
can avoid federal income taxes on gains of up to $250,000, and
married couples (filing jointly) can exclude up to $500,000. Of
course, to qualify you need to have owned and used the property
as your main residence for at least two of the past five years.
But what if your ownership period was shorter than that
and you sold last year? Fact is, you could still be eligible for at
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least a partial break on your 2008 return. Tax law stipulates
that if you sold your home because of your job, health considerations or certain unforeseen circumstances (such as a divorce
or separation, a pregnancy that results in multiple births or the
death of someone whose primary residence is your household),
you qualify for a prorated (in other words, reduced) gain exclusion. And this prorated exclusion will probably still be enough
to shelter your entire gain.

ends on the purchase date. If you’re married, both you and your
spouse must pass this test (whether or not you file jointly). For
a newly constructed home, the purchase date is deemed to be
the date you move in.
The credit is phased out over the following AGI ranges:
n $75,000 to $95,000 for singles and married folks who
file separately.
n $150,000 to $170,000 for married joint-filing couples.

Example: Say you and your spouse sold your home last year after
owning it for just 18 months. The reason for the sale: job transfer.
Luckily for you, the home appreciated even during the short time you
lived there (a rarity these days). Under the prorated gain-exclusion
rule, you and your spouse can exclude up to $375,000 of profit on
your joint return. Here’s the math: You owned and used your old
home for 18 months, instead of the required 24. Divide 18 by 24,
and you get 75%. Three-quarters of the “normal” $500,000 jointreturn allowance equals $375,000. Not too shabby—in most cases,
that should be more than enough to completely shelter your gain
from any federal tax.

Credit Must Be Repaid in Some Cases
Even under the liberalized new rules, you may have to
repay the credit if you sell the home for a gain within three years
of the purchase date or stop using it as your principal residence
within that timeframe.

The tax results would be the same if the sale of your home
were necessary because of health reasons. (If, for example,
you developed chronic knee problems and were forced to sell
your two-story colonial and move into a one-story ranch-style
home.) Just be sure to get a letter from your doctor to back
you up should you get audited. And keep that letter with your
permanent tax records.

Claiming Credit for 2009
Purchase on Your 2008 Return
If you buy a home between January 1, 2009 and November 30, 2009, you can choose to treat the deal as if it occurred
in 2008. Then you can claim the credit on your 2008 Form
1040 and get the benefit that much quicker. To do so, fill out
Form 5405 (First-Time Homebuyer Credit), and check the
box to show you want to claim the credit for 2008. Then file
Form 5405 with your 2008 return. The 15-year repayment rule
won’t apply to you even though you’re claiming the credit on
your 2008 return. You’re also eligible for the expanded 2009
credit maximum of $8,000 (or $4,000 if you use married filing separate status) even though you’re claiming the credit on
your 2008 return.

President Obama’s Stimulus Package &
the First-Time Homeowner Tax Credit
The Stimulus Act extends the first-time homebuyer credit
deal for another five months, covering purchases through November of 2009. It also makes this refundable credit a bit more
generous. But the biggest change is that the earlier requirement
to pay back the credit over 15 years no longer exists for 2009
purchases.
For a qualified purchase of a principal residence between
January 1, 2009 and November 30, 2009, the maximum credit
under the revamped rules equals the lesser of: (1) 10% of the
purchase price or (2) $8,000 or (3) $4,000 if you use marriedfiling-separate status. These credit maximums are up from the
$7,500 and $3,750 amounts that apply for 2008 purchases.
You’re only eligible for the credit if you have not owned a
principal residence in the U.S. during the three-year period that
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VII. For Business Owners

Tax Tips: Deduct Your
Commuting Costs
SADLY, FOR MOST OF US the cost of commuting between
home and work isn’t a deductible expense. But some lucky
folks are indeed able to do this. Are you self-employed with a
home office? Then you just might be able to write off the cost
for traveling between your residence and any other location
where you conducted work-related business last year.
To take advantage of this tax break on your 2008 return,
you must have a home office that qualifies for write-offs because
it was your “principal place of business.” This means that your
home office was used regularly and exclusively as the scene for
most of your income-earning activities last year. Alternatively,
it would also qualify as your principal place of business if it was
used regularly and exclusively for management and administrative functions—provided you didn’t make substantial use of any
other fixed location for such activities last year. Administrative
and management activities are things like preparing client proposals and invoices, strategic planning, market research, keeping
up with professional literature and so forth.
For example, say your home office was used regularly and
exclusively for administrative and management functions mainly during evening hours. During the day, you also had a “regular
office” downtown, which you used for client meetings and as
your base for daily operations (but, again, not for administrative
chores). Because your home office qualifies as your principal
place of business, you can deduct all the costs of commuting
between there and your downtown office.
Regardless of whether you had another permanent office
location (like the downtown office in our example), you can
also always deduct the cost of commuting between your home
office and any temporary work locations. These temporary
work locations can include the post office, the office-supply
store, the bank where you keep your business accounts, client
sites and so on.
If you commuted between your home office and work locations by car, you can write off the actual expenses (including
depreciation) or claim the standard business mileage allowance
(50.5 cents per mile for the first half of 2008; 58.5 cents per mile
for the second half of the year). And if you commuted by cab or
public transportation, those costs are deductible, too.

Your commuting-expense deductions belong on Schedule
C (if you’re a sole proprietor or single-member LLC owner) or
on Schedule E (if you’re a partner or member of a multimember
LLC). And keep in mind, write-offs claimed on those business
tax schedules are double tax savers, because they reduce both
your income and self-employment tax bills. Gotta love that.

Tax Tips: A Tip for
Small-Business Owners
ATTENTION SMALL-BUSINESS owners: As you prepare your
business tax forms and schedules, don’t forget to take advantage
of the ultra-generous first-year depreciation write-off for assets
bought and put to use during 2008. Here’s how it works:
Most small businesses are entitled to the privilege of immediately deducting up to $250,000 of new and used personal-property assets (meaning equipment, machinery, furniture,
fixtures and software) under the “Section 179 deduction.”
Next, calculate your standard depreciation write-off using the
cost remaining after subtracting the Section 179 deduction.
You do all this by filling out Form 4562 (Depreciation and
Amortization).
Beware of Reduced Section 179
Break for “Heavy” SUVs
Our beloved Congress placed a reduced $25,000 limit
on Section 179 deductions for “heavy” SUVs with gross vehicle
weight ratings (GVWRs) between 6,001 and 14,000 pounds.
The $25,000 limitation doesn’t affect vehicles that are not
considered to be SUVs under the tax law. For this purpose,
“non-SUVs” are defined as vehicles that meet any of the following descriptions.
n Vehicles equipped with a cargo area that is not readily
accessible directly from the passenger compartment
and that is at least six feet in interior length. The cargo
area can be open or designed to be open but enclosed
by a cap. For example, many pickups with full-size
cargo beds will qualify.
n Vehicles with: (1) an integral enclosure that fully
encloses the driver’s compartment and load carrying
device, (2) no seating behind the driver’s seat, and (3)
no body section protruding more than 30 inches ahead
of the leading edge of the windshield. For example,
many delivery vans will qualify.
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n Vehicles designed to seat more than nine passengers

behind the driver’s seat. For example, many hotel
shuttle vans and minibuses will qualify.
In summary, vehicles with GVWRs above 6,000 pounds
that meet any of the preceding descriptions are still eligible for
the full Section 179 deduction of up to $250,000 for tax years
beginning in 2008.

Tax Tips: When Your Spouse Is
Your Business Partner
SOME HUSBAND/WIFE teams have committed to more than
just loving each other forever—for richer or poorer. Some have
chosen to also become business partners. Trust me, a little tax
savvy could definitely help tip that scale toward “richer.”
But before I titillate you with the gritty details, let me say
upfront that this tip only applies to couples living in the nine
community property states (Arizona, California, Idaho, Louisiana, New Mexico, Nevada, Texas, Washington or Wisconsin),
who run their small business as a husband-wife partnership. If
that’s the case, then you’ve been filing Form 1065 (U.S. Return
of Partnership Income) with the IRS each year to report your
business income and expenses. These business tax items are
then split between you and your spouse and shown on separate
Schedules K-1 from the partnership (one for you and one for
your spouse). Eventually, all the numbers from both of your
Schedules K-1s are recombined and included on your joint Form
1040. (Anyone who’s done this previously will tell you it’s about
as much fun as a root canal.)
But here’s the good news: The IRS says you can start treating your husband-wife business as a sole proprietorship for
federal-tax-filing purposes. This is thanks to little-known IRS
Revenue Procedure 2002-69. The upshot is you can choose
to report all your business income and expenses on simpleand-easy sole proprietorship Schedule C (Profit or Loss From
Business) which you then include with your Form 1040. Then
you can (mercifully) forget about that ultracomplicated Form
1065 and those nightmarish Schedules K-1.
And wait—there’s more! Treating your husband-wife business as a sole proprietorship instead of a partnership could
potentially save you thousands in self-employment (SE) taxes
every year. Here’s why.
With a husband-wife partnership, both you and your spouse
must each file separate Schedules SE for your respective shares

of partnership income. Then you must each pay 15.3% SE tax
on the first $102,000 of your share of 2008 partnership SE
income. If your share of SE income exceeds $102,000, the SE
tax rate drops to 2.9%. So if you have a profitable husband-wife
partnership, both you and your spouse can each get hit with the
maximum 15.3% SE tax rate on up to $102,000 of SE income
(total of $204,000). Remember: This is on top of your federal
and state income taxes. Ouch.
In contrast, if you treat your husband-wife business as a sole
proprietorship, you only have to file one Schedule SE—for the
spouse considered to be the proprietor—with your joint return.
That means no more than $102,000 of SE income gets hit with
the maximum 15.3% rate (any remaining SE income gets taxed
at the much-easier-to-swallow rate of only 2.9%).
So which would you prefer: up to $204,000 taxed at 15.3%
or no more than $102,000 taxed at 15.3%? Assuming you
prefer the latter, simply treat your husband-wife business as a
sole proprietorship instead of a partnership—starting with your
2008 return. Do this by filing Schedule C with your 2008 Form
1040 and by ceasing to file a separate partnership tax return on
Form 1065. This simple drill could save you thousands in SE tax
for 2008 and similar amounts each year in the future.
However, don’t make this move without checking with
your tax adviser about the other tax implications—including
the impact on your state-tax situation (if any). In most cases,
however, there won’t be any adverse side effects.
Who qualifies: The taxpayer-friendly rules in Revenue
Procedure 2002-69 are limited to unincorporated businesses
owned exclusively by husband and wife as community property
under applicable state law (with no other owners in the picture).
If your husband-wife business fits this description, you have the
government’s official blessing to follow the tax-saving advice in this
article.
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VIII. Filing, Extensions and Refunds

Tax Tips: Should I Pay My
Taxes With Plastic?
WORRIED ABOUT HOW you’re going to pay your tax bill?
It might be tempting to slap it on plastic.
After all, you can charge your 2008 federal income taxes
on a Visa, MasterCard, Discover Card or American Express.
What if you want a filing extension? No problem. Just charge
what you expect to owe the IRS. And if you owe estimated
taxes for tax year 2009, you can charge those, too. In fact, in
many states, you can put your state income-tax bill on plastic
as well.
Clearly, charging your taxes is convenient. And with the
right card, you can even rack up some extra frequent-flier miles
or other goodies to boot. So what’s the big issue?
The “convenience fee,” that’s what. It amounts to a hefty
2.49% of the amount you charge. This is in lieu of the fee that
merchants pay credit-card companies when you charge your
purchases. Only in this case, the “merchant” is the Internal
Revenue Service, and Uncle Sam isn’t interested in turning
2.49% of his revenues over to the card companies. That means
you foot the bill. Until now, you’ve probably been blissfully
ignorant of merchant fees, but you’ll become painfully aware
of their bite when they come directly out of your own pocket.
The money is collected by one of the two vendors that facilitate
these transactions (Official Payments Corp. and Link2Gov
Corp.) and split with the card issuers.
Granted, paying $9.96 for the convenience of charging a
$400 tax bill to your credit card isn’t really a sin. But what
about paying $124.50 on a $5,000 tax bill? And unless you
pay off that bill within your credit-card issuer’s grace period,
you’ll start getting charged interest (often at 13% or more annually). Bottom line? You can probably find a better way to
dig up the money to pay your tax bill.
Perhaps your credit union, your parents or your rich brother-in-law. Also, don’t overlook the IRS itself. You may qualify
to set up an installment-payment plan with the government. If
so, this may be the cheapest way to go. You’ll be charged a $52
setup fee (assuming you arrange for automatic payments out of
your checking account) and then a monthly interest rate on the
outstanding balance. Currently, that interest rate is 0.667% per
month (which equates to 8% annually). However, the interest

rate is subject to change every quarter. File IRS Form 9465 to
get that ball rolling.
Of course, if you have a credit card with a low APR—say
5% or less—this could turn out to be the cheaper option. That
is, provided you pay off your tab in a reasonable amount of
time (i.e., before that introductory rate jumps up to something
much higher). If so, visit officialpayments.com or pay1040
.com to process your payment.

Tax Tips: More Time from the Tax Man
TICK, TOCK. Uncle Sam’s deadline is looming, and you aren’t
nearly ready to file your taxes? Now could be the time to come
up with a backup plan. Fortunately, the Internal Revenue Service
has some sympathy for procrastinators: The paperwork for
filing an extension is simple, and it will keep the Feds off your
back all the way until Oct. 15, 2009. In other words, the IRS
will give you an automatic six-month extension.
So what’s the catch? In order to complete the paperwork,
you have to come up with an estimate of your total tax liability
for the 2008 tax year. You also need to know exactly how much
you’ve already forked over to the tax man in the form of withholdings from paychecks, estimated tax payments and so on.
And if it turns out that you owe money, you’re going to have
to ante up, based on your tax estimate. (See our previous tip
for advice on what to do if you can’t pay your bill.) Now, for
some folks, once you’ve completed the exercise of coming up
with an estimate, you might as well just go ahead and file your
taxes. But if your taxes are complicated or if you’re still waiting
for information you need to complete your return, filing for an
extension can be a major stress reducer.
Approval of your extension application is automatic, as long
as the estimate of your 2008 tax bill is “reasonable.” (You’ll be
OK if your estimate was accurate based on the information you
had at the time.) Just keep in mind, you’ll be charged interest
(currently at a 5% annual rate) on any outstanding balance until
you file your return and cough up the remaining part you owe.
If your estimate is off, you’ll also be charged a 0.5% a month
“failure-to-pay” penalty.
If you’re still interested in extending, you must notify the IRS
that you want an extension by the April 15, 2009 deadline. You
can do this by filling out Form 4868 (Application for Automatic
Extension of Time To File U.S. Individual Income Tax Return),
which you can download from the IRS web site.
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Tax Tips: Borrowing From Uncle Sam
WORRIED THAT YOU don’t have enough cash to pay your
tax bill this year? Well, the worst thing you can do is miss the
deadline while you try to scrounge up the money you need.
Rest assured that if you fail to file on time, Uncle Sam will get
very cranky and smack you with combined interest rates and
penalties that are more what you’d expect from, say, Tony
Soprano.
A better course of action? Get a loan. And remarkably,
Uncle Sam himself may be your best source. Generally speaking, the interest rates charged by the Internal Revenue Service
are comparatively low and most people who apply for an IRS
loan are granted one.
As Tony might say, here’s what you’re gonna do. First off,
you should still file your 2008 return by April 15. Be sure to
include Form 9465 (Installment Agreement Request) with your
return. On that form, you can suggest your own easy payment
plan to the IRS. Assuming you owe less than $10,000 and are
proposing to pay the total over 36 months or less, it’s virtually
automatic the IRS will accept. (The exception is when you
haven’t been current on your taxes during the last five years, in
which case the IRS may be less than enthusiastic about agreeing
to a deferred-payment arrangement.)
Of course, paying late is going to cost you something. When
you receive an approval notice (which should happen within
30 days), you’ll be charged a one-time $52 setup fee (assuming
you agree to automatic payments from your checking account).
You’ll also be subject to interest charged on your deferred payments (which is currently 5% annually, subject to quarterly
adjustments), plus a “failure to pay” penalty of 0.25% a month.
Together, those two charges equate to an 8% annual interest
rate on your unpaid tax balance.
That may sound like a lot, but it’s probably less than what
you’re paying on your credit cards. (Too many people look
at that tax bill and figure they can just slap it on plastic.)
Moreover, if you don’t file at all, you’ll face the outrageously
expensive 5%-a-month “failure to file” penalty. It continues
to accrue until it equals 25% of your unpaid tax balance.
That’s an awfully heavy price to pay when you could just
apply for a loan.
Keep in mind, if you owe more than $10,000 with your
2008 return or will need more than 36 months to get caught up,
the IRS will usually require you to fill out some financial disclosure forms. Still, the agency is generally pretty reasonable about
agreeing to installment payment terms you can live with.

Borrowing from Estimated Taxes
If you are one of those lucky people who get to pay the tax
man not once but four times a year, you too can borrow from
Uncle Sam. As you probably know, estimated payments are the
government’s way of getting even with people when withholding
from their paychecks (if any) doesn’t come close to keeping up
with what they owe. These are usually people who are one (or
more) of the following: self-employed, earning a fair amount
or more from taxable investments or taking withdrawals from
tax-deferred retirement accounts. (Pay-ins for the 2009 tax year
are due on April 15, June 16, Sept. 15 and Jan. 15, 2010.)
So what happens if you can’t pay or can only afford a partial
payment? To be honest, not much. You’re simply charged interest on the shortfall, which currently is 5% annually (subject to
quarterly adjustment). The only requirement is that you must
catch up on your estimated payment obligations by April 15,
2010. Otherwise, the IRS starts piling a 0.5%-a-month penalty
on top of the interest charge.
With an interest rate this low, not paying your estimated
taxes offers a reasonable source for a short-term loan. After
all, the interest rate is certainly much lower than what many
commercial lenders and credit-card companies charge.

Tax Tips: Don’t Lend Uncle Sam Money
DO YOU HAVE a juicy tax refund coming your way this year?
Or were you once again blown away by how much you owe? It
could be a sign that the amount your employer is withholding
from your paycheck is out of whack. Ideally, you should owe
Uncle Sam a small amount each year come tax time. If you’re
getting a large refund, you’ve given the Internal Revenue Service
an interest-free loan of your money for the previous year—and
we’re sure you could have come up with a better use for that
money than that. On the other hand, if you owe more than 10%
of your total tax bill, you could owe an interest-charge penalty
for failing to cough up enough in advance of filing your return.
And clearly, that’s not an ideal situation either.
Here’s what you need to do to make sure you
don’t get surprised again this time next year:
My Bill Is Too Big!
If you work for an employer (as opposed to being selfemployed), correcting your withholding amount should be easy.
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Start by examining your paycheck to see how many exemptions
you’ve claimed. (If it’s not listed on your paycheck, someone
in human resources should be able to help you.) If you claimed
too many exemptions, your withholding won’t be enough to
cover this year’s tax bill. (That is, assuming your tax situation is
similar to last year’s.) So you may want to refile your W-4 with
your employer, with fewer exemptions. This would translate
into more withholding from each paycheck. You can get a new
Form W-4 from your employer or print one out from the IRS
web site.
Keep in mind, if you also have income from self-employment
or investing, that could be the reason for your tax underpayment. If so, your fix is to start making estimated tax payments
for this year or increase the estimated payments you already
intended to make. For the 2009 tax year, estimated payments
are due on April 15, June 15 and Sept. 15 of 2009, and Jan. 15
of 2010. You must file Form 1040-ES with each payment. Once
again, you can download the form at the IRS web site.
My Refund Was Awesome!
While tax underpayments can be a nasty surprise, you
should be almost as distressed to discover you’ll be getting a
massive refund. What should you do to avoid giving the IRS
another interest-free loan this year? Do the exact opposite of the
advice given to folks who are in the underpayment scenario. In
other words, you may need to increase the number of exemptions claimed on your Form W-4 or reduce your estimated tax
payments. Or both. But don’t get carried away and create a big
underpayment. Generally, your payments for the 2009 tax year
(via withholding and/or estimated payments) should be enough
to cover whichever of the following is the lower figure:
1. 90% of your ultimate 2009 tax bill, or
2. 100% of your 2008 tax bill if your 2008 adjusted gross
income, or AGI, was $150,000 or less; 110% if your
AGI was over $150,000.

has the added advantage of offering refunds within 10 days for
those who use direct deposit. (With paper returns, that typically
takes six to eight weeks.)
To qualify, the one overarching requirement is that you must
have adjusted gross income of $54,000 or less. Beyond that, the
19 online-tax-software companies that have partnered with the
IRS to offer this service may have added additional restrictions,
such as age limits or state residency requirements.
So what’s the catch? First, to use these services for free, taxpayers must access them through the IRS Free Filing web site.
If you go directly to the company’s site, you’ll end up paying
the regular filing fee (usually about $20 or so). To make sure
you’re not going to be hit with that fee, go through the IRS web
site every time you log on to your account.
Also, if your taxes are fairly complicated, you might want
to shell out the extra cash for a paid service that includes some
extra bells and whistles. For example, with TurboTax Deluxe
(which is available through its web site for $29.95) you’ll get
help calculating your deductions with the company’s deduction maximizer—something that is not available through its
free file program.
Finally, be sure to read all the fine print carefully. Chances
are you’ll be pitched additional fee-based services (like audit
protection or refund-anticipation loans) that you may not need.
And if you want to file your state return along with your federal
one, prepare to pay up because most of these preparers charge
for state returns.

Filing Your Tax Return Online for Free
FILING A TAX RETURN is about as fun as a migraine headache, but now there’s a pain reliever: Many U.S. taxpayers can
file online, free of charge.
Why the gift? Online filing (which automatically does the
math that many filers get wrong) significantly cuts down on
errors, saving the IRS time and money. And for taxpayers, it
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IX. Looking Ahead: Your 2009 return

IRAs Are Better Than
Ever as a Retirement Tool
ONLY A FEW YEARS AGO, IRA contributions were limited
to a measly $2,000. Plus, strict income limits prevented many
folks from being able to contribute to deductible or Roth IRAs
at all.
No more. Favorable changes to the IRA contribution rules
have eased these limitations considerably. So if you haven’t
considered the IRA as a powerful retirement savings tool, it’s
time to change your thinking.
Contribution Rules for Traditional IRAs
For 2009, you can contribute up to $5,000 to a traditional
IRA. Even better, if you’ll be age 50 or older as of Dec. 31, 2009,
you can contribute up to $6,000.
If you’re married, the same limits apply to your spouse if
he or she wants to fund a separate IRA. As a result, the two
of you can together contribute up to $10,000 or maybe even
$12,000.
Whether you’re single or married, and whether you’re age
50 or younger, the current IRA contribution limits are generous
enough to take seriously (which was not necessarily the case
just a few years ago).
Here are the rest of the traditional IRA
contribution ground rules.
n After turning age 70½, you can’t make any more

contributions. However, Roth IRA contributions are
still allowed (more on that later).
n You, and/or your spouse if you’re married, must have
earned income at least equal to what you contribute.
n If you are unmarried and covered by a retirement
plan in 2009, your eligibility to make a deductible
traditional IRA contribution for this year is phased out
between adjusted gross income (AGI) of $55,000 and
$65,000. However, you can contribute to a traditional
nondeductible IRA regardless of income.
n If you’re married and both you and your spouse are
covered by retirement plans in 2009, your eligibility
to make a deductible traditional IRA contribution

is phased out between joint AGI of $89,000 and
$109,000. Ditto for your spouse. However, you can
both contribute to traditional nondeductible IRAs
regardless of income.
n If you’re married and only one spouse is covered by a
retirement plan in 2009, the covered spouse’s eligibility
to make a deductible traditional IRA contribution
is phased out between joint AGI of $89,000 and
$109,000. The noncovered spouse’s eligibility is phased
out between joint AGI of $166,000 and $176,000.
However, you can both contribute to traditional
nondeductible IRAs regardless of income.
n These AGI phase-out ranges are considerably higher
than they were just a few years ago.
Contribution Rules for Roth IRAs
The annual contribution limits and the contribution
deadline for Roth IRAs are the same as for traditional IRAs.
But the rest of the rules are different:
n After age 70½, you can still make Roth IRA
contributions—as long as you (and/or your spouse if
you’re married) have earned income at least equal to
what you contribute.
n For 2009, eligibility to make Roth IRA contributions
is phased out between AGI of $105,000 and $120,000
for unmarried folks. For married joint filers, the
phase-out range is between joint AGI of $166,000 and
$176,000.
n Eligibility to make Roth IRA contributions is
unaffected by whether you (or, if you’re married, your
spouse) are covered by a retirement plan.
n You can also consider the idea of converting a
traditional IRA into a Roth IRA. To be eligible for the
conversion privilege, your AGI must be $100,000 or
less (not counting the extra taxable income triggered
by the conversion). The same $100,000 limit applies if
you’re single or a married joint filer.
Bottom Line
You can contribute more to your IRA than ever before,
and you have a better chance of deducting contributions to
your traditional IRA than ever before. While in the not-toodistant past contributing to IRAs was barely worth the effort,
it’s definitely worth the effort now.
Ready to go? Good! The IRA contribution deadline for the
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2009 tax year is April 15, 2010. However, you can make your
contributions any time between now and then—unless you’ve
already done it. (You can make a contribution for your 2010
tax year as early as Jan. 1, 2010.) Of course, the sooner you
stash some cash in a traditional or Roth IRA, the sooner you
will start collecting the tax benefits.

Take a 60-Day Loan
You can withdraw funds from your IRA for up to 60
days tax- and penalty-free as long as you return the funds to an
IRA by the end of the 60-day period. The IRS looks at this as
a nontaxable rollover. Just make sure that the funds are back
in an IRA within the 60 days, otherwise it will be treated as a
withdrawal that is subject to taxes and penalties. Also, if you
follow this strategy, you can only do it once within a 12-month
period for the account in question.

Tapping Your IRA Penalty-Free
ALTHOUGH 591/2 is generally the magic age for starting to
receive IRA distributions without getting hit with the federal
10% premature withdrawal penalty tax (whether you continue
to work or not), there are some circumstances under which
you can get at your IRA funds even earlier without the penalty.
Here’s a rundown:
Annuitize Your IRA
One way to take money from your traditional IRA without
incurring the 10% penalty is to “annuitize” your account. The
way this works is that for five years, or until you turn age 591/2
(whichever is longer), you take annual cash withdrawals based
on your life expectancy, as predicted by the IRS. To see how
much time the IRS thinks you have left, visit the IRS web site.
Here’s an example. If the IRS actuarial tables predict you
will live for another 20 years, then you can withdraw½0th of
the balance in your account the first year. Then about 1/19th
of your new balance the second year. And so on. During the
payout period, your distribution schedule cannot change or
you will be hit with the 10% penalty. Once the payout period
has ended, you can modify the schedule, take a lump payment
or stop taking distributions altogether. If you do decide to take
early withdrawals, consult a tax expert who has some experience in planning for penalty-free IRA distributions.
Withdraw Roth Contributions
The Roth IRA allows penalty and tax-free withdrawals
of contributions for any reason. But remember, once you’ve
taken out that money, you don’t have the option of replacing
it. For 2009, your Roth IRA contribution is limited to $5,000
or $6,000 if you will be age 50 or older at the end of the year
(less if your adjusted gross income exceeds $166,000 if you file
jointly; $105,000 if you are single).

Special Penalty-Free Withdrawal Situations
n First-time home purchase: Up to $10,000.
n Qualified education expenses: For you, your spouse,
your kids or even your grandkids. Approved expenses
include post-secondary education, tuition, books,
supplies and, if the student is enrolled at least half-time,
room and board.
n Disability: To qualify for a disability exemption, you
must prove that you are incapable of working.
n Unreimbursed medical expenses: Expenses must exceed
7.5% of your adjusted gross income.
n Health insurance for the unemployed: Only after
12 consecutive weeks of collecting unemployment
benefits.
A final note: Before you start dipping into your retirement
stash, you should explore other options including a standard bank
loan. If you must withdraw funds from an IRA, avoid paying taxes by
withdrawing contributions from your Roth IRA first. And tap a taxdeductible IRA last. Above all, use these tax-sheltered accounts as
a last resort. And before you raid your retirement savings, make sure
you are leaving enough to support your actual retirement.

Borrowing From Your IRA
LOOKING FOR AN interest-free loan for 60 days or less? One
option is to borrow from your IRA.
Done right, it’s a tax-free deal, and you won’t incur any interest charges. Done wrong, you’ll trigger income taxes and maybe
a 10% penalty too while decimating your retirement stash.
The way it works is this: You take the money out of your traditional or Roth IRA and then replace the cash (the same amount
that you withdrew) within 60 days. Make sure to put traditional
IRA money back into a traditional IRA, and put Roth IRA money
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back into a Roth IRA. You must also comply with the one-year
rules explained below. If you do these things, the withdrawal of
IRA money and subsequent redeposit is treated as a tax-free rollover transaction—even though it’s effectively the same as taking
out and repaying a short-term loan from your IRA.

Here are a few things to watch out for:
Watch Out for the 60-Day Rule
The 60-day rule is no joke. The money you’ve withdrawn
(borrowed) must be redeposited back into an IRA within 60
days. Otherwise, the withdrawal is treated as a garden-variety
taxable distribution, and you can’t put the money back into
your account. To add insult to injury, you’ll generally face an
additional 10% penalty tax if you’re under age 59½, and you
may owe state income tax, too. So avoid unnecessary stress
by redepositing the money with at least a day or two to spare.
Just so you know, the 60-day period starts on the day after you
receive the withdrawal (the borrowed amount).
Example 1: Say you want to take advantage of the borrow-fromyour-IRA strategy by withdrawing some money on 6/1/09. The 60day period begins on 6/2/09, and it ends on 7/31/09. No extension
is allowed for weekends or holidays.

Watch Out for the One-Year Rules
Two tax rules are designed to prevent folks from repeatedly
using the tax-free short-term IRA loan strategy with the same
accounts. If you run afoul of these rules, all the tax advantages
are lost.
First, you can only take a withdrawal from a particular IRA
and then redeposit the money tax-free (into that account or
another one) once during any one-year period. If you withdraw
money from the same IRA twice during a one-year period, the
second withdrawal is treated as a garden-variety taxable IRA
distribution. That means it can’t be redeposited, so you will
owe income taxes and possibly a 10% penalty.
Second, if you’ve redeposited money back into a particular
IRA, money withdrawn from that account within one year is
treated as a taxable distribution with the same dire tax consequences.
For purposes of both of these rules, the one-year period
starts on the date you receive an IRA withdrawal (not on the
date you redeposit the amount back into an IRA).

Hopefully, these complicated one-year rules won’t matter
to you, but here’s an example just in case:
Example 2 : Say you have three traditional IRAs: IRA-1, IRA-2,
and IRA-3. After reading this brilliant article, you decide to do the
short-term tax-free loan deal by withdrawing $10,000 from one
of your IRAs on June 1, 2009 and then redepositing the money
by no later than July 31, 2009 to comply with the 60-day rule (see
Example 1).

However, that’s not necessarily the end of the story. Say you
previously took money from IRA-1 on October 1, 2008 and then
redeposited it back into IRA-2 tax-free on November 30, 2008.
Let’s assume IRA-3 hasn’t had any such activity in recent years.
Under the first one-year rule, you can’t take any more money
out of IRA-1 before October 1, 2009 if you want to get tax-free
treatment by putting it back into an IRA. Under the second oneyear rule, you can’t take money out of IRA-2 before October 1,
2009 if you want to redeposit that money tax-free.
Therefore, in this example, you must withdraw the $10,000
out of IRA-3 to successfully execute a tax-free deal. Why? Because no amount has been taken out of IRA-3 within a year of
October 1, 2008 and put back (so you’re good on the first oneyear rule). Nor has any amount been redeposited into IRA-3
within a year of October 1, 2008 (so you’re good on the second
one-year rule, too). To keep things simple, I recommend putting
the $10,000 back into IRA-3 (by the July 31, 2009 deadline).
What’s the Impact on Your Tax Return?
Good question. You must report the entire amount of any
IRA withdrawal on line 15a of your Form 1040 for the year
of the withdrawal. If you then redeposit the amount tax-free,
you enter a taxable amount of zero on line 15b. Write “Rollover” next to line 15b. Now the IRS has been properly notified
about your tax-free short-term IRA loan deal, and everyone
is happy.
Given the potential tax traps, you may want to look for other
alternatives before using this strategy to solve short-term cash flow
problems. But done right, it can be helpful in a cash crunch.

Time to Tweak Your Estate Plan
IF YOU’VE BEEN doing some estate planning over the past
few years, chances are you breathed a little sigh of relief when
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2008 ended.
To be brutally blunt: Dying in 2009 is a less taxing event
than dying in 2008. That’s because effective Jan. 1, the federal
estate-tax exemption jumped to $3.5 million for anyone who
dies in 2009—up from $2 million last year. So you can shelter up
to $1.5 million more ($3 million more if you’re married) from
any federal estate-tax hit than if you had passed away in 2008.
Yup, this is morbid. But it’s welcome news to your heirs.
That said, you need to be careful. This leap in the exemption
could throw your estate plan out of whack. Without a careful
review of your arrangements, part of your estate could be allocated in ways you didn’t intend.
But before I go any further, let me just make a plea to all of
you who took a look at that $3.5 million figure and decided
this article definitely does not apply to you. Sure, $3.5 million
sounds like an awful lot of money. But you might be wealthier
than you think. For federal estate-tax purposes, your estate
includes your home, cars, retirement accounts, taxable investment accounts, collectibles and so forth.
Perhaps more important, it also includes any death benefits
from personal life-insurance policies you own, including those
on your own life. (If you have the power to change beneficiaries
or coverage amounts, you own the policy.) With life-insurance
coverage thrown into the mix, the odds are much higher that
your estate exceeds the seemingly generous $3.5 million exemption. So if you don’t already have an estate-tax savings strategy
in place, now may be the time to create one. For assistance in
getting started, see our estate-planning section.
For those who already have an existing estate plan, here’s
how the new biggie-sized exemption could affect you—along
with advice on how to avoid potential danger zones.
Married? You May Be Funneling Too Much—
or Not Enough—Into Your Bypass Trust
If you’re married, your current estate plan may include a
bypass trust arrangement. This common estate-planning tool is
used to ensure that both you and your spouse take full advantage
of your respective estate-tax exemptions. The way most plans
work is that an amount equal to the current federal estate-tax
exemption automatically goes to a bypass trust when the first
spouse dies. Typically, the trust beneficiaries are the children
of that spouse.
Since you name the beneficiaries of the bypass trust, the
amount used to fund the trust is included in your gross estate for
federal estate-tax purposes if you die before your spouse. How-

ever, that amount is then fully sheltered by your estate-tax exemption. The result: no federal estate-tax bill. So far, so good.
But here’s the rub: Many wills don’t specifically state how
much will go toward funding the bypass trust. Instead, it’s just
whatever current federal tax law provides as the exemption
amount. But with the exemption suddenly jumping to $3.5 million from $2 million, your bypass trust could wind up with a
lot more money than you intended—and your spouse with a
lot less.
For example, say you have a $4 million estate. Your will
stipulates that a bypass trust is to be funded with an amount
equal to the current federal estate-tax exemption. So if you pass
away, a whopping $3.5 million would automatically funnel into
the trust. Your spouse would get the remainder of your estate,
which would be only $500,000. Had you died in 2008, your
spouse would have received $2 million.
While your spouse has the right to dip into the bypass trust
to meet reasonable financial needs, it doesn’t make sense to leave
the window open for future problems when it’s so easy to close
it. Worst-case scenario: Your spouse gets into a legal hassle with
your kids regarding what’s “reasonable.” The solution here is
simply to revise your will to stipulate a specific figure to fund
the bypass trust should you die before your spouse.
If you already specify an amount, make sure you don’t have
the opposite problem: too little money going into the bypass
trust. Say you have a $4 million estate. Your will stipulates that
if you die before your spouse, $2 million (the old exemption
amount for 2008) would automatically flow into the trust. Your
spouse would get the remaining $2 million. But she may not
need or want all that money if she has a substantial estate in
her own right. While the $2 million figure used to make sense,
you can now put more into the bypass trust and thereby take
advantage of the larger $3.5 million exemption.
The solution in this case is to amend your will so that the bypass trust will be funded with the upgraded $3.5 million amount
if you die before your spouse. Under the amended plan, your
kids would get $3.5 million—instead of just $2 million—free of
any federal estate-tax hit. Plus, your full $3.5 million exemption
would be utilized instead of partially going to waste.
Unmarried? You May Be Leaving
Too Much to Charity
If you’re single and your estate is worth more than $3.5
million, you need to do some planning—that is, unless you want
Uncle Sam to be one of your main beneficiaries.
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One way to tackle this problem is to leave just enough to
charity to reduce your taxable estate to the magic $3.5 million
figure. That way, the expanded $3.5 million exemption would
wipe out any federal estate-tax bill. (Note: Your existing will
might call for leaving just enough to charity to reduce your estate
to the old-law exemption amount of $2 million).
The solution? You can now leave $1.5 million more to
friends and relatives (and $1.5 million less to charity) while
still leaving zero to the U.S. Treasury. I’m not advising you to
leave less to charity. I’m just letting you know that you now
have the option of leaving more to friends and relatives without
triggering a federal estate tax bill.
The Current Shape of the Federal Estate Tax
The federal estate tax will remain in existence until 2010
when it scheduled to be repealed. But that’s only for 2010. It
will come back with a vengeance in 2011.
At least, that’s how the law reads right now. I personally
doubt we will ever see the promised repeal even for one year.
I also doubt the estate tax situation in 2011 will be as bad as
scheduled. Bet on Congress to permanently install a $3.5 million
exemption sometime before 2010.
In any case, here’s a breakdown of the current rules:
Year	Exemption
2008
2009
2010
2011

Maximum Tax Rate

2,000,000
45%
3,500,000
45%
Unlimited	Tax is repealed
1,000,000
55%

TIPS Can Help You Weather
Economic Storm
When it comes to retirement savings, preserving principal
has always been a key concern. But these days, with unprecedented market swings tearing into investors’ savings, it’s even
more important.
One way to protect your nest egg from the ravages of both
inflation and deflation is to invest a portion of your portfolio in
U.S. Treasury Inflation Protected Securities (TIPS). TIPS are typically sold with terms to maturity of five, 10, and 20 years. They
pay cash interest twice a year at fixed rates. For example:

* The five-year TIPS maturing on 4/15/13 pay interest at
the stated annual rate of 0.625% and are currently trading at a
discount in the secondary market to yield about 1.2%.
* The 10-year TIPS maturing on 1/15/19 pay interest at
the stated annual rate of 2.125% and are currently trading at
a premium to yield about 1.9%.
TIPS in an inflationary environment
In times of inflation, TIPS principal balances are adjusted upwards twice a year based on changes in the Consumer
Price Index. You receive the higher inflation-adjusted principal
balance at maturity so inflation won’t hurt you. That wouldn’t
be the case if you follow the knee-jerk conservative investment
strategy of buying regular U.S. Treasury notes or bonds. Buy
them and bad inflation could hurt you badly.
With TIPS, you receive cash interest payments twice a year.
Each payment equals half the stated annual interest rate times
the inflation-adjusted principal balance at the time of the payment. So your interest payments go up with inflation, too.
TIPS in a deflationary environment
If you buy TIPS with care and hold them to maturity, your investment will do OK even if there’s significant deflation. During
these times, TIPS principal balances are adjusted downward
twice a year. Interest payments are also adjusted downward
because they are based on declining adjusted principal balances.
(The stated interest rate itself doesn’t change.)
However, even if there’s severe deflation, the results from
owning TIPS won’t be too bad—you’ll still get interest payments
and you’ll still get full face value at maturity.
Example: Say you buy at face value $50,000 of 10-year TIPS
that pay 2% stated interest. If you hold to maturity and inflation runs
at an average of 7% during your ownership, the annual return will
be about 9% (2% interest + 7% inflation adjustment). If you instead
buy at face value $50,000 of regular 10-year Treasury notes that
pay 3% interest, your annual return will be 3%.

If there’s deflation, the return on TIPS will still be positive,
but it will be less than 2% (because the interest payments will go
down as the adjusted principal balance deflates). With regular
Treasurys, deflation does you no harm. You’ll get your 3% no
matter what.
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Bottom Line: TIPS have a big advantage over regular Treasurys
if there’s significant inflation and a much smaller disadvantage if
there’s significant deflation.

maturity, you must understand that market prices can and do
change on a daily basis, and there’s no certainty about how much
you’ll be able to sell TIPS for in the secondary market.

Buying newly issued TIPS versus older ones
When you buy newly issued TIPS directly from the government, nothing bad can happen to the principal—assuming
you buy at face value (or below) and hold onto them until
maturity. At maturity, you’ll receive full face value even if
there’s heavy deflation.
But if you buy older TIPS in the secondary market, you’ll
have to pay for the accrued inflation adjustment to the principal balance. The problem is that amount can vaporize with
deflation. The way to avoid this risk is to buy TIPS when they
are issued or shortly thereafter (assuming you can buy them at
face value or below). That way the accrued inflation adjustment will be little or nothing, and you’ll have less to lose in the
event of deflation.
Tax implications
When you hold TIPS in a taxable account, you must pay
current federal income taxes on both the cash interest payments
and the inflation adjustments (if any) to the principal balance.
Paying current taxes on the inflation adjustments isn’t a great
way to go—because you won’t actually collect those inflation
adjustments in cash until the TIPS matures or you sell them in
the secondary market. To avoid this problem, hold your TIPS
in a tax-advantaged retirement account, such as a traditional
or Roth IRA, 401(k) or SEP.
How to buy TIPS
The minimum face value for TIPS is $1,000. Larger denominations are available in $1,000 increments. TIPS are
marketable securities, so they can be easily bought and sold
in the secondary market through a brokerage firm. Just be
aware that you’ll have to pay a commission. However, these
fees tend to be reasonable.
Original issue TIPS can be purchased from the government
through the online Treasury Direct program. However, the
Treasury Direct option is only available for TIPS purchased
for taxable accounts, which, as I explained above, is generally
inadvisable.
One thing to keep in mind with TIPS is that market prices
fluctuate due to changes in prevailing interest rates, supply and
demand, and other factors. If you don’t intend to hold TIPS to
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