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Introduction

Unless it’s repealed or modified by future legislation, the $1.35 tril-
lion tax cut signed into law by President George W. Bush on June 7,
2001 will touch almost every aspect of your personal tax bill through
2010.

Each year over the next 10 years, the new tax law will phase out
old rates, phases in new ones, and establishes a range of tax breaks
and benefits. The most significant changes include lower income
tax rates, a reduction and repeal of the estate tax, higher retirement-
plan contribution levels, tax-free withdrawals from education-savings
plans, and some short-term alternative minimum tax (AMT) relief.

What makes the new law so unusual and challenging for individ-
uals is how often its rules keep changing from year to year. In fact,
the new law made 441 changes to the old law, and many of them pop
in and out at different times like a jack-in-the-box. And the biggest
pop of all is that the entire law disappears in 2011! Keeping track of
these changes will be challenging while the rules themselves are
sure to create confusion for taxpayers.

That’s why we wrote this book. Our intention is to clarify
the new tax law in terms you can understand. You'll find that the
book is organized in a way that tells you what rules are changing,
whether or not they affect you, and how to profit from them..

THE Bic CHANGES

Known officially as the Economic Growth and Tax Relief Reconcil-
iation Act of 2001, the new law represents the biggest tax reduction
in 20 years and provides the first drop in individual income-tax rates
since 1987.

The tax law took effect on July 1, 2001, when the top four income
tax rates were cut by a point. In reality, these rates will drop only a
half point in 2001. Congress decided that it’s easier this way, to
average your old 2001 rate and your new one. Then, in 2002, the
top four rates will drop another half point—giving you the full-point
drop mandated by the new law.

xiii



Xiv INTRODUCTION

These income tax rates will drop again in 2004 and in 2006, at
which point the very top rate will have come down almost five per-
centage points while the other three will have dropped three per-
centage points. The 15% rate remains unchanged, but a new bottom
rate of 10% was created.

As you probably know by now, “advance payment” checks of up
to $600 began arriving in taxpayers’ mailboxes in the late summer.
While many have referred to the check as a “rebate,” it’s really an
advance payment based on the taxes you'll pay next April on the in-
come you earned in 2001. Congress doesn’t want you to invest the
advance payment check or use it to pay off credit cards. The gov-
ernment wants you to spend the money at the mall to help stimulate
economic growth.

Another significant change created by the new tax law is the slow
death of the estate tax. Starting in 2002, the amount an individual
can pass on to heirs tax-free will gradually rise each year, while the
top estate-tax rate starts to decline. For example, the current
$675,000 individual exemption will jump to $1 million in 2002 and
rise to $3.5 million between 2004 and 2009. The current top estate-tax
rate of 55% will fall to 50% in 2002, slipping to 45% over the same pe-
riod. In 2010, the estate tax is due to be repealed.

There is also a higher tax credit for families with children under
age 17. This credit will rise to $600 per child in 2001, $700 in 2005,
$800 in 2009, and $1,000 in 2010 and beyond.

Annual maximum contribution levels for 401 (k)s and other retire-
ment plans will start to rise in 2002, and higher deductions for mar-
ried couples will begin in 2006. People who are age 50 or older will be
allowed to contribute even more.

In 2002 you also will be able to withdraw assets from Education
IRAs tax-free. The new law allows you to use those assets for tuition
and selected costs at elementary and secondary schools as well as
at colleges.

WHAT You NEep To Know

As the income tax rates drop, you should wind up with more money
in your pocket. But with more take-home pay, rising retirement-
plan contribution levels, and new estate-tax rules, careful financial
planning and flexibility will be essential.
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For example, favorable changes in the estate-tax law mean you
should review existing estate plans with your estate planner. You
also will want to encourage your parents to do the same so that their
inheritance wishes are in harmony with the new rules. Some trusts
will still make sense. Others may not. Still others will need fine-
tuning.

But don’t expect all aspects of the current tax law to remain un-
changed for the full 10 years. Historically, Congress has never met
a tax law it liked for very long. Following the Reagan tax cut of 1981,
Congress passed legislation in 1982, 1983, and 1984 that erased
nearly a third of the original legislation. Then the Tax Reform Act of
1986 eliminated other tax breaks but lowered income tax rates. Be-
tween 1996 and 2001 alone, there were 1,916 changes to the federal
tax code.

How significant the changes to the new tax law will be will de-
pend on the political party that controls Congress and the overall
health of the economy. For example, when the current tax cuts
were first being discussed in 1999, the government expected to be
sitting on a huge budget surplus. By the time the law was signed in
June, the anticipated surplus looked like it might be much smaller.
And don’t rule out the wild card of election years, when politicians
make promises that can be kept only by proposing tax law revisions.

No one knows what the future hold for the new tax law. For now,
however, the law creates many opportunities for individuals, if you
know how to take advantage of them. I hope you find this book easy
to understand and that it becomes a quick reference guide for you
in the future.

Martin Nissenbaum
Director of Personal Income Tax Planning
Ernst & Young LLP






Tax Law Changes:
Year at a Glance

2001

Advance payment checks. Arrive in mailboxes.

Income tax. Top four rates drop by a half point.

Child credit. Rises to $600.

AMT exemption. Rises to $49,000 (married) and $35,750 (single).

2002

Income tax. Top four rates drop by another half point. New 10%
rate takes effect.

Earned income tax credit. Eligibility level starts to rise.

”529” college-savings plan. Withdrawals are tax-free.
Education IRA. Top annual contribution rises to $2,000. Tax-free
withdrawals can be used for nearly all types of education. Eligi-
bility level rises for married couples.

Estate. Estate and GST tax exemption rises to $S1 million. Top es-
tate tax rate drops to 50%. State death-tax credit is reduced by
25%.

Traditional and Roth IRAs. Top annual contribution rises to
$3,000. For 50+ savers, top contribution is $3,500.

401(k) and similar plans. Top annual contribution rises to
$11,000. For 50+ savers, top contribution is $12,000.

Adoption. One-time credit rises to $10,000.

2003

Child care credit. Maximum rises to $2,100.

Estate. Top tax rate drops to 49%. State death-tax credit is reduced
by 50%.

401(k) and similar plans. Top annual contribution rises to
$12,000. For 50+ savers, top contribution rises to $14,000.
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XViii TAX LAW CHANGES: YEAR AT A GLANCE

2004

Income tax. Top four rates drop by one point.

Estate. Estate and GST tax exemption level rises to $1.5 million.
Top estate tax rate drops to 48%. State death-tax credit is reduced
by 75%.

401(k) and similar plans. Top annual contribution rises to
$13,000. For 50+ savers, top contribution rises to $16,000.

2005

Income tax. Top end of 15% bracket rises for married couples.
AMT exemption. Returns to pre-law level unless relief is ex-
tended by Congress.

Married standard deduction. Rises to level that is 174% of single
taxpayers.

Child credit. Rises to S700.

Estate. Top tax rate drops to 47%. State death-tax credit is
repealed.

Traditional and Roth IRAs. Top annual contribution rises to
$4,000. For 50+ savers, top contribution is $4,500.

401(k) and similar plans. Top annual contribution rises to
$14,000. For 50+ savers, top contribution rises to $18,000.

2006

Income tax. Three rates below the top rate drop by another
point; top rate drops by 2.6 points to 35%. Top end of 15% bracket
rises again for married couples.

Married standard deduction. Rises to level that is 184% of single
taxpayers.

Personal exemptions. Restrictions start to ease.

Itemized deductions. Limitations start to ease.

Estate. Estate and GST tax exemption levels rise to $2 million.
Top tax rate drops to 46%.

Traditional and Roth IRAs. Top annual contribution for 50+
savers rises to $5,000.

401(k) and similar plans. Top annual contribution rises to
$15,000. For 50+ savers, top contribution rises to $20,000.



TAX LAW CHANGES: YEAR AT A GLANCE  Xix

2007

m Married standard deduction. Rises to level that is 187% of single
taxpayers.

m Estate. Top tax rate drops to 45%.

m Income tax. Top end of 15% bracket rises again for married
couples.

2008

m Married standard deduction. Rises to level that is 190% of single
taxpayers.

m Estate: Estate and GST tax exemption level rises to $2 million.

m Traditional and Roth IRAs. Top annual contribution rises to
$5,000. Top contribution for 50+ savers rises to $6,000.

m Income tax. Top end of 15% bracket rises again for married
couples.

2009

m Married standard deduction. Rises to level that is 200% or twice
that of single taxpayers.

m Child credit. Rises to $800.

m Estate. Estate and GST tax exemption level rises to $3.5 million.

2010

m Child credit. Rises to $1,000.
m Estate. Estate tax is repealed.

2011

m Sunset provision. Every provision of the new law disappears
and the old law returns—unless Congress extends it.






Tax Law Changes:
Topics at a Glance

ADVANCE PAYMENT CHECKS

Married taxpayers who earned at least $12,000 in 2000 will receive
$600 in 2001

Head of a household who earned at least $10,000 in 2000 will receive
$500 in 2001

Single taxpayers who earned at least $6,000 in 2000 will receive
$300 in 2001

INcoME TAX RATES

How the top four income tax rates stack up in:

2001 39.1%
35.5
30.5
27.5

2002-2003 38.6%
35
30
27

2004-2005 37.6%
34
29
26

2006 and beyond 35%
33
28
25

XXi



XXii TAX LAW CHANGES: TOPICS AT A GLANCE

ALTERNATIVE MINIMUM TAX EXEMPTION

The standard exemption under the AMT (2001-2004):

$49,000 (married), $35,750 (single) and, $24,500 (married filing
separately)

MARRIED COUPLES

The Standard deduction for joint returns will be the following per-
centage of the deduction allowed for single returns:

2005 174%

2006 184
2007 187
2008 190
2009 200

The top end of the 15% tax bracket for joint returns will rise by the fol-
lowing percentage of the 15% bracket income for single returns:

2005 180%

2006 187
2007 193
2008 200

CHILD CREDIT

The maximum tax credit per child:

2001-2004 S 600
2005-2008 700
2009 800

2010 and beyond 1,000

INDIVIDUAL RETIREMENT ACCOUNTS
The maximum annual contribution to a Traditional IRA and Roth IRA:

2001 $2,000
2002-2004 3,000
2005-2007 4,000
2008 5,000

After 2008, the maximum annual contribution ($5,000) will be in-
dexed for inflation in $500 steps.
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The maximum annual contribution to a Traditional IRA and Roth
IRA for taxpayers age 50 or older:

2001 $2,000
2002-2004 3,500
2005 4,500
2006-2007 5,000
2008 6,000

QUALIFIED RETIREMENT PLANS

The maximum annual contribution to 401 (k) and 403 (b) plans:
2001 $10,500

2002 11,000
2003 12,000
2004 13,000
2005 14,000
2006 15,000

After 2006, the maximum annual contribution ($15,000) will be in-
dexed for inflation in $500 steps.

The maximum annual contribution that a taxpayer age 50 or older
can make to 401 (k) and 403 (b) plans, and SEP plans will be:

2001 $10,500

2002 12,000
2003 14,000
2004 16,000
2005 18,000

2006 20,000
After 2006, this amount will be indexed for inflation in $500 steps.

EDUCATION
The maximum annual contribution fo an Education IRA per benefi-
ciary:

2001 S 500
2002 and beyond 2,000



XXiv TAX LAW CHANGES: TOPICS AT A GLANCE

EsTATE AND GIFT TAX

The maximum estate tax exclusion:

2001 S 675,000
2002-2003 1 million
2004-2005 1.5 million
2006-2008 2 million
2009 3.5 million
2010 Unlimited (estate tax repealed)

The maximum lifetime gift-tax exclusion:

2001 $ 675,000
2002-2010 1 million

The top estate tax rate:

2001 55%
2002 50
2003 49
2004 48
2005 47
2006 46
2007-2009 45
2010 0
The top gift tax rate:
2001 55%
2002 50
2003 49
2004 48
2005 47
2006 46

2007-2009 45
2010 35



How the New Tax Law

Was Won

Date Action Vote

Dec. 1999 Presidential candidate George W. Bush proposes
a $500 billion tax cut

Feb. 8, 2001 President Bush submits $1.6 trillion tax-cut
plan to Congress

March 8 House Republican caucus approves income-tax 219-0
rate cut

March 8 Full House passes income-tax rate-cut resolution 230-198

March 29 House Republican caucus approves married 217-0
couple tax cut

March 29 Full House passes married couple tax-cut 282-144
resolution

April 4 House Republican caucus approves estate-tax 217-0
repeal

April 4 Full House passes estate tax-repeal resolution 274-154

May 2 House Republican caucus approves retirement 219-1
savings increase

May 2 Full House passes retirement savings increase 407-24
resolution

May 9 House Republican caucus approves revised 214-3
budget

May 9 Full House passes revised budget 221-207

May 11 Senate approves budget plan 53-47

May 15 Senate begins debating its version of tax bill

May 16 House passes repackaged version of income 230-197
tax rate cut bill

May 23 Senate passes its version of income tax rate cut 62-38

May 26 Joint Congressional Committee approves
$1.35 trillion tax bill

May 26 Full House votes and approves final joint tax bill 240-154

May 26 Senate passes final joint tax bill 58-33

June 7 President Bush signs tax relief bill into law

XXV






New Tax Rates and
Income Brackets

On the next page is a table that will help you figure out what you will
owe in 2001—before subtracting your tax credits. The table in-
cludes the new tax rates for 2001, depending on your marital status
and income tax bracket. Remember, in 2001 you’ll receive the ben-
efit of the new 10% tax rate through an advance payment check.

For comparison, the second table provides an estimate of how
the tax rates and brackets will appear in 2006, when all of the
income-tax rate cuts are in place.

XXVii
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NEW TAX RATES AND INCOME BRACKETS XXix

Projected Tax Brackets for 2006
(When rate cuts are complete)

If taxable
income is: But notover:  Then your regular income tax equals:
For single individuals
0 $ 6,000 10% of taxable income
$ 6,000 $ 30,950 $600, plus 15% of amount over
$6,000
$ 30,950 $ 74,950 $4,342.50, plus 25% of amount over
$30,950
$ 74,950 $156,300 $15,342.50, plus 28% of amount over
$74,950
$156,300 $339,850 $38,120.50, plus 33% of amount over
$156,300
Over $339,850 $98,692, plus 35% of amount over
$339,850
For heads of households
0 $ 10,000 10% of taxable income
$ 10,000 $ 41,450 $1,000, plus 15% of amount over
$10,000
$ 41,450 $107,000 $5,717.50, plus 25% of amount over
$41,450
$107,000 $173,300 $22,105, plus 28% of amount over
$107,000
$173,300 $339,850 $40,669, plus 33% of amount over
$173,300
Over $339,850 $95,630.50, plus 35% of amount over
$339,850
For married couples filing joint returns
0 $ 12,000 10% of taxable income
$ 12,000 $ 57,850 $1,200, plus 15% of amount over
$12,000
$ 57,850 $124,900 $8,077.50, plus 25% of amount over
$57,850
$124,900 $190,300 $24,840, plus 28% of amount over
$124,900
$190,300 $339,850 $43,152, plus 33% of amount over
$190,300
Over $339,850 $92,503.50, plus 35% of amount over

$339,850







Brief History of the
U.S. Income Tax

The income tax is a relatively new way for the U.S. government to
raise money to pay its bills. Back in 1791, when the country began,
the federal government taxed Americans only on the sale of alco-
hol, sugar, tobacco, carriages, bonds, and property sold at auction.
The sales tax was expanded during the War of 1812 to include gold,
silverware, jewelry, and watches. But by 1817, with imports from
Europe rising, Congress eliminated all taxes on American goods
and instead charged just tariffs on the sale of foreign products.

This virtually tax-free period ended in 1862, during the Civil War,
when the North needed to raise enormous amounts of cash without
the South’s help. In that year, Congress passed the first graduated
income tax. A person living in the North who earned $S600 to
$10,000 a year paid a 3% tax, while those with incomes of more than
$10,000 paid taxes at a higher rate. Sales and excise taxes were
added along with the first “inheritance” tax. By 1866, a year after the
war’s end, the annual amount collected through taxes reached a
high—more than $310 million.

Two years later, with the war over, Congress shifted its taxation ef-
forts to tobacco and alcohol, eliminating the income tax in 1872. The
income tax was revived briefly in 1894 but was declared unconstitu-
tional a year later by the U.S. Supreme Court, which said it wasn’t ap-
portioned evenly among the states as mandated by the Constitution.

But by the turn of the century, the lack of an income tax at the
turn of the century aggravated a class struggle. Fortunes amassed
by industrialists who had profited handsomely during the advent of
the railroad, machinery and assembly lines were safe from taxation.
Instead, the government was relying on revenue almost entirely
from sales taxes, which fell most heavily on the lower and middle
classes. So in 1909, Congress passed legislation that established a
2% corporate tax and also agreed to pass a constitutional amend-
ment authorizing a personal income tax.

Over the next four years, progressive Democrats and Republicans
joined to support ratification of the 16th Amendment. It was passed
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on February 25, 1913, and made the income tax a permanent fixture
of the U.S. tax system. In fiscal year 1918, annual internal revenue
collections for the first time passed the billion-dollar mark, rising to
$5.4 billion by 1920.

The withholding tax on wages began in 1943 and was instru-
mental in increasing the number of taxpayers to 60 million and tax
collections to $43 billion by 1945.

The next big change came in 1981, when Congress enacted the
largest tax cut in U.S. history up to that point—about $750 billion
over six years. But that tax reduction was partially offset by tax acts
in 1982 and 1984 that attempted to raise approximately $265 billion
in revenue.

So on October 22, 1986, President Reagan signed into law The
Tax Reform Act of 1986, one of the most far-reaching reforms of the
U.S. tax system since the adoption of the income tax. The act called
for a $120 billion increase in business taxation and a corresponding
decrease in individual taxation over a five-year period.

Following what seemed to be a yearly tradition of new tax acts that
began in 1986, the Revenue Reconciliation Act was signed into law
on November 5, 1990. As with the 1987, 1988, and 1989 acts, the 1990
act provided a number of key provisions. But it also increased taxes
on the wealthy.

On August 10, 1993, President Clinton signed the Revenue Rec-
onciliation Act. Its purpose was to reduce by about $496 billion the
federal deficit that would otherwise accumulate in fiscal years 1994
through 1998. Approximately $241 billion of the deficit reduction
was to be accomplished through tax increases.

Four years later, on August 5, 1997, President Clinton signed the
Taxpayer Relief Act, which included $152 billion in tax cuts. The bill
included a reduction in capital gains tax for individuals, a $500 per
child tax credit, estate tax relief, tax incentives for education, and a
host of revenue-raising and tax-simplification provisions.

Anticipating a revenue surplus and insisting that the excess be
returned to the American taxpayers rather than be used for gov-
ernment programs, President George W. Bush asked Congress in
2001 for a $1.6 trillion tax cut over 11 years. In the end, Congress ap-
proved and President Bush signed into law a $1.35 trillion tax cut
over 10 years. The law’s most significant changes include a gradual
lowering of the top four income-tax rates over five years and a phase-
out of estate tax by 2010.



Federal Income Tax

Rates (1913-2001)

Lowest Bracket Highest Bracket
Rate Taxable Income Rate Taxable Income
Year (%) up to (%) over
1913-1915 1 $20,000 7 $500,000
1916 2 20,000 15 2M
1917 2 2,000 67 2M
1918 6 4,000 77 ™
1919-1920 4 4,000 73 ™
1921 4 4,000 73 ™
1922 4 4,000 56 200,000
1923 3 4,000 56 200,000
1924 1.5 4,000 46 500,000
1925-1928 1 4,000 25 100,000
1929 4 4,000 24 100,000
1930-1931 1 4,000 25 100,000
1932-1933 4 4,000 63 ™
1934-1935 4 4,000 63 ™
1936-1939 4 4,000 79 5M
1940 4.4 4,000 81.1 5M
1941 10 2,000 81 5M
1942-1943 19 2,000 88 200,000
1944-1945 23 2,000 94 200,000
1946-1947 19 2,000 86.45 200,000
1948-1949 16.6 4,000 82.13 400,000
1950 17.4 4,000 91 400,000
1951 20.4 4,000 91 400,000
1952-1953 22.2 4,000 92 400,000
1954-1963 20 4,000 91 400,000
1964 16 1,000 77 400,000
1965-1967 14 1,000 70 200,000
1968 14 1,000 75.25 200,000
1969 14 1,000 77 200,000
1970 14 1,000 71.75 200,000
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Lowest Bracket Highest Bracket
Rate Taxable Income Rate Taxable Income

Year (%) up to (%) over

1971 14 1,000 70 200,000
1972-1978 14 1,000 70 200,000
1979-1980 14 2,100 70 212,000
1981 13.825 2,100 69.125 212,000
1982 12 2,100 50 106,000
1983 1 2,100 50 106,000
1984 1 2,100 50 159,000
1985 1 2,180 50 165,480
1986 1 2,270 50 171,580
1987 1 3,000 38.5 90,000
1988 15 29,750 28 29,750
1989 15 30,950 28 30,950
1990 15 32,450 28 32,450
1991 15 34,000 31 82,150
1992 15 35,800 31 86,500
1993 15 36,900 39.6 250,000
1994 15 38,000 39.6 250,000
1995 15 39,000 39.6 256,500
1996 15 40,100 39.6 263,750
1997 15 41,200 39.6 271,050
1998 15 42,350 39.6 278,450
1999 15 43,050 39.6 283,150
2000 15 43,850 39.6 288,350

2001 15 45,200 39.1 297,350




What You Need
to Know Now

QuUEsTIONS ABouT THE NEw Tax Law

Over the coming months and years, the new tax law will affect nearly
all areas of your financial life. Income tax rates will decline through
2006. The amount that can be inherited and passed along to heirs
free of estate tax will rise through 2010. The maximum annual con-
tribution levels to IRAs and 401 (k), 403(b), and other retirement
plans will increase. There even will be new tax breaks for married
couples, families, and people who invest in educational savings
plans.

Naturally, you have many questions. Below, Martin Nissenbaum,
Ernst & Young’s Director of Personal Income Tax Planning, an-
swers the big ones:

Q. What can | do to minimize my income tax
before the end of 2001?

Try to take more tax-deductible expenses this year if your income-
tax rate is higher than it will be next year. The same rule holds true
in 2003 and 2005, the years that precede the next tax cuts.

Such deductions will help offset your steeper tax bill. For exam-
ple, in 2001 your income will be taxed at a rate that’s halfway

1
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between the January 1st rate and the lower July 1st rate. In 2002,
the rate for the whole year falls to the one that took effect on July 1,
2001. So if you're in the highest tax bracket, your tax rate for 2001
is 39.1%. In 2002, your rate will be 38.6%.

As a result, it’s more beneficial to have allowable deductions in
2001, 2003, and 2005, when your tax rate will be higher than in the
following years. So, buying a computer for your home office or giv-
ing to charity in those years will produce deductions that are more
beneficial from a tax standpoint than if they were made in the years
immediately afterward. Paying points on a new mortgage in any of
these years also is more beneficial than waiting until the following
year.

Even though the new law didn’t change the tax treatment of cap-
ital gains, you still should consider offsetting capital gains with
capital losses. You can only deduct losses up to the amount of your
gains, plus $3,000 (or $1,500 for married individuals filing a sepa-
rate return).

You also may want to adjust your withholding at work so more of
your total tax bill comes out of this year’s remaining paychecks
rather than having to pay a large balance next April.

Lastly, further reduce your bill this year by deferring income
when possible to next year. If you're owed a check for consulting or
you're due a bonus at year-end, ask to be paid next year. This advice
holds true in 2003 and 2005, when you should defer income to the
following year, when the tax rate drops. The rules for effectively de-
ferring income for tax purposes are complex, so start the process as
soon as possible.

Q. As | prepare my tax return next spring,
what deductions can | take?

Most of the deductions that existed in the past remain in place.

Here are the big ones that most taxpayers overlook:

m Air conditioners and other home improvements that ease allergies
and other health problems or disabilities. The home-renovation’s
cost must exceed the property-value increase created by the im-
provement. Then you can only deduct the excess. You also need to
have a doctor state in writing that the equipment and renova-
tions were necessary.
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Job-search expenses. Deduct the costs of looking for a new job in
your present occupation. Costs include fees paid for resume
preparation and outplacement agencies. You cannot deduct net-
working lunches and clothes purchased for the job search. But
you can deduct travel to job interviews.

Medical insurance. 60% of medical insurance premiums are de-
ductible by self-employed people who pay for their own health
coverage. (A proposal to increase this deduction did not make it
into the final law.) 70% is deductible in 2002, 100% afterwards.
Unreimbursed expenses for certain health treatments. They include
contact lenses, laser surgery, eyeglasses, hearing devices, birth
control pills, vasectomies and tubal ligation, and hospital service
fees.

Treatment for alcoholism, smoking, and drug abuse.

Lamaze class fees, if the childbirth-preparation classes included
instruction for obstetrical care, such as breathing exercises and
your partner’s role in the birth.

Investment advisory fees. Also deductible are IRA trustee’s ad-
ministrative fees—as long as they are billed and paid separately
from your annual IRA contribution—and margin account interest
expenses.

Points paid on a mortgage. Points can be deducted in the year your
mortgage is obtained.

Safe-deposit box rental fees, only when the box is used to hold sav-
ings bonds, stock certificates, or other investments.

Home-office expenses. Your home office no longer needs to be the
primary place of business. You can deduct the cost if you have no
other place for management or record-keeping. You also can
deduct cell phones and computers if they are required in your
employment.

Casualty losses. This includes damage caused by storms, vandal-
ism, lightning, theft, or floods. Deduct casualty losses that exceed
10% of your adjusted gross income, minus a $100 “deductible.”
Labor union dues, protective clothing required at work, and edu-
cation expenses for courses that are needed to maintain or im-
prove your occupational skills.

Subscriptions to publications used for work purposes.

Home computers used to track investments. When you use a
home computer to manage your finances, deduct a percentage of
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the cost equal to the percentage of time you spend on your invest-
ment portfolio.
Penalties on early withdrawal of savings from CDs.
Real estate taxes related to the sale or purchase of property.
Half of your federal self-employment tax is deductible.
Your state’s personal property taxes on cars and boats.
Property donated to a charity that had appreciated. When you
donate stocks or other appreciated property that you've owned
for more than a year, you can deduct the full fair-market value
of the asset—not just the amount that you paid. But you cannot
deduct the full appreciated value of tangible personal property,
like jewels or artwork, if the charity does not use the property
in its operation.

m Legal fees used to obtain or collect alimony. Attorneys’ fees for tax
advice related to a divorce are deductible only when the bill spec-
ifies the amount charged for tax counsel.

m Hobby expenses, up to the amount of income you earn from that
hobby.

Q. How does the new tax law affect my stocks
and other investments?

The new tax law doesn’t address the issue of capital gains directly.
However, the new law will indirectly affect your investments in sev-
eral ways.

As you know, gains on investments held for a year or less are
taxed at the same rate as ordinary income. The government does
that to encourage you to hold on to your investments and avoid the
temptation to time the market. So if you're preparing to sell stock
you've held for 12 months or less before the end of the year, hold off
until January 1 and you’ll owe a lower capital gains tax when your
income tax rate drops.

This rule holds true for the end of 2003 and 2005—the years that
precede the next rate cuts. For example, if you buy a stock in June
2005 and want to sell it in December of that year and will reap a
$10,000 gain, you will owe federal tax of $3,760 if you are in the
37.6% tax bracket. Sell the same stock in January of 2006, when
your tax bracket drops to 35%, and you’ll owe just $3,500 instead.

The new law also indirectly affects retirement plan assets. Starting
in 2002, the maximum limit on annual contributions to a traditional
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IRA and Roth IRA, and 401(k) and similar types of plans will rise.
Prior to the new law, the most people could invest each year to a
401 (k) was $10,500. But with the top level increasing steadily over
the next 10 years, you will be able to invest more and watch the
larger amount compound tax-deferred.

There’s a big difference between the results. For example, con-
tribute $10,000 to a 401 (k) plan that compounds at 10% for 20 years
and you'll have $67,275. Contribute $12,000 in 2003 and, after the
same 20-year time period and at the same rate of return, you will
wind up with $80,730. Big difference.

Q. What are the other big retirement
plan changes?

In addition to increasing the maximum annual contributions to IRAs
and retirement plans, new breaks were created for individuals over
age 49. This part of the tax law was designed to enable women who
were out of the workplace for years raising children to save more now.

But the law allows anyone age 50 and older to take advantage of
the “catch up” rule. The rule for this age group affects 401 (k)-type
plans and IRAs.

Coming to a place where you work in 2006 and beyond, compa-
nies will be able to offer a Roth 401(k). All employees will be eligi-
ble to participate—even those whose income prevents them from
qualifying for a Roth IRA.

Q. Should | change my estate plans?

The estate tax starts to phase out in 2002 and is repealed in 2010.
The phase-out occurs two different ways. First, the limit on the
amount individuals can pass along to heirs free of estate tax will
rise. Second, the tax rate on the amount that exceeds the limit will
decline. So heirs will be able to keep more of the estate while the
amount of estate taxes they owe on the rest will decline.

Do your estate plans need a major overhaul? The answer is
“maybe.” Everyone should have at least a will so that their heirs
aren’t hamstrung by the “laws of intestacy.” That is a fancy way of
saying that the state decides who inherits the assets and who man-
ages the estate.
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With the new tax law now in place, trusts already set up should
probably remain in place. That’s because, in essence, a trust is an
entity that not only may keep your estate from owing more taxes
than legally necessary but also ensures that the right people re-
ceive your assets and in the way you feel is best.

As for setting up new trusts, that depends on your net worth and
whether your estate is unnecessarily exposed to estate tax risk. It
also depends on whether your heirs can handle what they’ll receive
from your estate or whether it makes more sense to qualify how
your assets are distributed and paid out.

In addition to the estate-tax changes, the credit individuals re-
ceived from the federal government for paying state estate taxes will
phase out starting in 2002. That’s bad news. Why? As your credit for
paying state estate taxes fades away, your state could raise its
estate-tax rates to make up the difference in lost revenue.

That’s because the estate tax changed by many states is directly
tied to the amount of the federal credit. So as the federal credit goes
down, so does the state estate tax. The estate tax in other states, such
as New York, is not tied to the new credit. So if you live in one of
those states, the total estate tax may be higher than it was before!

Estate planning is still critical, and consulting a qualified estate
planner is key if your financial situation improves and asset values
rise. Even if your savings and property value remain relatively flat,
you may own a large life insurance policy. Life insurance payouts
are viewed as part of an estate’s total value. The only exception is if
the decedent gave away the policy while he or she was alive.

So while the value of investments and real estate at the time of
death may escape estate tax, a large life insurance payout could
bump an estate into taxable territory—even under the new law.

With all of the nuances to the new tax law in the coming years,
your estate plans need to be flexible so heirs don’t wind up in a tax
trap in an off year or wind up with more than you intended to give
them.

At the very least, review your estate plans with a qualified estate
planner.

Q. How should my parents adjust their estate?

While it’s important to review your estate with an estate planner, it’s
equally important that your parents do the same.
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All of the attention surrounding the phase-out of the “death tax”
has convinced many people that further estate planning is unnec-
essary. Why bother with additional estate planning when the
amount of assets you can pass along to heirs tax-free will rise each
year?

For example, if you inherit assets before 2010, those assets will
be valued at their current market value, which will be your cost
basis for tax purposes. This is known as the “stepped up” basis. But
under the new tax law, if you inherit assets in 2010 and sell them
that year, you will have to determine how much those assets have
grown in value from the time they were originally purchased. Only
then will you be able to determine the capital gains taxes owed.

In addition, in 2010, the new tax law will allow a spouse to obtain
a stepped-up basis in inherited property of up to $4.3 million to avoid
future capital gains. However, the stepped-up basis for property in-
herited by someone other than a spouse will be limited to $1.3 mil-
lion starting in 2010. Gains above these amounts will be taxed at the
20% long-term rate. If the assets were held for five years or longer,
the capital gains rate will be 18%.

If your parents own a small business, other considerations need
to be applied to be sure that the business will pass to heirs as intact
as possible under the new law.

All that said, your parents should organize their papers carefully
so that the price they originally paid for assets is clear and in one
place for the surviving spouse and other heirs. The key going for-
ward is to enhance or modify estate plans so they take into account
all of the law’s annual variations.

Q. How does the new law affect my college
funding and credits?

The big news is that under the new law, withdrawals from Qualified
Tuition Programs—known as “529” college savings plans—are tax-
free. Under the old law, they weren’t. In the past, only states could
offer these tax-friendly plans. Now colleges can offer them as well.

There are changes to the Education IRA as well. (Technically, the
Education IRA is known as the Coverdell Education Savings Account.
On July 26, 2001, President Bush signed a law that made this change
in honor of Paul Coverdell, a well-respected Senator who had died in
office in July 2000.) Under the old law, you could contribute $500 a
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year to an Education IRA for each child. The savings could be with-
drawn tax-free only for college expenses. Starting in 2002, the annual
contribution ceiling is raised to $2,000, and the types of schools
where the money can be spent on tuition will be widened to include
elementary and secondary schools.

The Education IRA still has income limits. In the past, you could
not contribute to such a plan if you and your spouse had joint income
of more than $160,000 or you were a single taxpayer with income
of more than $110,000. The new law increases the phase-out range
for married taxpayers filing jointly. The new range is $190,000 to
$220,000 of income. The single taxpayer’s range remains the same.

In addition, the new law allows a taxpayer an interesting double
play. You can claim a HOPE credit or Lifetime Learning credit for a
taxable year and still withdraw assets tax-free from an Education
IRA for the same student. The only catch is that the Education IRA
distribution cannot be used for the exact same educational expenses
the credit was used for. So you're safe if you use Education IRA as-
sets for tuition and a HOPE credit for a laptop computer.

Also under the new law, an annual Education IRA contribution
can be made up until the following April 15 to qualify for the prior
year. As for special needs students, there is no longer an age re-
striction for Education IRA contributions. All other students must
be under age 18 for contributions to qualify.

Q. Am | going to be hit by the alternative
minimum tax?

The alternative minimum tax (AMT) was unleashed on taxpayers
as part of the Revenue Act of 1978. Its original purpose was to en-
sure that wealthy individuals who could avoid paying income taxes
using their many deductions and credits paid at least some taxes.

Think of the AMT as a separate taxation system. To determine
whether you're subject to it, you must calculate your taxes two
ways—using the regular income tax table and the AMT table. Then
you must pay whichever result is higher.

In general, AMT rates are lower than regular income tax rates.
But because you won'’t receive many of the deductions and benefits
you would with the regular income tax, the AMT may end up being
higher.
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Who is likely to face the AMT? Anyone with large capital gains, a
large number of exemptions, significant income from exercised in-
centive stock options, and residents of a state with a high state tax,
among others.

Under the old tax law, only about 1 million taxpayers had to pay
the AMT each year. But the number of Americans likely to be
snagged by the AMT is likely to skyrocket to more than 30 million
after 2004 unless Congress takes steps before then to amend the
tax law.

What’s all the fuss? Most taxpayers have been shielded from
the AMT by their relatively low level of preferential income and
deductions.

The reason so many more people will be swept up by the AMT
now is that the AMT bracket and exemption levels were never in-
dexed for inflation over the years. Meanwhile, the incomes of mil-
lions of taxpayers have been climbing, making them subject to the
AMT. And by lowering ordinary tax rates, the law now makes ex-
posure to the AMT even more likely.

The new law’s attempt to deal with this looming problem was
half-hearted at best. Instead of indexing the AMT income bracket
and exemption levels for inflation so that they correspond to today’s
wealthiest taxpayers, the new law merely raises the exemption
amount. The other problem is that while the hike in the exemp-
tion amount starts in 2001, it lasts only through tax year 2004. Then
we go back to the old painful rules.

Until Congress overhauls the AMT, you’ll need to carefully mon-
itor your exposure to it by properly timing those items that create
the most AMT risk.

Q. Can the new tax law be reversed down
the road?

Though the new law is scheduled to last until 2010 and then disap-
pear in its entirety, history has proven that tax laws are meant to be
amended. For example, the last time we had a tax law this signifi-
cant was in 1981. That law was changed in 1982, 1983, and 1984. The
fact is that the tax law will most likely be altered should the gov-
ernment need money or if it’s politically expedient to change it.

As aresult, you need to consider the new law’s benefits on a year-
by-year basis. The odds of the law remaining in its current state
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aren’t likely, and it’s impossible to identify now those destined for
the scrap heap. That’s why strategic but flexible financial planning
is so important in the wake of the new tax law.

How 10 PROFIT FROM THE NEW TAX
Law IN 2001

Many of the new tax law’s changes don’t begin until 2002. But there

are steps you can take, before the end of 2001 that can help you

lower your taxable income, boost your deductions, and minimize
your tax bill in April.

m Size up your income tax due for 2001. In order to avoid a
penalty, the amount of tax withheld from your check this year
plus any quarterly estimated tax payments must add up to 90% of
your total tax bill for 2001—or 100% of your final tax bill for 2000
(110% if your adjusted gross income was more than $150,000),
whichever is less.

— Did you pay too much tax this year? Reduce your withholding
and estimated tax payments for the rest of the year.

— Did you fail to pay enough? Increase your withholding before
the end of the year to make up the difference. Otherwise,
you will owe a penalty.

m Reduce your adjusted gross income. Under the new law, if
you have one or more children under age 17 and your adjusted
gross income (AGI) does not exceed $110,000 (married filing
jointly), $75,000 (single), and $55,000 (married filing separately),
you can claim the full $600 child credit.

As your AGI exceeds these thresholds, the amount of your
credit will start to decline and eventually disappear.

So if your AGI is on the border, take advantage of income-
reduction strategies to qualify for the child credit.

m Wait until January to make a “529"” plan withdrawal. Delay
taking a withdrawal from your “529” college savings plan until
January 2002, when the withdrawal will be tax-free.

Withdraw assets from the plan in 2001 and the earnings on
the amount withdrawn will be taxed at your child’s income-tax
bracket.

m Offset capital gains with capital losses. If you sold securities
such as stocks or bonds, you will owe taxes if you realized a
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profit. The amount of tax depends on how long you owned the

security.

If you held the security for a year or less, you'll owe federal
taxes at your regular rate—up to 39.1% this year. If you held the
security for more than 12 months, you’ll owe the lower long-term
rate of 20%.

Minimize your tax by offsetting short-term gains with long-
term losses. Net losses can offset up to $3,000 of ordinary
income.

Otherwise, hold off selling securities until January. If the

stocks you're about to sell were held for less than 12 months, you

will owe taxes at your regular rate rather than the lower long-term

20% rate.

If you wait to sell until January, you will owe the tax when you
complete your returns in 2003—and at a slightly lower rate. Under
the new tax law, most regular income tax rates will decline an-
other half point in 2002.

Donate equipment, clothes, and cars to charity. Most people

own things that they no longer use. Give what you no longer

need to a charity by year-end and you’ll receive a deduction for
their value.

Raise your number of qualified deductions. The key here is

to take all of the deductions you’re entitled to in 2001 without

triggering the alternative minimum tax (AMT) or an IRS audit.

Even though under the new tax law some AMT relief begins in

2001, talk to your tax planner about whether it’s worth deducting

the following:

— Amounts owed for alimony, business expenses, and interest
on mortgage debts.

— State and local taxes in 2001. If you pay your state and local
taxes by December 31, 2001 rather than in January or
April 2002, the payment is deductible on your 2001 federal
return.

Carefully examine your expenses. The IRS lets you deduct

different types of expenses when those expenses exceed specific

percentages of your income. Just be sure taking them doesn’t
force you to use the alternative minimum tax rules when calculat-
ing your taxes next year.

These include:
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— Medical expenses that weren’t reimbursed by your health plan
are deductible if they exceed 7.5% of your adjusted gross in-
come (AGI).

— Miscellaneous expenses such as employee business expenses,
investment fees and legal fees are deductible if they exceed
2% of your AGI.

If your expenses in these areas look like they won’t be above
their thresholds, shift some of them into 2002 and reduce your
level this year. If your expenses seem as if they’ll be above the
thresholds, take more of them this year instead of next year to
maximize your deduction.

m Cut your taxable income. Don’t overlook ways to hold down
additional income this year by taking the following steps:

— Don’t bill for work done this year until 2002 if you own your
own business or you're a consultant.

— Request that payments owed you be put off until 2002.

— Ask that your bonus be paid in January rather than in
December.

— Put off receiving taxable income from cash accounts by in-
vesting the assets in Treasury bills that mature early next year.
Treasury bill interest isn’t taxable until the bill matures.

— Maximize your 401 (k) and deductible IRA contributions.

How 10 PROFIT FROM THE NEW TAX LAw

IN 2002

The new tax law changes that take effect in 2002 offer many tax-

saving opportunities. Here are the big ones:

m Take the $600 child credit—if you qualify. If you have one or
more children and your adjusted gross income (AGI) does not
exceed $110,000 (married filing jointly), $75,000 (single), and
$55,000 (married filing separately), you can take the full $600
credit for each child under age 17. Under the old law, the credit
was $500.

As your AGI exceeds these income thresholds, the amount of
your credit will start to decline and eventually disappear.
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Make tax-free withdrawals from a “529" college plan. Start-
ing in 2002, withdrawals from these savings plans are tax-free
when they’re used to pay for college costs. Under the old law, with-
drawals for college costs were taxed at your child’s tax bracket.
Use Education IRA assets for almost any grade. Under the
old law, assets in an Education IRA could be used only for college
costs.

Starting in 2002, they can be used to pay for costs associated
with nearly all levels of education, including primary and sec-
ondary school.

And if you qualify for Hope and Lifetime Learning credits, you
can claim them even when Education IRA assets are withdrawn—
provided the credits and the IRA assets are used for different
costs.

Contribute the max to an Education IRA. If you qualify to
make a contribution to an Education IRA, you can deposit up to
$2,000 a year—up from $500 last year.

You qualify to make an Education IRA contribution if your AGI
is under $220,000 (married) and under $110,000 (single).

Pass along up to $1 million to heirs estate-tax-free. Under
the old law, the most a decedent could pass to heirs without caus-
ing them to face the estate tax was $675,000.

Under the new law, that amount rises to $1 million in 2002.

In addition, the top estate-tax rate drops to 50%—down from
55% under the old law. This means if you die next year, your es-
tate will owe less on the assets in your estate that exceed the
amount subject to the top bracket!

Make the new maximum IRA contribution. The maximum
you can contribute to a Traditional IRA or Roth IRA in 2002 is
$3,000—up from $2,000 last year.

Make the contribution early in the year so that the assets have
more time to compound tax-free. You can own both a Traditional
IRA and a Roth IRA—if you qualify—but the combined contribu-
tion cannot exceed $3,000 in 2002.

Contribute the max to your 401(k) or other plan. In 2002,
you can contribute up to $11,000 of pre-tax income to your
company-sponsored plan—up from $10,500 last year.

If you’re age 50 or older, enjoy the new rules. If you're in
this age group (50 years old by the end of 2002), the new tax law
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allows you to make a top annual contribution to a Traditional IRA
or Roth IRA of $3,500 in 2002. Last year, the max was $2,000.

And you can contribute an extra $1,000 to a 401 (k) plan or other
company-sponsored plan in 2002—in addition to the regular
$11,000 contribution.

The new rules for taxpayers age 50 and older were intended
for women who left the workplace years ago to raise children and
could not save for retirement. The new higher level allows them
to catch up.

But to be fair, the new law applies to both men and women in
this age group—regardless of whether or not they spent time at
home raising children.

How 10 REDUCE YOUR ADJUSTED
GRross INCOME

Under the new tax law, the size of your adjusted gross income
(AGI) plays a big role in determining how much gain or pain you
experience over the next 10 years.

At stake are your eligibility for tax credits, certain retirement ac-
counts, ability to deduct certain itemized deductions, and significant
rate and rule changes. The size of your AGI determines whether or
not you qualify for many of the new tax breaks.

Under the new tax law, your AGI determines your:

Roth IRA eligibility and size of your contribution

Education IRA eligibility and size of your deposit

The size of your child credit

Your personal exemption restriction

Itemized deduction limitations including limitations for unreim-

bursed medical expenses, casualty losses, and miscellaneous

itemized deductions

m Ability to claim student loan interest and deduction for qualified
higher education expenses

How your AGI is calculated

Your AGl is calculated by reducing your gross income by specific ex-
penses—if you qualify for them. These expenses include:

m An IRA deduction

m Alimony payments
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m Keogh plan contributions
m Any penalty paid on early withdrawals of assets from a savings ac-
count or CD
But don’t make the mistake of going too far. You arrive at your
AGI before you start subtracting your personal exemptions and item-
ized deductions or the standard deduction.

How to reduce your AGI

The size of your AGI depends on your gross income and how many

qualified adjustments you are able to make to it.

The following strategies can help you reduce your AGI. They
will come in especially handy if you find that your AGI is a little too
high and is preventing you from qualifying for some or all of the
new tax law’s rules:

m Contribute to your company-sponsored retivement plan. Contribu-
tions to these plans are made with your pre-tax dollars. These
dollars do not turn up in your paycheck, so they are not consid-
ered part of your annual gross income.

m Offset capital gains with capital losses. You're allowed to offset
your capital gains with capital losses each year. If your losses ex-
ceed your capital gains, you can claim up to a $3,000 of your capi-
tal loss against your other income.

m Invest in tax-exempt and tax-deferred securities. Municipal bonds
and municipal bond funds and tax-deferred annuities do not pro-
duce taxable income. Shifting assets out of income-producing se-
curities and into these tax-favored investments will reduce your
income.

m Defer income to a future year. By asking the people who owe you
money to pay you in January rather than December, you can
limit how much income you take in, thereby reducing your AGI.
Of course, this strategy makes sense only if you can afford to
wait for the money.

m Avoid selling securities for a gain. If you sell securities at a gain,
the gains will be considered income. Defer the sale until a later
year.

m Take the IRA deduction. If you qualify for this deduction, you’'ll be
able to use it to reduce your AGIL.

m Make your alimony payments. You can use them to reduce your
AGI.



16 WHAT YOU NEED TO KNOW NOW

m Consider shifting invested assets to children who are 14 or older.
This may subject the investment income to a potentially lower
tax and at the same time reduce your AGIL.

m Establish a Keogh or SER If you are self-employed, consider es-
tablishing a Keogh retirement plan or SEP before year-end and
making the maximum contribution allowed.

TAX=-RETURN MisTAKES THAT RAlse IRS
Rebp FLAGS

As you complete your 2001 tax returns in February and March of
2002, be careful not to misread the new tax law or go too far when
taking your deductions.

Here are the errors that most often raise IRS red flags:

m Reducing your tax rate by a full point in 2001. Many taxpayers
think that under the new law they owe regular income tax at a
rate that’s a full point lower than their old one. While the new tax
law did call for a one-point reduction starting July 1, 2001, the IRS
decide that doing so from a practical standpoint would create a
processing nightmare.

So the IRS used a blended rate for 2001—the average of your
old rate and your new rate, which works out to a half-point reduc-
tion for most taxpayers.

While the 2001 IRS tax tables will show clearly the rates allowed
for 2001, many taxpayers could miscalculate their tax liability.

Here’s how to protect yourself:

— Know your new tax rate before you begin.

— Use the proper rate for all taxable income.

m Not calculating the alternative minimum tax. The alternative
minimum tax (AMT) used to be the rich-person’s tax. No more.
Now, a growing number of taxpayers are finding that they owe
taxes under the AMT rules.

Here’s how to protect yourself:

— The only way to know if you fall into AMT territory is by cal-
culating your tax liability both ways—under the regular tax
rules and the AMT rules. You owe whichever result is higher.

m Failing to reconcile your advance payment check. If you
paid income taxes in 2000, you received or will shortly receive a
check from the Treasury Department. This is an advance pay-
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ment that the government wants you to spend immediately to

stimulate the economy. Because it’s an advance payment, you

must reflect it on your 2001 return.
Here’s how to protect yourself:

— The amount of the check must be reconciled on a worksheet
with the credit allowed for the new 10% rate most taxpayers
are subject to.

Overstating your home-office deductions. To be deducted,

your home office does not have to be your primary business lo-

cation. You can use the office solely for management or record-
keeping if you have no other place to perform these functions.
The IRS looks hard at this area because many taxpayers over-
state their home-office deduction.
Here’s how to protect yourself:

— Allocate home expenses to your home office based on some
reasonable method, such as square footage or a per room
basis.

— Make sure your office is used only for business purposes. A
kitchen or TV room can’t double as a home office for tax-return
purposes. Dedicate an entire room to the office. Or if space
is tight, partition part of the room with bookcases or filing
cabinets.

— Start-up and part-time businesses cannot deduct home of-
fice expenses that exceed the income they earn from their
ventures.

Claiming a huge tax refund. The IRS grows suspicious of any

tax refund that is large relative to the amount of income you re-

port. A large refund often means unusually hefty deductions. Such
returns often are flagged and pulled from the general pool at the

IRS. They then pass through a separate level of IRS review.

Here’s how to protect yourself:

— If you work full time for a company, ask your employer to re-
duce your tax withholding based on a new Form W-4.

— If you're self-employed, review and decrease quarterly esti-
mated tax payments. Be careful not to take too much of a
reduction so that you don’t subject yourself to estimated tax
penalties.

Deducting cars given to charity. The IRS is cracking down on

perceived abuses in contributions of cars to charity. The general

rule is that when donations exceed $500 in value, you must
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report those donations in detail on Form 8283 to deduct them.

You can only deduct the real value of the used car.

Here’s how to protect yourself:

— Ask the charity to document the condition of your old car in
its receipt.

— Provide independent valuation of the vehicle’s worth by re-
ferring to the Kelly Blue Book or a similar source for used car
values.

m Claiming huge investment expenses. Many people had big
losses in 2001. To use those losses, some people try to claim that
they’ve done enough trading to qualify as the owner of a trading
business.

If you do qualify, the status makes the depreciation of the cost
of your computer, investment periodicals, and other expenses
fully deductible. By comparison, if you’re not a trader, “miscel-
laneous expenses” such as these are deductible only if they ex-
ceed 2% of your adjusted gross income—and if you itemize.

Here’s the step to take:

— Ifyou claim this status, be sure you can document your trad-
ing activities to prove to the IRS that you are a trader, not sim-
ply an aggressive investor. Computer printouts, brokerage
confirmations, and record books will justify trading activity.

m Deducting excessive business expenses. The costs of personal
organizers, cell phones, and laptop computers are deductible
when they are purchased for the convenience of your employer
and are required as a condition of employment.

Here’s how to protect yourself:

— Ask your employer to reimburse such expenses instead of
paying them yourself and deducting the cost.

— Or keep careful records of your purchases and the business
reasons for buying them.

m Deducting IRA contributions. If you are an employee and par-
ticipate in your employer’s company-sponsored retirement plan,
you may not be able to deduct an IRA contribution.

If you are single and earn between $33,000 and $43,000, or you
and your spouse file a joint return and earn between $53,000 and
$63,000, part of the IRA contribution will be deductible. A special
limit between $150,000 and $160,000 of income applies when
only one spouse is covered by a retirement plan at work.
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Here’s how to protect yourself:

— Don’t take the IRA deduction unless you really qualify for it.
Otherwise you will owe income taxes and penalties.

— If you qualify, file Form 8606, which documents your non-
deductible contributions.

— Remember, the IRS keeps close tabs on retirement-plan con-
tributions because employers are required to report that in-
formation on your Form W-2.

m Forgetting to include key information. Missing Social Secu-
rity numbers or miscalculations will cause your return to pop out
of the IRS computer and into the in-box of an IRS employee.
Once the return is pulled, there’s always the possibility that the
IRS will look at it carefully.

Here’s how to protect yourself:

— Be neat. When the computer can’t read your return’s data, an
IRS employee will do it.

— Securely attach your W-2 and all other forms or schedules to
your return.

— Follow IRS printed instructions carefully.

— Use the correct tax tables.

m Misreporting 1099 income. Businesses that pay you income
are required to mail you a Form 1099 and file a copy with the IRS.
This includes interest, dividends, and investment sales, as well as
income from freelance work and sales of real estate.

Report these amounts on your tax return exactly as they ap-
pear on the 1099. Otherwise, the computer that crosschecks your
return with the copies filed by the payor will flag your return for
closer scrutiny.

Here’s how to protect yourself:

— When you receive an incorrect Form 1099, contact the payor
and ask for a corrected Form 1099 before you file your return.

— Ifyou can’t get a corrected form in time, carefully attach a de-
tailed explanation of the discrepancy to your return.
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Advance Payment

THE Bic NEws

Most taxpayers will receive a check in the mail by late summer
or early fall of 2001. The amount is up to $600, $500, or S300—
depending on your marital status.

Do You Qualify for This?

Yes. If you filed a 2000 federal tax return in April 2001 and
weren'’t eligible to be claimed as a dependent on someone else’s
return. If you asked for an extension in April and have paid your
taxes, your check will be delayed.

BACKGROUND

In January 2000, just a few days before the New Hampshire presi-
dential primary, candidate George W. Bush explained in a media
interview why he was calling for a $500 billion tax cut over 10 years.
The government, he said, was expecting a huge budget surplus. The
money should be returned to the American people, not kept
by the government to pay for existing and new federal programs.

At the time, the national economy was booming, and there was
no end in sight to its historic double-digit annual growth rate.

23



24 PROFITING FROM THE NEW TAX LAW

But when President Bush officially submitted his $1.6 trillion tax-
cut plan to Congress more than a year later, on February 8, 2001, the
economy and its future were hanging by a thread. Economic growth
had slowed to near zero and many experts feared that the country
was inching toward recession.

What happened? The Internet sector collapsed in the spring of
2000, taking the Nasdaq down with it. Irrational investor exuberance
had perilously inflated the value of most Internet and related tech-
nology companies. When investors suddenly decided to stop pump-
ing cash into companies that weren’t showing a profit and had no
clue about when they would, the sector started to tank.

On its way down during the spring, summer, and fall of 2000, the
Internet sector hurt many larger companies in other industries that
had made expensive investments in the new over-hyped technology.
By the start of 2001, the New Economy and much of the old one
were facing hard times.

Fearing a prolonged economic downturn, the Federal Reserve
moved aggressively to stimulate growth. It cut interest rates five
times between January and the end of May 2001. It dropped the key
federal funds rate from 6.5% to 4%, thereby making it easier for com-
panies to borrow. But the initial rate cuts had little immediate or
sustained impact on the economy. Unemployment was still rising,
consumer confidence was falling, and the stock market was flat.

Many legislators in Congress who were debating the tax-cut pro-
posal during this period grew increasingly worried. The benefits pro-
duced by interest-rate cuts and a sweeping tax law would probably
not be felt by the economy for at least 8 to 12 months. The mone-
tary and fiscal moves, though noble, could come too late.

As aresult, Congress voted to send taxpayers a check with hopes
that it would be spent quickly. Consumer spending is healthy for the
economy because it increases corporate profits, creates new jobs,
and ultimately lifts the stock markets. While some in Congress bris-
tled at the thought of sending taxpayers what they said amounted to
a “welfare check,” most legislators agreed that an advance payment
would help buy the economy some time before the interest rate
cuts and tax cuts would begin to make a difference.

So an amendment authorizing the U.S. Treasury to mail out
checks was worked into the final $1.35 trillion tax package approved
by Congress and signed into law by President Bush on June 7.
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THE New Law

m Married couples with taxable income of at least $12,000 in 2000
will receive a check up to $600.

m Heads of households with taxable income of at least $10,000 in
2000 will receive a check up to $500.

m Single taxpayers with taxable income of at least $6,000 in 2000 will
receive a check up to $300. This does not include dependents
who earned this amount.

The U.S. Treasury said it expected the checks to reach most tax-
payers by September 30, 2001. But a backlog of other Treasury mail-
ings and extra time needed to create and print letters explaining the
rebate could delay some checks’ arrival until later in the fall.

WHAT You NEep TO KNOW

The government wants you to spend the money

The government would prefer that you spend the money on TV sets,
tires for your car, clothing, or other goods and services. The U.S.
Treasury sent the money in the form of a check rather than a non-
refundable tax credit because it expects you to get out there imme-
diately and help the economy grow.

Although you are free to spend the money any way you wish,
Congress prefers that you not invest or save the amount. It also
doesn’t want you to use it to pay down credit-card balances or other
forms of debt. Such uses for this money would not have a direct and
immediate impact on the economy and would defeat the check’s

purpose.

You need to figure the check into your 2001
tax return

In early 2002, as you complete your 2001 tax return, you will be re-
quired to reconcile the amount of the credit with the check you
receive. You'll have to complete a worksheet calculating the amount
of the credit based on your 2001 return. That’s why the IRS calls it
an “advance payment.”
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Q&A

Q.
A.

If the economy recovers before I get my check, do I have
to return it?

No. The government cannot cancel the checks unless Congress
does so by law, which isn’t likely. The money is yours to keep.
Such an economic turnaround did occur in 1975 during the
Ford Administration, just after checks were sent out. The money
remained in taxpayers’ hands, but the government took a lot of
heat for being out of touch with the economy.

How exactly must I account for the advance payment on
my 2001 tax return?

A. The amount of the check must be reconciled on a worksheet

>0

with the credit allowed for the new 10% rate most taxpayers are
subject to. The amount then is subtracted from the credit. For
most taxpayers, the amount and the credit will be identical. But
if the credit is higher than the amount you received in your
check, the difference can be claimed as a credit on the 2001 re-
turn. If the check exceeds the credit, it’s the government’s goof
and no repayment is required.

. Will I receive a check if I requested an extension in April

2001?

Yes, but only if you've already filed your return. If you requested
an extension and filed a return, you'll receive your check later
than those who filed in April. However, if you did not file a return
yet, you may be out of luck. The IRS says that no checks will be
issued after December 31, 2001.

If I owe back taxes, will I get a check?

The amount of your advance payment will be applied first to any
federal income tax you owe. If the amount is larger than the
debt, you will get a check for the difference. If the full amount
is applied to the taxes, you will not receive a check.

. Will college students with a part-time job who paid in-

come taxes but live at home get a check?

A. If the student could be claimed as a dependent on someone

else’s return in 2000, the student will not be eligible for the ad-
vance payment.
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. If I filed jointly in tax year 2001 but won’t be doing so for
2002, how should I reconcile my check on my return?

A. The U.S. Treasury treats the advance payment to married

couples as half for one and half for the other. For example, if
you filed jointly and received a check for $600, treat your ad-
vance payment as $300 when completing a single return for
tax year 2001.

. How long should I wait for my advance payment before
checking on it?

A. The last checks for those who filed by April were to be mailed

the week of September 24, 2001. If you did not receive a check
by the following Friday, October 5, consult the Web site of the
IRS (www.irs.gov).

The Advance Payment Lottery

How did the U.S. Treasury decide who would receive rebate checks
first? The order in which the 91.6 million checks were sent out was
based on the last two numbers of your Social Security number. For
married taxpayers, the U.S. Treasury used the Social Security num-
ber of the first spouse shown on the return. For example, taxpay-
ers whose last two digits are 00 through 09 received their check in
July (see Table 1.1).

Table 1.1 Your Check’s in the Mail

If the last two numbers of your
Social Security number are:

You should have received
your check the week of:

00-09 July 23

10-19 July 30

20-29 August 6
30-39 August 13
40-49 August 20
50-59 August 27
60-69 September 3
70-79 September 20
80-89 September 17
90-99 September 24







Tax Rates

THE Bic NEws

m The top four income-tax rates drop in 2001, 2002, 2004, and 2006.
m Anew 10% tax bracket is created in 2001, affecting most taxpayers.
m Personal exemption deduction limits start to ease in 2006.

m Itemized deduction limits start to ease in 2006.

THE FIRST CHANGE
The top four income-tax rates drop in 2001, 2002, 2004, and 2006.

Do You Qualify for This?

Yes. If your taxable income qualifies for one of the four top tax
brackets.

BACKGROUND

One of the fastest ways to gain public support for proposed changes
to the tax law is to call for lower regular income tax rates.

Most other types of tax breaks are narrow. They may relate to
you or they may not, depending on your income, marital status, and
other standards of eligibility. For example, many retirement-plan
and education benefits are available only if your income does not
exceed a certain level. Other credits take effect only if you and your
spouse have children.

29
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But the income tax rate schedule is a different story. It affects
everyone who works, and everyone gets excited when they hear
that they're going to pay less and hopefully keep more.

How the tax system works

The amount you owe each year in taxes is determined using a se-
ries of calculations:

Step 1. Add up your all of your gross income earned over the year.

Step 2. Reduce the amount by certain allowable expenses, which
include student loan interest and any alimony paid. The re-
sult is known as your adjusted gross income or “AGI.”

Step 3. Reduce your AGI by your standard or itemized deductions
and by the amount of your personal exemptions. These ex-
emptions are calculated taking into account a spouse and
children.

Step 4. The result is known as your “taxable income.”

To see what you owe, you match your taxable income to the ap-
propriate tax bracket in the IRS tax tables. Each tax bracket has a
corresponding tax rate.

When the Bush tax plan was debated in Congress in early 2001,
the Senate and the House differed on the amount of the tax-rate cut.
The Senate wanted to cut the 39.6% rate to 33%, the 36% rate to 33%,
the 31% rate to 25%, and the 28% rate to 25% incrementally through
2007. But the House thought the Senate’s proposed cuts for taxpay-
ers in the upper brackets were excessive and accelerated too quickly.

So a compromise was reached that allowed for a smaller break
for top-income taxpayers but allowed the rate cuts to be phased in
completely in 2006 rather than in 2007.

When is a tax cut larger than it seems?

Actually, taxpayers in the top tax bracket will receive a bigger tax
cut than the 4.6% called for by the new law.

After 2006, high-income taxpayers will be able to claim a higher
share of itemized deductions and personal exemptions.

These tax breaks mean that the overall cut for taxpayers in the top
tax bracket will actually be more like 6% rather than 4.6% by 2010.
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THE NEw Law

Lower tax rates. The new tax law reduces the top four income tax
rates incrementally through 2006 (see Table 2.1).

Why your rate dropped by only a half pointin 2001

If you're in the top four tax brackets, your tax rate drops by only a
half point in 2001. What happened to the full-point drop starting
July 1, 20017

It would have been a tax nightmare for you to have to calculate
half your income in 2001 at your old rate and the other half at the
new one. So Congress is allowing for a “blended” rate—the average
of the higher one and the new lower one. In 2002, the rates will
come down another half point, bringing your rate into full compli-
ance with the full point drop.

Table 2.1 The Tax Rates Decline

If your old rate was 39.6%, your new rate will be:
39.1% in 2001

38.6% in 2002

37.6% in 2004

35% in 2006+

If your old rate was 36%, your new rate will be:
35.5% in 2001

35% in 2002

34% in 2004

33% in 2006+

If your old rate was 31%, your new rate will be:
30.5% in 2001

30% in 2002

29% in 2004

28% in 2006+

If your old rate was 28%, your new rate will be:
27.5% in 2001

27% in 2002

26% in 2004

25% in 2006+
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Table 2.2 What You Owe in Tax Year 2001

Married Filing Jointly

If taxable  But not
income is:  over: Then your regular income tax equals:

0 $ 45,200 15% 0
$ 45,200  $109,250 $ 6,780.00, plus 27.5% of the amount over  § 45,200
$109,250  $166,500  $24,393.75, plus 30.5% of the amount over ~ $109,250
$166,500  $297,350 $41,855.00, plus 35.5% of the amount over  $166,500
$297,350 — $88,306.75, plus 39.1% of the amount over  $297,350

Single Taxpayer

If taxable  But not
income is:  over: Then your regular income tax equals:

0 $ 27,050 15% 0
$ 27,050 $ 65,550 $4,057.50, plus 27.5% of the amount over $ 27,050
$ 65,550  $136,750 $14,645.00, plus 30.5% of the amount over $ 65,550
$136,750 $297,350  $36,361.00, plus 35.5% of the amount over  $136,750
$297,350 — $93,374.00, plus 39.1% of the amount over  $297,350

Head of Household

If taxable  But not
income is:  over: Then your regular income tax equals:

0 $ 36,250 15% 0
$ 36,250 $ 93,650 $ 5,437.50, plus 27.5% of the amount over $ 36,250
$ 93,650  $151,650 $21,222.50, plus 30.5% of the amount over § 93,650
$151,650  $297,350 $38,912.50, plus 35.5% of the amount over  $151,650
$297,350 $90,636.00, plus 39.1% of the amount over ~ $297,350

Married Filing Separately

If taxable  But not
income is:  over: Your regular income tax equals:

0 $ 22,600 15% 0
$ 22,600 $ 54,625 $ 3,390.00, plus 27.5% of the amount over $§ 22,600
$ 54,625 $ 83,250 $12,196.88, plus 30.5% of the amount over  $ 54,625
$ 83,250  $148,675 $20,927.50, plus 35.5% of the amount over § 83,250
$148,670 — $44,153.38, plus 39.1% of the amount over  $148,675
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WHAT You NEep To Know

The long-term capital gains rate remains
the same

The new tax law changed many things. But one tax it did not touch
was the long-term capital gains rate. Profits on assets held longer
than a year remain taxed at 20%—or at 18% if it’s held longer than
five years and was purchased after 2000. If you’re in the 10% or 15%
tax bracket, five-year gains are taxed at 8%—regardless of when the
property was purchased.

The lower long-term capital gains rate is the government’s way
of encouraging you to hold onto your stocks and other investment
assets for the long term rather than trying to time the market and
expose your portfolio to greater risk.

Profits on stocks, bonds, and other securities held for 12 months
or less are known as short-term capital gains and are taxed at your
higher, ordinary income-tax rate.

Under the new law, you will benefit if the stocks you feel you must
sell within 12 months are sold in a year when your income tax rate
drops. This can happen if you bought stocks in June 2001 and want
to sell them at a profit before June 2002. If you sell them in 2001,
you will suffer a slightly higher tax hit than if you had waited to sell
them in early 2002, when rates drop.

Short-term capital gains may be taxed at the same rate as ordi-
nary income, but you're better off being taxed at a lower income tax
rate if you can manage it.

The new rates affect bonuses and income from
stock-option exercises

Under the new law, bonuses and income from exercised nonqualified
stock options are still treated as compensation income and taxed at
your ordinary income tax rate. That’s why it makes sense whenever
possible to exercise stock options and receive bonuses in years when
your income-tax rate is lower. It's also beneficial to postpone such
events if the extra income will bump you up into a higher tax bracket.

Action: Before exercising stock options, calculate the impact
on your total annual income. Also consult your tax advisor, in
case your taxable income will exceed last year's level, forcing
you to make estimated tax payments this year.
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If you're due to receive a bonus in December, ask if it can be
deferred until January. For this to happen, you need to ask your
employer for the delayed payment before your employer has deter-
mined your bonus. Otherwise it’s too late.

Caution: Just because you ask that a bonus be given to you in
January doesn’t mean it will escape being counted as income in
the previous year. For the bonus to be counted as next year’s
income, the bonus check needs to be part of the following
year's payroll. A bonus check that's merely held until the new
year and then handed to you is simply a late bonus.

By deferring income until 2002, your income will be taxed at the
new rate, which is a half point lower than the one in 2001. That means
you will get to keep more of your money.

Maximize deductions in years that precede
rate drops

The IRS allows for many different types of itemized deductions. As
the tax rates drop, consider buying that air conditioner your doctor
says you need for allergies or paying for investment advice in years
when your tax rate is higher. By doing so, you’ll be able to reduce
your higher tax bill and not squander it in a year when your tax bill
is coming down anyway.

Pay state and local taxes in December instead
of waiting until April

State and local income taxes you pay are deductible on your federal
return. Pay those state and local taxes in December and you can
deduct them in a year when the tax rate is higher rather than in Jan-
uary or April, when your rate may be lower anyway.

Pay property taxes in December

Real estate taxes also are deductible on your federal return. The de-
duction is more valuable to you if you can take it in a year when
your federal rate is higher than the following year.
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Prepay a year’s worth of expenses

The tax law allows you to “prepay” certain expenses and then deduct
them in the year they are paid. For example, in 2001, you can pay
for subscriptions to investment periodicals through the end of 2002.
You also can prepay your accountant’s fee for 2002 and deduct those
payments in 2001.

Q&A

Q.
A

. Yes—in states that calculate your tax based on your federal tax-

>0

Are my state income taxes affected by the new federal law?

able income. The other important issue to remember is that
you owe state and local taxes on gains that are taxed as income.

So, if you're in the top federal income tax bracket, under the
new law your tax rate will decline to 38.6% in 2002. But you still
may owe a total of nearly 50% on your income after you add up
your federal, state and local taxes.

Will I have to make estimated tax payments?

The federal government doesn’t like being shortchanged. So it

imposes a penalty on taxpayers who do not pay in enough tax

during the year through withholdings or estimated tax payments.

The penalty is actually an interest charge based on the IRS
interest rates throughout the year. The rates may change each
quarter based on changes in commercial interest rates. For

2001 the rates were 9% from January 1 through March 31, 8%

from April 1 through June 30, and 7% from July 1 through Sep-

tember 30.

To avoid this penalty:

m Pay 90% of the current year’s taxes likely to be owed little by
little throughout the year. This method requires you to esti-
mate what your liability will be for the current year.

m Pay an amount equal to 100% of the prior year’s tax bill. If
your adjusted gross income for the prior year was greater than
$150,000, the percentage of the prior year’s tax you must pay
during the current year is:

— 110% in 2001
— 112% in 2002
— 110% in 2003 and beyond
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This method is useful where you have a substantially
higher tax liability during the current year. It is not useful
when your liability is expected to go down.

m Pay 90% of an amount calculated on an annualized basis each
period based on your taxable items for that period.

For example, if your taxable income as of March 31, 2002
is $30,000, you would calculate the tax on $120,000 of taxable
income (830,000 x 4), divide the result by 4 and multiply it by
90%.

You would then determine how much tax had been with-
held as of March 31 and pay the difference as an estimated tax
payment.

This method works best when income is earned unequally
throughout the year.

THE SECOND CHANGE
A new 10% tax bracket created in 2001 will affect most taxpayers.

Do You Qualify for This?

Yes. Nearly everyone qualifies for this one based on our progres-
sive tax system.

BACKGROUND

In an effort to cut everyone’s taxes, the new law created a new 10%
tax rate. The rate will be used to tax a portion of your income.

This isn’t a new tax. Under the old law, part of every taxpayer’s
income was taxed at 15%. So the 10% rate represents something of
a tax break.

Example: If you're married, the government now taxes your
first $12,000 of income at 10% rather than the 15% used in
the past. Then the rest of your income is taxed at the rate that
applies to someone in your income bracket.

The last time the lowest tax rate for individuals was below 10%
was in 1986. Believe it or not, back then part of your income wasn’t
taxed at all.
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Although the 10% tax rate technically won’t be used to calculate
your tax returns until 2002, you received the benefit of the new rate
in 2001 in a roundabout way. For 2001, a portion of your income will
be taxed at the old 15% rate. The 5% difference arrived in the mail in
the form of an advance payment check.

THE NEw Law

A new 10% tax rate. The new 10% rate officially starts in 2001,
but it won’t be used to tax part of your income until 2002.

How much of your income will be taxed at the new 10% rate? (See
Table 2.3.)

Table 2.3 How You Will Be Taxed Under the New 10% Rate
(2002-2007)

If you are: Your first: Is taxed at:
Married filing jointly $12,000 in income 10%
Head of household $10,000 in income 10%
Single $ 6,000 in income 10%
(2008 and Beyond)
If you are: Your first: Is taxed at:
Married filing jointly $14,000 in income 10%
Head of household $12,000 in income 10%
Single $ 7,000 in income 10%

Table 2.4 shows the tax rates for the rest of your income, de-
pending on your taxable income and corresponding tax bracket.

Table 2.4 The New Tax Rates (2001-2010)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
39.1 386 386 376 376 35 35 35 35 35
355 35 35 34 34 33 33 33 33 33
30.5 30 30 29 29 28 28 28 28 28
275 27 27 26 26 25 25 25 25 25
15 15 15 15 15 15 15 15 15 15
10 10 10 10 10 10 10 10 10
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WHAT You NEep To Know

Everyone is subject to the 10% rate

The new 10% rate is most beneficial for anyone with an extremely
low level of income. This includes students and retirees with part-
time jobs. But taxpayers in every income bracket will feel relief.

Why? Because under our tax system, the first portion of your tax-
able income up to the amount set by the law will be taxed at this
lower rate. In the past, the first part of your taxable income had been
taxed at 15%.

Before explaining how the break works, you need to have a clear
understanding of how our tax system works.

Let’s make it simple. Imagine your taxable income is a layer
cake. The greater your taxable income, the taller the cake and the
more layers in the cake. Now imagine there is a different tax rate
for each income “layer.” The greater your taxable income, the more
rates that apply.

So, as your income rises, the more rates are needed to calculate
the tax owed on each layer of income.

Example: If you are single and had taxable income of $125,000
in 2000, you owed 15% on the income “layer” up to $26,250,
28% on the layer between $26,250 and $63,550, and 31%
on the layer between $63,550 and $125,000—for a total tax
of $33,431.

The new 10% rate also eases the
“marriage penalty”

Now that you're a tax expert, let’s introduce another concept known
as the “marriage penalty.”

In general, married couples who work and file jointly pay more in
taxes than they would if they were two individuals filing as single
taxpayers.

Too bad for them, you say? Well, it really isn’t fair.

Example: Let's say a couple has $250,000 in taxable income.
They both work hard, so let’s assume that each spouse is re-
sponsible for an equal share—$125,000 each.

Here's where the penalty part comes in: Based on the
current tax law, the couple will pay more in taxes than if
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each were allowed to use the same tax bracket as the single
person.

Put a different way, think of them all as individuals. The two
individuals who are married pay a higher rate on their individ-
ual shares than the single taxpayer who earned the same
amount. That's because married couples are “penalized” by
being subjected to rates that correspond to higher brackets.

So instead of the couple paying $66,862—twice what our
single taxpayer owed—they pay $73,049 of tax.

The married couple paid $6,187 more than the two single
persons would have—despite the fact all three people pro-
duced the exact same amount of taxable income in 2000.

Now you know why so many married couples scream about the
marriage penalty and why it pays for some people to live together
rather than get married.

The new 10% rate and rules ease the marriage penalty slightly.
Under the new law, a married couple with $250,000 in taxable in-
come in 2002 will pay a rate of 10% on their first $12,000 of taxable
income. That works out to $1,200—or $600 each. Meanwhile, the
single taxpayer who earned $125,000 will pay 10% of the first
$6,000—or $600. Now that’s fair.

Get married this year or hold off until next year?

While love and taxes are two very separate matters, it may pay to
wait until January 2002 to take the plunge—if your future spouse’s
in-laws will let you.

Next year, most married couples will face a lower income tax
rate and a much more marriage-friendly 10% rate. And by delay-
ing your nuptials, you push the marriage penalty off by a year.

Of course, if only one of you works, marrying this year may
make sense because of the “marriage benefit.” In this case, a mar-
ried couple with only one spouse working will pay less in taxes
than a single person.

Example: Assume that only one spouse earned $250,000 of
taxable income in 2000. The couple would pay tax of $73,049.
A single taxpayer with $250,000 of taxable income pays
$78,051. So the couple gets a marriage benefit of $5,002!
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Unfortunately for married couples filing jointly, the same type of
equality that exists in the 10% bracket does not occur among all the
tax “layers.”

Last word: One bad feature of the new law is that the income
brackets exposed to 10% won't change with the inflation rate.
So as you earn more money, a smaller and smaller piece will
face this low, more favorable rate.

The income brackets are scheduled to remain the same until
2008, when they will rise by $1,000 across the board.

THE THIRD CHANGE

Limitations on the personal exemption deduction for higher income
taxpayers start to ease in 2006.

Do You Qualify for This?

Yes. If your adjusted gross income is high starting in 2006, you
will be able to claim a larger part of your personal exemptions.

BACKGROUND

You already know that to calculate your income taxes, you add up
your gross income for the year. Then you subtract the allowable ad-
justments, such as a deduction for an IRA, Keogh plan contribu-
tions, alimony payments, and any penalty paid on early withdrawals
from a savings account or CD.

What remains is known as your adjusted gross income (AGI).

Then the IRS cuts you a few breaks under the regular tax rules.
It allows you to subtract your “personal exemptions.” This is a fancy
way of saying that you can subtract a specific amount from your AGI
for every person in your household. The law figures that the more
people under your roof, the bigger your break—provided your AGI
isn’t too high. If it is high, the law figures, the size of your exemp-
tion should be limited since you don’t really need the break.

You can claim an “exemption” for you, your spouse, and each of
your dependents. According to the IRS, a dependent is a relative or
member of your household. The person must be a U.S. citizen, res-
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ident alien, or a resident of Canada or Mexico for whom you pro-
vided more than half of his or her support for the year.

You can only claim an exemption for someone in your care who
had less than $2,900 of income in 2001. The exceptions are children
under age 19 or children under age 24 who are students living at
home.

Once you know the number of people at home that you can qual-
ify as dependents, you have to do a little math: Count up the num-
ber of people who qualify to be exempt and multiply that number by
a benchmark amount set by the tax law.

In 2001, the maximum benchmark is $2,900, which is adjusted
upward each year for inflation. After you do this calculation, the re-
sult will be the amount you can subtract from your AGL

Example: Let's say a married couple who files jointly has an AGI
of $150,000. They have two children, and the couple supports
a 70-year-old parent, who has less than $2,900 of income. They
would have five personal exemptions and could reduce their
AGl by $14,500 ($2,900 x 5).

But wait. In the world of personal exemptions, there’s a price to
pay for earning too much money. Under the law, the size of your
maximum exemption starts to shrink if your AGI rises above a cer-
tain level. The IRS isn’t about to give you too big a break if you're
doing well.

In 2001, the $2,900 maximum exemption starts to get smaller
when your AGI rises above:

m $199,450 for married couples filing jointly

$166,200 for heads of households

$132,950 for single taxpayers

$99,725 for married couples filing separate returns

These levels also are adjusted upward for inflation each year.
But if your AGI exceeds these thresholds, the $2,900 maximum
exemption starts to get smaller. Your maximum exemption will be
reduced by 2%—or by $58—for each $2,500 of AGI above the thresh-
old. The only exception is married couples filing separate returns.
The reduction in their case is 2% for every $1,250 that exceeds the
threshold.

Well, it doesn’t take a rocket scientist to realize that, at some
point, your AGI could be so large that you’re no longer eligible for
the personal exemption at all.
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In 2001, you no longer can claim any personal exemption if you
are:
m Married filing jointly or a surviving spouse with AGI of $321,950
or more.
m Single head of household with AGI of $288,700 or more.
m Single taxpayer with AGI $255,450 or more.
m Married couples filing separately with AGI of $160,975 or more.

Example: Let's say a married couple filing jointly has three kids.
If the family could qualify for the full exemption amount, they
could deduct $14,500 (5 x $2,900). But they can’t because the
couple’s AGl is $223,000.

In 2001, this level of AGI doesn’t disqualify them from tak-
ing the exemption but it does reduce the size of it. That's be-
cause their AGI is $23,550 above the $199,450 limit for
married couples filing joint returns who qualify for the maxi-
mum exemption.

So they divide the excess—$23,550—by $2,500, which as
you recall is the amount that determines the reduced exemp-
tion. The result is 10, rounded upward. Since they will lose 2%
for each $2,500 of AGI above their threshold, that comes to
2 x 10 or 20%. So they would lose 20% of $14,500 (the
amount if their AGI hadn't been over the line)—or $2,900. As
a result, the couple’s personal exemptions that can be de-
ducted on their tax return total $11,600.

THE NEw Law

Higher-income taxpayers catch a break. Starting in 2006, higher-
income taxpayers will be able to claim a larger piece of the personal
exemption than they could under the old law.

Under the old law, the most that taxpayers could deduct for each
person in their household was $2,900. Taxpayers who had adjusted
gross income (AGI) that exceeded certain levels could claim only a
piece of that total. The thinking was that the more you made, the
less you needed a full personal exemption.

Under the new law, the most taxpayers can deduct for each mem-
ber of their household remains the same ($2,900 adjusted upward
each year for inflation). The levels of AGI also remain the same
(also adjusted upward each year for inflation).
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The big change: Higher-income taxpayers who qualified only
for a smaller percentage of the full amount will now be able to
claim a larger percentage. How does that work out? Once you
finish using the inflation-adjusted formula to find out the num-
ber you need to subtract from the maximum exemption, you
will be able to multiply that number by 2/3 beginning in 2006.

Upshot: Higher-income taxpayers won't have to reduce the
maximum exemption by as much starting in 2006. The result is
that they will be able to claim more of the maximum exemption
than they could in the past.

Then in 2008 and 2009, higher income taxpayers will be able to
multiply their reduction number by 1/3, allowing them to claim
more of the maximum exemption.

In 2010, there will be no more reductions on personal exemp-
tions. All taxpayers—regardless of your AGI—will use the same
calculation adjusted annually for inflation to determine your per-
sonal exemptions.

WHAT You NEep TO KNOW

Don‘t expect fireworks immediately. The truth is that high-
income taxpayers will not start to see a change until 2006—and
even then relief will be slight. Remember, the restriction isn’t re-
moved completely until 2010. It’s also likely that the tax law will be
changed many times between now and then. Whether this part of
the law remains untouched is yet to be seen. Hence, there isn’t
much tax planning you can do now other than arranging to have
more children.

Q&A

Q. If I get divorced in the next five years, who gets to claim
our child as a personal exemption?

A. The parent who has custody of the child generally claims the
child as a personal exemption. But that parent can release the
claim to the other parent using IRS Form 8332.
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If it’s a friendly divorce, the spouse with the lower adjusted
gross income will benefit most if he or she can claim the ex-
emption, because that person is more likely to be able to take
the full amount allowed.

But this rule isn’t set in stone. Starting in 2006, the personal
exemption restrictions will start to disappear, making the ex-
emption attractive to either parent. On the other hand, if the
other parent can use the full deduction and is in a higher tax
bracket, the exemption deduction would be more valuable to
him or her.

THE FOURTH CHANGE

Limitations on itemized deductions for higher income taxpayers
start to ease in 2006.

Do You Qualify for This?

Yes. If your adjusted gross income is high in 2006-2009, you will
be able to claim more of your total itemized deductions. In 2010,
the limitation will be repealed and you will be able to claim all of
your total itemized deductions.

BACKGROUND

Income taxes are determined by first adding up your gross income.
Then you subtract the adjustments that the government allows. The
result is your adjusted gross income (AGI).

The next step is to subtract your personal exemptions and item-
ized deductions to arrive at your taxable income—or the amount
that will be taxed according to the brackets and rates set by the
IRS’s tax table.

A deduction is a personal expense that the government allows
you to subtract from your AGI when calculating your tax hit. You
can itemize your deductions—meaning you list them one by one.
Or, if you don’t have too many, you can use the government’s “stan-
dard deduction.”

There are hundreds of personal expenses that the tax law lets you
deduct from your AGI. Certain expenses are subject to separate
limitations. They include state and local taxes, and mortgage inter-
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est payments. Some have limits. For example, your medical ex-
penses can be deducted only if they exceed 7.5% of your AGI and
your miscellaneous itemized deductions, such as employee business
expenses and tax return preparation costs can only be deducted to
the extent they’re more than 2% of your AGI. Once you add up all of
these deductions, you have your fotal itemized deduction.

But not so fast. The government believes that if you make a lot of
money, you shouldn’t be able to deduct too much. As a result, if you
have a higher level of AGI, you will likely have to reduce the size of
your total itemized deduction.

In 2001, if your AGI exceeds $132,950 (866,475 for married couples
filing separately), your total itemized deduction starts to decline. This
“threshold” level inches up each year as it is adjusted for inflation.

How do you determine how your total itemized deduction is re-
duced if your AGI breaks that threshold? There’s a formula.

In 2001, if your AGI is over $132,950, the total itemized deduction
must be reduced using one of the two following formulas, whichever
one produces the lower number:

m 3% of the AGI that exceeds $132,950 (or $66,475 for married cou-
ples filing separately).

m Or 80% of the total itemized deduction that is allowed for the tax
year.

But hold on. The second formula does not include medical ex-
penses, investment interest, casualty losses, and gambling losses.
You're entitled to those in full. (So, if you want to maximize your de-
ductions, be sure to become ill in your broker’s office after losing
money at the casino during a hurricane.)

Example: Let's say that a couple in 2001 has a combined AGI
of $750,000 and $60,000 of itemized deductions. These de-
ductions consist of $18,000 in state taxes, $4,000 in contribu-
tions, and $38,000 in investment interest. Because the couple’s
AGI broke the threshold, their total itemized deduction will
be reduced by $17,600, leaving an allowable deduction of
$42,400. How did they arrive at $17,6007? It's the smaller of
the two results produced by using the following two formulas:
m 3% of the excess AGI of $617,050 ($750,000-$132,950),
or $18,512.
m Or 80% of the sum of the contributions and taxes, or
$17,600.
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THE NEw Law

m Starting in 2006, higher income taxpayers will be able to claim
more of their total itemized deduction.

m They still will have to perform the same calculation to come up
with the reduction number. But once they arrive at this number,
they will be able to shrink it by 2/3.

Example: A couple in 2006 determines after the first round of
calculations that they have to reduce their total itemized de-
duction by $17,600. They then multiply this number by 66%.
As a result, they would have to reduce their total itemized de-
duction by only $11,733.

m In 2008 and 2009, higher income taxpayers will be able to claim
even more of their itemized deductions. In these years, they will
be able to shrink their initial reduction number by 1/3.

Example: Our couple calculates after the first round that they
have to reduce their total itemized deduction by $17,600 in
2008 or 2009. After they multiply this number by 33%, they
will discover that they have to reduce their total itemized de-
duction by just $5,867.

m In 2010 and beyond, the so-called “deduction reduction” is re-
pealed. Higher income taxpayers no longer will have to reduce
their total itemized deduction based on their AGI.

WHAT You NEED TO KNOW

Get ready to perform two calculations

Once the limitations on itemized deductions start to ease in 2006,
taxpayers in the higher tax brackets will have to do two calculations.
m First, they will have to determine the regular limitation on their
itemized deductions, using the 3% and 80% formulas.
m Second, they’ll have to determine the new amount they can sub-
tract from the AGI in that particular tax year.
As a result, taxpayers should ask their tax planners in 2005
whether they will be affected by the rules in 2006, even as the limi-
tations are being eased.
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If you do expect to have a high level of AGI
in 2006

It may be smart in 2005 to delay deductible expenses until 2006
once you reach the AGI threshold. That’s because you’ll be able to
claim a higher total amount of itemized deductions in 2006. Con-
duct this same planning exercise in 2006 for 2007 and for every
year until 2010, when the limitation on high-income taxpayers is re-
pealed.

Reality check: Keep in mind, however, that the limitations
don’t start lightening up until 2006 and the limitations aren't
repealed until 2010. A lot can happen in 10 years. The limita-
tions could be made tougher—or they could be completely re-
pealed sooner. The key is to plan and remain flexible.

Q&A

Q. Does repeal mean I'll be able to take an unlimited num-
ber of deductions in 2010?

A. No. In 2010, you still will be restricted to a partial amount of the
itemized deductions you can claim—depending on what type of
deduction it is.

The law’s “repeal” in 2010 simply means that previous restric-
tions on high-income taxpayers will no longer be in place, al-
lowing them to subtract all of their qualified deductions.






Alternative
Minimum Tax

THE Bic NEws

The alternative minimum tax exemption rises in 2001 and remains
at that level through 2004.

Do You Qualify for This?

Yes. Aimost everyone runs the risk of having to pay the alterna-
tive minimum tax (AMT) instead of the regular income tax. The key
question is whether or not you qualify for the full AMT exemption.

BACKGROUND

Understanding how the dreaded AMT works isn’t as hard as it
seems. Let’s start with a simple analogy:

Imagine you're driving along Interstate IRS and that it’s cus-
tomary to be pulled over by the police once a year. For the
sake of this analogy, let’s assume that your speed is your annual
gross income and the faster you are driving, the higher your
income when you’re pulled over.

You look in the rear-view mirror and watch as two officers
get out of their car and head toward yours. The patrolman
who walks over to your side is Officer Regular Tax. He’s a rel-
atively sympathetic guy who is fair and generous if you are a

49
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productive citizen. The other patrolman is Officer AMT. He’s
standing on the other side of your car and he isn’t as tolerant
or understanding.

Officer Regular Tax begins by asking you a bunch of ques-
tions about your personal life before adding up your fine. Your
answers are important because, on this highway, your re-
sponses can reduce the size of your ticket. And the questions
can get mighty personal.

Officer Regular Tax asks if you are married, whether you
have kids, do you have any interest on a home loan, etc. He
considers each answer and uses your answers to reduce the
size of your ticket—provided your speed (income) didn’t ex-
ceed certain limits. Little by little, the size of your penalty
shrinks as he recognizes that you're an upstanding citizen who
deserves a few breaks.

Listening to all of this from the other side of the car is Officer
AMT. At some point—depending on whether those breaks
are a little too cushy compared to how fast you were
driving—Officer AMT gets fed up. Personally, he thinks all of
the breaks that Officer Regular Tax hands out are for weenies.

Officer AMT usually takes over when it looks as if Officer
Regular Tax is giving away the store. Officer AMT’s job is to
make sure his partner doesn’t bill you much less than he
should.

So when the breaks start to add up, Officer AMT cuts in.
Leaning down next to the passenger side, he asks you a com-
pletely different set of questions to determine what your fine
should be. He isn’t nearly as nice about giving you breaks for
your personal and professional life. In fact, he has a com-
pletely different set of rules than his partner. Unlike Officer
Regular Tax, who bills you using six different rates, Officer
AMT uses only two.

When he’s done, Officer AMT adds up what he thinks you
owe. Officer Regular Tax does the same. Then they both show
you what they think you should pay. You have to pay the higher
amount.

While our turnpike drama is an oversimplification, it does give
you a feel for how the AMT works. Put simply, the AMT is a separate
set of tax rules that is used to calculate your income tax bill. The only
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way to tell if you owe the AMT is by doing your taxes both ways—
using the regular tax rules and the AMT rules.

In general, you are more likely to owe the AMT if you have a
large number of personal exemptions, high state and local taxes,
deduct interest on home-equity loans, and exercise incentive stock
options. The odds of falling into the AMT’s clutches rise when all of
the adjustments to your income tax return increased faster than
your income.

So even if your income does not rise from one year to the next,
you still may face the AMT if your preferences and adjustments
jumped significantly.

To calculate your AMT liability, you complete IRS Form 6251,
which can be downloaded at www.irs.gov. As you work through the
form, you're in for a shocker. You'll notice that you can’t claim some
of those fat personal exemptions that were allowed under the regu-
lar tax rules. Also lost is your deduction for interest paid on a home-
equity loan—unless the loan was used to purchase or build a new
home, or to renovate your existing home.

Also, under the AMT rules, say goodbye to the deduction for
paying state and local taxes, as well as the standard deduction if you
didn’t itemize. If you did itemize deductions, the AMT does not
allow you to claim a range of them, including some business, in-
vestment, and medical expenses.

Deductions not allowed under the AMT

m State and local taxes

® Unreimbursed medical and dental expenses except to the extent
they exceed 10% of your AGI (rather than the 7.5% limit used
for regular tax purposes)

m Interest on home-equity loans not used to improve your home

® Employment-related expenses, such as dues, subscriptions, uni-

forms, tools and supplies, educational, unreimbursed meals, en-

tertainment, home office, etc.

Safe-deposit box fees

Tax-preparation and counsel fees

Investment expenses

IRA custodian fees

Accelerated depreciation




52 PROFITING FROM THE NEW TAX LAW

What do incentive stock options have to do with the AMT?
Nothing—unless you exercise them. Employers grant incentive stock
options for two big reasons. First, they want to keep valuable em-
ployees from leaving the company. Second, granting incentive stock
options is a way to encourage valuable employees to improve the
company’s bottom line. That’s why they’re called “incentive” stock
options. To exercise a stock option doesn’t mean to sell it. It just
means that a certain amount is paid to own it in your portfolio. The
next step would be to sell it.

If it turns out you will owe taxes under the AMT rules, the in-
centive stock options that you exercised are taxed in a way that you
wouldn’t face under the regular tax rules. Under the AMT, you owe
tax on the difference between the price of the stock options when
they were granted to you and the market price when you exercised
them.

This gap is called the “spread.”

Example: You work as an executive at a Fortune 500 company.
You're super smart and instrumental to the company’s future.
So five years ago, your company granted you 5,000 incentive
stock options at $25 each.

Now, you believe that a new product the company has
launched is going to be highly successful. You believe that, in
a year, the price of the company’s stock could double.

However, you don't want to face a huge “spread.” So you
want to take steps to ensure that the appreciation on your op-
tions will be taxed at the lower, long-term capital gains rate
rather than at the ordinary income tax rate.

So you exercise your stock options now, at the current price
of $60 each. Then you hold the shares for at least a year be-
fore selling them in order to ensure long-term capital gains
treatment.

Hence, the spread of $35 per share will be treated as a tax
adjustment item for AMT purposes.

Under the AMT, the difference between the grant price of your
stock option and the price you paid to exercise it is considered tax-
able income.

The AMT does cut you some slack. Any tax refund you re-
ceived from your state or city during the year is not taxable. And
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some expenses that you incur if you own your own business are
deductible.

The AMT exemption: The biggest AMT break is its standard
exemption. Under the old law, the AMT's exemption was
$45,000 for married couples filing jointly, $33,750 for single tax-
payers, and $22,500 for married couples filing separately.

Under the new law, those levels are higher.

But qualifying for the exemption is not that easy. You have to meet
certain criteria. For example, the size of your standard exemption
under the AMT declines if your taxable income rises above a cer-
tain level.

Formula: Under the old law—and under the new one—your
standard exemption is reduced by 25 cents for every dollar of
taxable income above $150,000 (married couples filing jointly),
$112,500 (single taxpayers), and $75,000 (married taxpayers
filing separately).

After you've taken the exemption, the result is your alternative
minimum taxable income (AMTI).

How to calculate your AMTI

m Take your regular taxable income.

m Add your disallowed deductions, such as state and local taxes,
personal exemptions, etc.

® Add your income that'’s taxable only for the AMT but not regu-
lar tax purposes, such as tax-exempt interest from “private ac-
tivity bonds” and incentive stock option “spread.”

® Add or subtract other adjustments.

m Subtract your AMT exemption amount.

m The result is your alternative minimum taxable income.

Now it’s time to apply the AMT tax rates to this number to see
what you owe. As you know, the regular income tax next year and
in following years has six different rates. Each one is applied to a
different level of your taxable income. You will pay 10% on your first
level of income, 15% on the next level and so on, depending on the
size of your taxable income.
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But the angry old AMT can’t be bothered with all of those tax
rates. Instead, the AMT uses just two. Whether you’re married fil-
ing jointly or you're single, your first $175,000 is taxed at 26%. If
you're married but filing separate returns, your first $87,500 is taxed
at 26%.

Any amount above those levels for all taxpayers is charged at the
28% rate.

At first glance, it may seem that because these rates are lower
than the rates high-income taxpayers face under the regular income
tax rules that your tax hit will be less. But don’t let those AMT tax
rates fool you. Remember, under the AMT, you cannot reduce your
tax liability using many of your fancy exemptions and deductions.
Hence, the AMT tax bite may actually be deeper.

But wait, there’s an even bigger problem. If you become one of the
AMT’s victims, you won't be able to lower your tax bill by many of

the tax breaks created by the new law. As a result, your tax liability

under the AMT could be even more painful—despite the 26% and 28%
tax rates. Sort of like not being allowed to go to the new tax-law party
with everyone else.

Congress does feel a little bit bad about all of this. So it lets you
take a new tax credit for paying the AMT in future years. But you can
only claim this credit in years when your regular tax is higher than
your AMT and only for AMT that you paid that was attributable to
“deferral” adjustments, like incentive stock options, and not for AMT
that resulted from “exclusion” adjustments, such as state and local
taxes and miscellaneous itemized deductions. To find out the size of
the credit you’ll receive, you have to fill out IRS Form 8801 or talk to
your tax planner.

Why will so many more people be affected by the AMT in future
years? Because the AMT rules have not kept up with the times.
The AMT’s standard exemption, the exemption’s phase-out levels,
and the AMT’s tax brackets have not been adjusted for inflation
since 1970, when the AMT was first unleashed on taxpayers.

To understand how constricting this is, ask yourself whether you
would fit comfortably into clothes worn when the Beatles’ Let It Be
was No. 1 on the pop charts and the Carpenters were singing Close
to You.

Because the AMT net has not been adjusted each year for infla-
tion, incomes that were considered flush 30 years ago are much
more common today. For example, only 19,000 wealthy people paid
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the AMT back in 1970. Today, the AMT snags about 1.5 million tax-
payers. That number will climb rapidly if the AMT relief provided
by the new law isn’t extended by the end of 2004, when the higher
standard AMT exemption will disappear.

And the AMT’s victims won’t all be wealthy. Many middle-
income taxpayers also can be subjected to the AMT if their exemp-
tions and deductions rise faster than their adjusted gross income
(AGI). In fact, someone with just $28,000 in AGI could be forced to
pay taxes under the AMT—if the person has two or more children
(a lots of personal exemptions) and has paid their state and local
taxes (a big deduction) in a state where taxes are high.

Even Congress has acknowledged that the AMT’s original intent
wasn't to tax the little people. For example, the Treasury Depart-
ment estimates that those taxpayers affected by the AMT will soon
shift from higher-income people with many dependents to middle-
income taxpayers with moderately sized families.

Bottom line: If your taxable income is between $50,000 and
$75,000 and you have four personal exemptions, there's a good
chance you'll be tagged by the AMT in coming years.

Fortunately there are ways to reduce your AMT risk and reduce
the pain if you fall into its trap. But first, let’s be clear on the new
law.

THE NEw Law

The AMT’s standard exemption rises in 2001
and remains at that level through 2004

The exemption is the amount the IRS will let you subtract from your
AMT income before calculating your AMT tax. But the amount of
that exemption starts to decline as your AMT income increases.

Table 3.1 The New AMT Exemption (2001-2004)

old New
Marital Status Exemption Exemption
Married filing jointly $45,000 $49,000
Single 33,750 35,750

Married filing separately 22,500 24,500
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When the full exemption starts to fade: The amount of
your exemption is reduced by 25% for every $1 of AMT in-
come over:
m $150,000 if you are married filing jointly or are a qualify-
ing widow(er)
m $112,500 if you are single or head of household
m $75,000 if you are married filing separately

Here’s where it gets painful. Because the new law raised the
AMT exemption level, the point at which you will lose your AMT ex-
emption completely has increased as well.

Table 3.2 When Your AMT Exemption Disappears*

Old Law New Law
Marital Status (1970-2000)  (2001-2004)**
Married filing jointly or qualifying $330,000 $346,000
widow(er)
Single or head of household $247,500 $255,500
Married filing separately $165,000 $173,000

*Dollar amounts reflect taxable income under the AMT.
**In 2005, the AMT exemption reverts back to the old law unless the new law is
extended or amended.

Special rule for married taxpayers

filing separately

Under the old law, married taxpayers who filed separate returns were
required to undergo a separate step to determine the cutoff point
for the AMT exemption. The purpose of this step was to put their
cutoff point on par with the one for married couples.

Under the new law, if you are married filing separately, the point
at which you lose your AMT exemption is determined by multiplying
the amount over the cutoff point by 25%. Your exemption is fully
phased out at $173,000 of AMTTL. If your exemption is phased out, you
must to add to your AMTI the result of 25% multiplied by the excess
amount that exceeds $173,000. This result is capped at $24,500.
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Now the child credit can be claimed under
the AMT

Taxpayers who qualify can claim a credit of $600 for each depen-
dent child under age 17 for tax years 2001-2004. In the years that
follow, the value of the full credit will rise gradually to $1,000 by 2010.

Under prior law, the child credit was scheduled not to be avail-
able under the AMT after 2001. Under the new law, the child credit
can be deducted under the AMT if you qualify for it.

Caution: Do not confuse the child credit with the personal ex-
emption, which allows you to multiply the number of people in
your household by a dollar amount to determine how much you
can deduct from your adjusted gross income. Under the AMT,
the personal exemption is not allowed.

Refundable child credit escapes the AMT

Starting in 2001, part of the child credit may be refundable for all
taxpayers with children, regardless of your regular tax or AMT li-
ability and regardless of the number of qualifying children. Re-
fundable means the government will send you a check for the
amount even if you owe no tax that would otherwise be offset by
the credit.

The refundable credit will be equal to 10% of your earned income
in excess of $10,000 (15% after 2004).

WHAT You NEep To KNnow

Check whether you’ll have to pay the AMT

To determine whether you owe taxes under the AMT or the regular
tax rules, you must complete both forms. Then you owe the higher
amount.

As aresult, it’s smart to do the AMT math before year-end. Even
better is to do the estimate at mid-year, in order to leave yourself
enough time to plan around your AMT liability. If you wait until Jan-
uary 2002, it will be too late to take steps to limit your risk for 2001.
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In 2001, a couple with taxable income of $100,000 that claims ad-
justments that exceed $33,041 will likely owe taxes under the AMT
rules.

If you’re a borderline case . . .

There are two steps to consider taking before year-end to limit your
risk.

Step 1. Consider not pre-paying state and local taxes. Many
people prepay these taxes instead of paying them when they’re due
in April of the following year. They prepay them so that they can
deduct the payment on their federal taxes for the current year.

But this deduction could push you over the line and into AMT
territory. Whether or not you're subject to the AMT depends on the
amount of your deductions, exemptions, and other adjustments
under the regular tax rules and how they relate to the growth of
your adjusted gross income. Too many deductions can trigger the
AMT.

What’s more, the deduction you receive for prepaying state and
local taxes under the regular tax rules does not exist under the
AMT.

What to do: If you discover after doing the math that you
aren't likely to owe taxes under the AMT in 2001 but may in
2002, prepay state and local taxes in 2001 and take the de-
duction under the regular tax rules.

When looking to deduct state and local taxes, don’t forget to
review your annual checkbook entries. You're looking for any pre-
payment of state and local taxes, including withholding and prop-
erty taxes, which can be deducted.

However, if you live in a high-tax state and are close to the AMT
threshold, don’t try to double up on prepaying state and local taxes
in one year. Some aggressive taxpayers in December like to prepay
that year’s taxes and prepay part of the following year’s taxes to
deduct them both on the federal return due in April. The large de-
duction created by the move could trigger the AMT.
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Step 2. Boost your level of regular income. The other way to
dodge the AMT if you're close to being subject to it is to increase
your regular income. Remember, the AMT often is triggered when
the adjustments to your taxable income increase disproportionately
to your income.

One way to increase your level of regular income is to sell secu-
rities that you've held short term this year that you had planned to
sell next year (long-term gains don’t work because the maximum
tax rate for those gains is the same for both regular tax and AMT
purposes—20%).

You also generate income by asking that your bonus and con-
sulting fees be paid this year instead of next year.

Or you could exercise nonqualified stock options or sell stock
that you got on the exercise of incentive stock options (within 12
months from exercise or two years from grant) to generate the
extra income. Gains realized on the sale of ISO stock within a year
of exercise are taxed at regular income tax rates to the extent of the
original spread. (By contrast, incentive stock options are not taxed
when you exercise them, only when the stock is sold.)

If you are self-employed, create billings or speed up invoice col-
lections before year-end.

All of these strategies can be tricky, so consult your tax planner.
The last thing you want to do is miscalculate your AMT liability and
sell securities to generate income only to find that you weren’t even
close to falling under the AMT and now have taxes to pay on gains
you could have deferred until next year.

If you definitely will owe the AMT tax . . .

Take advantage of the few benefits that the AMT provides:

m Try to shift more income into this tax year that would have come
in 2002. Your goal here is to have more of your income taxed at
the lower AMT rates of 26% and 28%.

m Limit expenses in 2001 that can’t be deducted under the AMT. In-
stead, spend the money in 2002, when you may be back to paying
taxes under the regular tax rules. Such deductions include un-
reimbursed business expenses, which are considered a miscel-
laneous itemized deduction and aren’t permitted under the AMT.



60 PROFITING FROM THE NEW TAX LAW

m Take the credits you are due under the AMT. Under the new tax
law, there are a number of credits now available under the AMT
that weren’t available under the old law. Ask your tax planner
about those in the following list:

— Alternative minimum tax foreign tax credit
— Empowerment-zone credit

— Refundable child tax credit

— Earned income credit

— Excess social security tax withheld

— Railroad retirement tax withheld

— Gasoline and special fuels credit

If you won’t owe the AMT as of now—but
could . ..

Avoid making moves that will trigger the AMT.

m Deducting certain home-loan interest. Not all home-loan interest
is alike. The IRS allows you to deduct interest paid on a primary
mortgage up to S1 million for most taxpayers or on a home-
equity loan of up to $100,000. The purpose of the loan comes into
question with the AMT.

Example: On a return filed using the regular tax rules, all
of the interest you pay on a home-equity loan of up to
$100,000 is deductible. But under the AMT, you can deduct
the interest only if the loan is being used to buy, build, or
improve your home.

So, before taking out a home-equity loan to consolidate credit
card debt or buy a car, be aware that the deduction on the inter-
est can trigger the AMT and the interest won’t be deductible
under the AMT’s rules.

What to do: When it looks as if you're going to be subject
to the AMT, pay down a home-equity loan if the money isn't
being used to fix up your house.

m Selling your home. Selling a home may result in state and local
taxes (if the gain is taxable). These taxes are deductible under
the regular tax rules but could trigger the AMT, and the taxes
paid aren’t deductible under the AMT’s rules.
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m Exercising stock options. If exercising incentive stock options will
likely cause you to pay taxes under the AMT, exercise them next
year. Remember, under the AMT, the “spread”—the amount be-
tween the grant price and exercise price—is taxed as income.

Under the regular tax rules, you're only taxed on the gain when
you sell the stock you acquired exercising incentive stock options,
not when you exercise them. And remember, exercising a stock
option merely puts it in your portfolio. It doesn’t put cash in your
pocket until you sell the stock at a profit.

Always talk to your tax planner before exercising incentive
stock options. If you fail to discuss such a move first with a tax
planner, you could find yourself in a bind, especially if the stock
you got on the exercise of the stock options plummets in value.

Example: Let’s say you exercised incentive stock options
and you're subject to the AMT. How much tax will you owe
on the options? Let's do a little math: Assume the price at
which you were granted the stock was $75 and you exer-
cised the options when the stock is worth $100. As a result,
you owe AMT on the difference between the exercise price
and the grant price—or $25.

Now let’s assume that after you exercised the options, the
stock’s price plummeted to $50. Because the share price went
down, you may not be able to sell shares to raise enough money
to pay the tax owed under the AMT.

That’s why consulting a tax planner before you exercise stock
options is so important. There may be ways to avoid the AMT
liability by using one strategy over another.

m Receiving income from certain muni bonds and funds. Certain types
of muni bonds are taxable under the AMT’s rules. Such bonds
are those offered by states and cities for private activities such as
industrial development and low-income housing.

Ifit looks as if you’ll be subject to the AMT, call your broker to
be sure you don’t hold such bonds in your portfolio or in a bond
fund. You also should call the company holding your bond funds
to be sure that they don’t hold munis in their bond portfolios
that can trigger the AMT.

If they do own such bonds, consider selling them before year-
end and investing the assets in other types of muni bonds or muni
bond funds.
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Itemizing employee business expenses. If you're an employee,
watch out. You may be subject to the AMT if you deduct itemized
business expenses. Talk to your tax planner about ways to mini-
mize the impact and steer clear of the AMT by having your em-
ployer reimburse these expenses instead.

Claim the AMT credit. If you are eligible to take the AMT credit
because you paid taxes under the AMT in earlier years, take the
credit in a year when you face the regular tax. Remember, you
create an AMT credit only on items that were the result of a de-
ferral of tax, such as exercising incentive stock options or taking
accelerated depreciation.

Q&A

Q.
A.

What are the big AMT triggers?
Events that can trigger the ATM include:
Paying large amounts of state and local taxes and taking the
deduction
Exercising incentive stock options
Deducting interest payments on a home-equity loan used to con-
solidate credit-card debt
Taking a deduction for unreimbursed medical expenses
Taking a deduction for unreimbursed business expenses
Deducting a large amount of investment expenses
Other miscellaneous itemized deductions
Having lots of kids

Q. Can’t I simply avoid claiming deductions to avoid the

A.

AMT?

You can avoid itemizing your deductions and take the standard
deduction instead. Or you can itemize only some of your de-
ductions. But then these deductions will be wasted. The whole
purpose of a deduction is to reduce your regular tax bill. If you
don’t take them just to avoid falling into the AMT, you will not
be any better off. In fact, you may be worse off because you may
push your regular tax above the AMT and thus exceed the 28%
rate you would have paid under the AMT rules.
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. What tax credits can trigger the AMT if I take them?

Some nonrefundable tax credits do not lower your AMT. These
nonrefundable credits include:

m Child and dependent-care credit

m Credit for the elderly or disabled

m Lifetime Learning and Hope scholarship credits

Can I skip taking the education credits to avoid the AMT?
You cannot avoid taking the Hope or Lifetime Learning credit.
Either you are eligible for those credits or you are not. If they
push you into the AMT, that’s the way it goes. Your only move
is to factor them into your plans as you attempt to avoid the
AMT next year.

Does it pay to correct a mistake on an old return?

Many taxpayers find a mistake in an old tax return and rush to
correct it, thinking it will mean cash back in their pockets. But
before you complete and send in IRS Form 1040X—which is re-
quired to amend an earlier return—have your tax planner run
the numbers. You want to be sure that the credit or deduction
you're claiming won’t suddenly jolt your old return into AMT
territory.

What are nonqualified stock options?
In general, there are two types of stocks options—incentive
stock options and nonqualified stock options.

With nonqualified stock options, you can buy shares from
your employer at a price fixed at the date of grant. When you
exercise them the spread is taxable as ordinary compensation
income.

Here are the benefits of nonqualified stock options:
m As the value of the stock increases, you get to share in that
appreciation without having to make any upfront investment.
m Gains accruing after exercise are taxed at the maximum 20%
long-term rate starting 12 months and a day after you exer-
cise the options.

If you own both types of stock options, ask your tax planner
how to time the exercise of your nonqualified stock options
so they offset the AMT adjustment from the exercise of your
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incentive stock options and minimize the risk of triggering the
AMT. For much more information, go to wwuw.mystockoptions.com.

How can I exercise options?

There are four different ways to exercise your stock options:

m Pay cash. If you're at a volatile company, paying cash means
trading money for a potentially rocky investment—so make
sure you're not investing money you can’t afford to lose.

m Borrow money to exercise. Many employers offer loans at rel-
atively low interest rates. Just keep in mind that you’ll have
to pay the loan back, with interest—usually whether or not
the stock you got from the options you exercised is worth
anything.

m Use a “swap exercise.” This strategy works best for employees
who own stock that has soared in value. A swap exercise
uses the market value of some of your shares to pay for the
exercise price of the options.

Example: Let’s assume you own 100 stock options with
an exercise price of $1 per share. Let’s also assume that
the stock has a market value of $10 per share. Rather
than paying $100 to exercise all your options, you would
trade 10 of your shares—with a market value of $100—
for the 100, which have a total value of $1,000.

m Use a “cashless exercise.” Take the last example. Instead of
paying the exercise price, your employer gives you 90 shares
in exchange for the option. The value of the 90 shares—
S900—represents the value of the spread in the 100 options.



Married Couples

THE Bic NEws

m Married couples filing jointly can take a higher standard deduc-
tion starting in 2005.

m The 15% income bracket for married couples filing jointly widens
starting in 2005.

m Married and single taxpayers in the 15% tax bracket are eligible
for a larger earned income credit starting in 2002.

THE FIRsT CHANGE

Married couples filing jointly can take a higher standard deduction
starting in 2005.

Do You Qualify for This?

Yes. If you are married and file a joint tax return in 2005 and
beyond.

BACKGROUND

Married couples have been screaming about the “marriage penalty”
for years. While the new tax law doesn’t completely eliminate the dif-
ferent ways that married individuals and single individuals are taxed,
the new law has eased the burden.

Under the tax law, married couples are taxed on their combined
taxable income rather than as two individuals. That may sound fair

65
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and logical—until you learn that the rates used to tax married cou-
ples correspond to income brackets that are higher than those used
for single taxpayers.

What this means

Let’s say three individuals earn the exact same amount of annual in-
come. And let’s say that the amount they each earn is $100,000. Two
of the individuals are married to each other. Because they are mar-
ried, their $100,000 amounts are taxed more heavily than the
$100,000 earned by the single individual.

Sure, married couples can file separate returns, but it doesn’t pay.
The tax rates and provisions are structured in such a way that mar-
ried couples who file separately will owe a higher tax than if they had
filed a joint return.

Ironically, the inequity puts the government in the position of
encouraging couples to live together unmarried in order to qualify
for a lower combined tax rate. That’s why this part of the tax law is
know as the “marriage penalty.” The government seems to be pe-
nalizing couples for marrying by providing them with a big financial
incentive to stay single.

The so-called marriage penalty was born in 1969, when Congress
changed the tax law to ease the tax burden on single taxpayers. Up
until that year, a single taxpayer actually paid more tax on his in-
come than two individuals who earned the same amount of income
but happened to be married.

Back in 1913, when the income tax was introduced, the tax law
treated everyone as individuals, regardless of marital status. But by
the 1930s, how much you were taxed as a married couple varied,
depending on the state in which you lived.

Some states had “community property” laws, which said that all
property in a marriage belonged to both husband and wife, no matter
who earned it. Most other states had “common-law rules,” which
said that property belonged to the individual who legally owned it.
As a result, married couples in common law states paid higher in-
come taxes than those in community property states.

In 1941, Congress tried to standardize all of the states under the
common-law rules. The plan would allow the federal government to
charge married couples a set of rates that was different than that for
single taxpayers.
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But the attempt by Congress failed, and a new problem emerged.
With the community property laws still in place, married couples
began to take advantage of a huge tax loophole. They were able to
reduce their total tax bill by shifting ownership of investment in-
come to the lower-earning spouse. So, common-law states began
converting to the more favorable community property law to ease
the federal tax burden on married residents.

In 1948, however, Congress put a halt to the law-swapping trend. It
established a “joint-return provision” and allowed married couples to
combine income and deductions on a joint return. Married couples
would pay twice the tax that an individual earning half their income
would pay. Married couples would be treated as a “household” rather
than two individuals living under the same roof.

While the law standardized the tax bite for all married couples,
two single people with the same income as a married couple paid
higher taxes. This inequity was addressed in the tax law of 1969,
which shifted a greater tax burden to married couples.

Some relief for married couples arrived in 1981 with the Economic
Recovery Act. It eased the marriage penalty through the adoption
of a 10% second-earner tax deduction. In 1986, the Tax Reform Act
repealed this deduction but trimmed the marriage penalty by cut-
ting the number of tax brackets for everyone and lowering the tax
rates.

In 1993, Congress increased the number of tax brackets. But the
highest tax rate hit couples in the top bracket with an additional
marriage penalty of as much as $15,000 a year.

In 1995, Congress tried again to reduce the marriage penalty by
doubling the standard deduction married couples were allowed to
take on joint returns. But the bill was vetoed by President Bill Clin-
ton, who also rejected another Congressional attempt to cut the
marriage penalty in 1999.

The new tax law attempts to even the playing field, if only just
slightly.

THE NEw Law

Higher standard deduction

Married couples who file a joint return will be able to take a higher
standard deduction starting in 2005 (see Table 4.1).
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Table 4.1 Higher Standard Deduction

Married couples filing a joint return will be allowed
to take a standard deduction that’s the following

In the year: percentage of the deduction allowed for single returns:
2005 174%
2006 184%
2007 187%
2008 190%
2009+ 200%

WHAT You NEep To Know

Know when to take the standard deduction

A “standard deduction” is the amount the IRS gives you if you do
not itemize your deductions.

Deductions play a major role in calculating your taxable income.
To determine your taxable income, you first reduce your total gross
income by the adjustments the IRS allows. The result is your ad-
justed gross income (AGI).

Then the IRS gives you two choices:

m You either itemize your tax-deductible expenses, or

m You choose the standard deduction, which the government cre-
ated to even the playing field. The standard deduction is adjusted
annually to match the rate of inflation.

It’s worth itemizing your deductions only if they exceed the stan-
dard deduction.

While debating the new tax law in early 2001, the House wanted
to give married couples who file jointly a standard deduction that was
double the one for single taxpayers. The House wanted that bigger
standard to start in 2002. The Senate had no problem with the in-
crease but wanted to phase in the increase over a longer period of
time. Congress ultimately went along with the Senate’s extended
timetable.

While the new law does not roll back the clock to 1969, when
there was no marriage penalty, it boosts the standard deduction for
married couples beginning in 2005.
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The law brings relief to married taxpayers who have few or no
itemized deductions.

Don’t itemize until you’ve checked your state’s
rules first

Some states require that you itemize deductions on your state form
if you do so on your federal return. What’s wrong with that? State in-
come taxes are not deductible on most state returns.

Hence, itemizing deductions on your state form may produce a
number that’s lower in value than your state’s standard deduction.
In this case, you may have been better off taking the standard de-
duction on your federal return.

Know what deductions can be itemized

Here are the big deductions that you can itemize on your regular
tax return:

m Certain employee business expenses

m Qualified mortgage interest

m Unreimbursed medical and dental expenses in excess of 7.5% of
your AGI

Property taxes

Charitable contributions

Casualty and theft losses in excess of set thresholds

State income taxes

Investment interest

Create year-end deductions to lower your
tax bite

Make the following moves before year-end and include them as part
of your itemized deductions:

m Donate old clothes, appliances, and stereo equipment to a church
or charity.

Buy equipment or software that helps you invest.

Prepay your property taxes.

Accelerate the payment of state income-tax liability.

Contribute securities that have appreciated in value to a qualified
charity.
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Know how to calculate your federal
itemized deductions

If the total of your itemized deductions exceeds the standard deduc-
tion, you must complete and attach Schedule A, Itemized Deduc-
tions, to your Form 1040.

Q&A

Q. Is there a fast way to estimate whether it pays to itemize
or take the standard deduction?

A. There is no fast way except to sit down and work through an
estimate.

Q. When must I itemize my deductions, regardless of whether
the standard deduction is higher?
A. You have to itemize your deductions if you are:
m Married but filing separately and your spouse itemizes
m You are a nonresident alien
m You file a short-period return because of a change in your ac-
counting period

What is commonly overlooked when itemizing deductions?
Make sure you claim any payroll deductions that qualify as an
itemized deduction. Such payroll deductions include contribu-
tions to the United Way and any state unemployment or disabil-
ity taxes that are required to be withheld.

>0

THE SECOND CHANGE

The 15% income bracket for married couples filing jointly will ex-
pand starting in 2005.

Do You Qualify for This?

Yes. Everyone qualifies, including higher-income taxpayers because
part of their taxable income is taxed at the 15% rate.

BACKGROUND

The 15% tax bracket was the result of the 1986 Tax Reform Act, which
established just two income-tax rates—15% and 28%. The Act’s ob-
jective was to put in place a 15% income tax bracket for all low- and
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middle-income wage earners and a 28% bracket for wealthier peo-
ple. Just a year earlier, the lowest rate was 11% on taxable income up
to $3,000.

The rates took effect in 1988. Married couples filing jointly qual-
ified for the 15% rate if their taxable income did not exceed $29,750.
The top tax bracket of 28% was nice while it lasted—but it didn’t last
long. The top rate jumped in 1991 to 31% and again to 39.6% in 1993.

But the 15% rate remained in place and is still in effect—although
it’s no longer the lowest rate. The new 10% rate took effect in 2001.

Under the old law, single taxpayers paid only about 60% of the rate
that married couples who filed jointly did. The new law does not
create immediate relief for married taxpayers filing jointly but it does
widen the 15% bracket.

Both the House and Senate wanted to raise the income bracket
needed to qualify for the 15% rate for married couples filing jointly.
But the House wanted to phase in the increase over six years, start-
ing in 2004. The Senate wanted the increase phased in over five
years starting in 2005.

In the end, Congress decided to expand the 15% income bracket
to twice that of a single taxpayer. The phase in of this rate bracket
expansion begins in 2005 and is complete in 2008.

THE NEw Law

Higher 15% bracket. The top end of the 15% tax bracket will rise
for married couples filing jointly starting in 2005. The bracket’s ceil-
ing will continue to rise incrementally until 2008, when it will be
twice the level that affects single taxpayers.

Table 4.2 shows how the 15% tax bracket will expand for married
couples.

Table 4.2 Higher 15% Tax Bracket

The top end of the 15% bracket for married couples
filing a joint return will be the following percentage

In the year: of the rate bracket amount for single taxpayers:
2005 180%
2006 187 %
2007 193%

2008+ 200% (double)
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WHAT You NEep To Know

Remain below the rising maximum level

The best way for married couples to do this in 2004 is to defer
earned income until 2005, when the 15% bracket rises.

For example, if you are in this tax bracket and are an indepen-
dent consultant, ask to be paid in January 2005 so that more of your
earned income in 2004 falls into the 15% rate and is absorbed by the
higher bracket in 2005.

Q&A

Q. What will the 15% bracket’s ranges be in 2005?

A. By raising the income level for married couples filing jointly
starting in 2005, more dual-income households will qualify for
the 15% rate.

But it’s impossible to know now what the income bracket will
be because all income tax brackets are adjusted annually for in-
flation. We won’t be able to estimate its new range until late 2004.

Q. How can a recent college grad reduce income?

A. Even though most recent college graduates are single and won’t
qualify for the higher 15% bracket for married couples filing
jointly, there are ways they can continue to qualify for the 15%
bracket when they’re nearing the borderline:

m Deduct student loan interest
m Contribute to retirement plans such as a 401 (k) or deductible
IRA (A Roth IRA will not provide a current tax break)
Q. How can a retired married couple reduce income?
A. The goal clearly is to remain in the 15% bracket if you're mar-

ried and qualify for the expanded range in 2005. If you're retired
and your income puts you on the borderline, it may pay to limit
your retirement-plan withdrawals until the following year. By
doing so, you'll stay below the threshold for the 15% bracket.
This assumes, of course, that you already have other assets for
support.

Assuming you've met your plan’s annual minimum distribu-
tion requirement and you have sufficient income, deferring
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withdrawals from tax deferred retirement plans would reduce
current income and provide tax-deferred growth of the funds.

Another option would be for you to withdraw assets from a
Roth IRA. Withdrawals from a Roth IRA are not taxable if cer-
tain requirements are met.

Q. Does it pay to borrow money rather than take income if
I’ll be bumped into a higher tax bracket?

A. The answer depends on the savings you will achieve by defer-
ring the tax until the next year and the interest you will pay on
the borrowed funds.

Generally credit cards charge high interest rates. So it will
be very important to calculate your benefit before borrowing
money on your credit card.

As an alternative to borrowing money on your credit cards,
consider alternatives such as opening a line of credit with your
bank, which may provide you access to the funds at a lower cost
of borrowing. An equity loan might even give you a tax deduction
for any interest you pay.

THE THIRD CHANGE

Married and single taxpayers in the 15% tax bracket are eligible for
a larger earned income credit starting in 2002.

Do You Qualify for This?

Yes. If you are married and filing a joint return or are a single tax-
payer, and you are in the 10% or 15% tax bracket.

BACKGROUND

To ease the financial strain on low-income taxpayers, the government
allows married couples and single taxpayers in the 15% tax bracket
to claim an “earned income credit.”

This credit is refundable, which means the government sends
you a check if you qualify.
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The earned income credit was introduced in 1975 to help ease
the burden that low-income working parents faced when social se-
curity taxes were removed from their paychecks. It also was viewed
as a way to encourage low-income parents to work.

The amount a married couple receives varies depending on their
income and the number of children in their care.

In 2001, you qualify for the full earned income credit if your wages,
salaries, tips, and other employee compensation, plus net earn-
ings from self-employment, do not exceed these “earned income”
amounts:

m $10,020 (caring for two or more children)
m 57,140 (caring for one child)
m 54,760 (not caring for any children)

To qualify, the children in your care must be yours or descen-
dants of your children. This means you qualify if you are caring for
a grandchild. In addition, the children in your care must have lived
at your address for more than six months of the tax year. And under
the new law, beginning in 2002, the person can be a brother, sister,
step-brother, step-sister, or descendants of such relatives.

Because the purpose of the earned income credit is to help low-
income taxpayers, the credit declines as your earned income rises
above a specific level or drops below the levels mentioned above. It
is not available at all if your disqualified income (interest, dividends,
rent, capital gains, etc.) is more than $2,450 in 2001.

In 2001, your earned income credit starts to shrink if your earned
income:

m Exceeds $13,090, or falls below $10,020 (if you care for two or
more children), or falls below $7,140 (if you care for one child).
m Exceeds $5,950, or falls below $4,760 (if you have no children).

In 2001, you do not qualify for the credit if your earned income:

m Exceeds $32,121 and you take care of two or more children.
m Exceeds $28,281 and you take care of one child.
m Exceeds $10,710 and you don't take care of any children.

Under the new law, the income range used to start the phase out
and end the credit entirely will rise starting in 2002. This will make
it easier for low-income taxpayers to claim a larger credit, slightly
easing the marriage penalty.
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How is the earned income tax credit calculated?

Your earned income credit is determined by taking the rate that
applies in your child-care category and multiplying it by your joint
earned income amount.

Example: If you and your spouse have $10,000 in earned income
in 2001 and you care for one child, you'd multiply your earned
income amount ($7,140) by 34% (the established rate for
someone in your category) or $2,428.

You'll receive a credit for only $2,428. That's the maximum
allowable credit in this income and child-care category. There
would be no reduction since your income is below the threshold
phase out amount of $13,090.

THE NEw Law

Under the new law, the cutoff point for the full earned income credit
will increase by:

m $1,000 in 2002, 2003, and 2004
m $2,000 in 2005, 2006, and 2007
m $3,000 after 2007

Starting in 2009, the cutoff point will be adjusted annually for in-
flation.

This means that in 2002-2004, the size of your credit will start to
decline if your earned income:

m Exceeds $14,090 or falls below $10,020 if you care for two or
more children, or falls below $7,140 if you care for one child.
m Exceeds $6,950, or falls below $4,760 if you have no children.

WHAT You NEeD TO KNOW

Get a piece of the credit early—and in cash

Instead of waiting until April of the following year to file for the
earned income credit, you can receive it in advance.
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Ask the payroll department at your company whether you qual-
ify. You'll be asked to fill out a W-5 form. Then you’ll receive a piece
of the earned income credit owed in your check each pay period.

You must properly identify your children and their social security
numbers to receive the benefits. Otherwise the IRS will disallow the
earned income credit.

Q&A

Q. What can I do if it looks like my earned income is going
to reduce my credit?

A. To receive the full credit, your earned income cannot exceed a
set level based on the number of children in your care. If your
income is about to rise above that level, see if you can defer any
income until the following tax year.



Tax Credits for
Children

THE Bic NEws

m The tax credit for children rises in 2001.
m Adoption tax breaks start to rise in 2002.
m Dependent-care tax credit starts to rise in 2003.

THE FIRST CHANGE
The tax credit for children rises in 2001.

Do You Qualify for This?

Yes. If you care for one or more children under age 17 and your
adjusted gross income does not exceed certain thresholds.

BACKGROUND

The child tax credit was established as part of the Taxpayer Relief
Act of 1997, which included many features that benefited families.
These features were the government’s way of rewarding taxpayers
who were raising children.

The child credit should not be confused with the personal exemp-
tion, which allows you to reduce your adjusted gross income (AGI)
based on the number of people in your household. Think of the child
credit as a second tax break for families with kids.

77
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The credit was nonrefundable for most taxpayers—meaning you
didn’t get a check from the government. Instead, you are allowed to
reduce your tax liability by a specific amount for each child.

But the amount you can take as a credit gets tricky if you're in a
higher tax bracket. If your AGI exceeds certain levels, depending
on your marital status, the government no longer feels you need the
tax break and starts to reduce the size of the credit it offers you.

There are two major factors that determine the size of the credit
and whether you qualify for it:

m The first factor is the size of the credit itself. Under the old law,
taxpayers whose income met the standard for a full credit could
claim $500 for each child under age 17 in their care. Under the
new law, taxpayers who qualify for the full amount can claim S600
per child in 2001 and higher amounts in the years that follow.

m The second factor is your AGI and marital status. To qualify for the
full child credit, your AGI cannot exceed the level established for
your marital status.

Under the old and new law, the full credit starts to shrink when
your AGI rises above these thresholds:

m $110,000 for married couples filing jointly

m 575,000 for single head of households

m $55,000 for married couples filing separately
Once your AGI exceeds a certain point, yor child credit disap-

pears entirely and you are no longer qualified to claim one.

How does the child credit phase out? Your credit is reduced by
S50 for every $1,000 of AGI above your threshold. Clearly, how
much of the full credit you receive depends on the number of chil-
dren in your care as well as your AGI.

Example: You would not qualify for a child credit if you are
married filing jointly, have one child and an AGI of $123,000.
But if you have two children and the same AGI, you would qual-
ify for $550.

Under the old law, you had to have three or more children to
qualify for a refundable credit. There also were two ways to calcu-
late the amount, both of which were tricky and complex.

The government’s heart may have been in the right place when
it originally created the law’s child credits, but it missed the big pic-
ture. Instead of making life easier for low- and middle-income tax-
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payers by providing tax credits for children, the law actually made
it so difficult for these taxpayers to determine what they were owed
that most missed claiming the benefit entirely.

Under the new law, Congress made changes to the old law to
make the child tax credit more understandable. However, it will still
be difficult for lower-income taxpayers to comprehend the rules.

THE NEw Law

m The child tax credit rises to $600 in 2001 and increases over
the years to $1,000 by 2010 (see Table 5.1).

Table 5.1 The Full Credit for Each Child under Age 17

$600 in 2001-2004
$700 in 2005-2008
$800 in 2009
$1,000 in 2010+

You are no longer eligible for the full amount once your ad-
justed gross income (AGI) hits:

— $110,000 for married couples filing jointly
— $75,000 for single head of households
— 855,000 for married couples filing separately

As your AGI rises above the threshold, the amount you can
claim for each child starts to decline. Your credit is reduced
by $50 for every $1,000, or part thereof, of AGI that’s above the
threshold. Eventually, your AGI could hit a level that causes you
to lose the credit entirely.

Here is the range of AGI when your child credit starts to
shrink and when you are no longer eligible for it at all in 2001:
— Married filing jointly with one child: $110,000-$121,000
— Married filing jointly with two children: $110,000-8133,000
— Single head of household with one child: $75,000-S86,000
— Single head of household with two children: $75,000-$98,000
— Married couples filing separately with one child: $55,000-

$66,000
— Married couples filing separately with two children: $55,000-
$78,000
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Example: Table 5.2 shows the size of the child credit under
the new tax law if you're married filing jointly and you and
your spouse have one child.

m Part of the child credit is now refundable for all taxpayers.
In tax-talk, “refundable” means you can request the credit in the
form of a check rather than a tax break on your return.

— In 2001-2004, the child credit is refundable to the extent of
10% of the amount that your earned income exceeds $10,000.
Obviously the amount that’s refundable cannot exceed the
$600 credit per child—if you qualify for the full amount.

— In 2005 and beyond, the child credit is refundable to the ex-
tent of 15% of the amount that your earned income exceeds

Table 5.2 How the Child Credit Phases Out for Married
Couples Filing Jointly with One Child

Income up to: 2001-2004 2005-2008 2009 2010+
$110,000 $600 $700 $800 $1,000
111,000 550 650 750 950
112,000 500 600 700 900
113,000 450 550 650 850
114,000 400 500 600 800
115,000 350 450 550 750
116,000 300 400 500 700
117,000 250 350 450 650
118,000 200 300 400 600
119,000 150 250 350 550
120,000 100 200 300 500
121,000 50 150 250 450
122,000 0 100 200 400
123,000 50 150 350
124,000 0 100 300
125,000 50 250
126,000 0 200
127,000 150
128,000 100
129,000 50

130,000 0
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the $10,000 threshold. The $10,000 threshold is indexed for
inflation after 2001.

— Families with three or more children get a refundable credit
for the amount their social security taxes exceed their earned
income credit, if that’s more than the amount calculated on
the formula above.

WHAT You NEED TO KNOW

Calculate carefully if you qualify
for the child credit

The credit can significantly reduce your tax liability.

Example: A married couple who files jointly has an adjusted
gross income of $100,000 at the end of 2001. After calculating
their taxes, the couple determines that their taxes owed before
taking any credits is $10,000.

The couple has two children under age 17 living at home. So
they take the child credit for the two children, which is $1,200
($600 for each child). Their net tax liability now is just $8,800.

But wait. They also have a federal withholding of $9,500.
After they apply the withholding against their tax liability, their
refund is $700.

Defer income to the following year if necessary

Ideally, you want to do this in years when you expect your AGI to
rise to a level where you won'’t be eligible for the highest allowable
credit.

Don’t goof when applying for financial aid

Don’t include the nonrefundable portion of the credit as income
when filling out forms for a government grant or financial aid. Fed-
eral programs and federally sponsored programs do not count the
credit as part of your income.

Change your W-4 and put cash in your paycheck

If you anticipate that you'll be eligible for a child credit refund next
year, change your W-4 form now. Then you’ll get the refund in your
check rather than waiting until you file your income tax return.
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The payroll department at your job will give you a W-4 form and
instructions to revise your federal withholding. Ask for the full W-4
form, which has the worksheets, so you can make the proper
computations.

In a divorce, the credit depends on
income and care

In cases of divorce the couple needs to plan who will claim the child
credit. Obviously, both parents can’t claim it if they are filing sepa-
rate returns.

Under the new law, the credit becomes more valuable to the par-
ent who qualifies to claim the full amount.

But in some situations, income restrictions may mean that only
one spouse is eligible to claim it—provided that the eligible spouse
also is the parent caring for the child.

Example: A family with one child is divorcing. Larry is a sculp-
tor and has taxable income of $5,000 in 2001 and tax liability
of $0. So Larry would not be eligible for the nonrefundable
credit because of the tax liability limitation. He also would not
be eligible for the refundable portion because his income is not
over $10,000.

However, his former spouse, Leticia, has income of $75,000 in
2001 and a tax liability of $12,000. She also is caring for their child.
Hence, her refundable credit would be $600. Leticia has a tax liability
before the credit of $12,000, so she first would use the $600 credit to re-
duce her final tax liability. But if Leticia did not fully use the full $600
credit against her tax liability, she would be entitled to an actual re-
Sfund of the credit.

What is the law’s definition of a child?

You qualify for the child credit if the child . . .

m s related to you

m s a dependent, meaning you support the child financially

m Has not turned 17 during the tax year for which you're claiming
the credit

m s a citizen or resident of the United States.
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THE SECOND CHANGE
Adoption tax breaks increase in 2002.

Do You Qualify for This?

Yes. If you are married filing jointly or single, adopting an American
or foreign child, and your adjusted gross income does not exceed
$790,000 in 2002 and beyond.

BACKGROUND

Thanks to the Tax Payer Relief Act of 1997, couples today who
adopt receive two significant tax breaks. These tax breaks occur in
the year your adoption is finalized:

m A tax credit. In 2001 you can claim an adoption credit of $5,000
on the amount you spent during the adoption process. Under the
new law, the amount doubles.

m Employer-paid expenses are not considered earned in-
come. The government does not consider the adoption benefits of
up to $5,000 that you receive from an employer as earned income.
You're allowed to claim both of these tax breaks for the same

adoption—Dbut not for the same specific expense. So, you can claim

the tax credit for the amount paid to the adoption service and ex-
clude from your tax return the payment received from your employer
for the child’s medical exam.

Like most other tax credits and exclusions, both of these have
AGI thresholds. The benefits start to decline once your AGI rises
above a set threshold and disappear entirely when your AGI hits a
maximum level.

THE NEw Law

m Higher adoption tax credit. The top amount you can claim as
a credit in 2002 rises to $10,000.

m Higher employer-benefit exclusion. In 2002, the top amount
you can exclude from your earned income rises to $10,000 per
adopted child.

Your credit and income exclusion in 2002 and thereafter will start
to decline once your AGI reaches $150,000 and will disappear
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completely when your AGI hits $190,000. That’s for married cou-
ples filing jointly and single taxpayers.

Cost of living adjustments will be made to the income threshold
and the $10,000 limitation each year.

If you're married filing separately, there are special rules that will
apply in order to qualify. Ask your tax planner about these rules.

WHAT You NEep To KNnOow

Adoptions of special-needs children are
treated as any other adoption

The adoption of special-needs children no longer receives a higher
credit. They are treated like any other adoption—and all receive
the same higher new benefits under the new law. However, after
2002, a $10,000 credit will be allowed for special-needs adoptions re-
gardless of whether you actually have adoption expenses.

Money spent in earlier years is eligible
for the credit

Expenses and benefits that are paid or incurred prior to the tax
year in which your adoption is finalized still qualify for the credit.

All employer expenses count

The $10,000 limit for qualified expenses includes all employer ex-
penses or benefits during the time period needed to complete the
adoption.

Q&A

Q. How can I reduce the financial stress of adoption?

A. The average private adoption today costs anywhere from $4,000
to $30,000. Here are strategies that can help you get started on
the road to adoption and limit the stress.

1. Know your adoption options. There are three major

ways to adopt. Each has different pros and cons to consider:
m Agency adoption. Your name goes on a waiting list until an ap-
propriate child is selected for you—or you are selected by a
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birth parent. You're likely to receive an extensive medical his-
tory of the birth parents and child.

Private/independent adoption. You or your attorney locates a
pregnant birth mother by placing an ad or by using other out-
reach methods. Your attorney handles the legal and practical
aspects of the adoption plan.

International/overseas. You hire a U.S. agency, which contacts
an overseas agency to select a child. You need Immigration and
Naturalization Service approval for the child’s visa. You'll also
have to travel to the child’s country for a one- to four-week stay
to complete the necessary legalities.

2. Protect yourself against high prices. Get all agency
fees and attorney fees in writing first. And make sure your at-
torney is a member of the American Academy of Adoption At-
torneys or your state’s association of adoption lawyers. He or
she should have several years experience and should have
done at least 100 successful adoptions.

3. Anticipate paying for a “home study.” Whether you
use an agency or a lawyer, you are required to present a state
court with a written evaluation of you and your family. This eval-
uation is called a “home study.”

How it works: A state-licensed social worker visits your
home to discuss your health and social background,
your finances, parenting styles, and feelings about adop-
tion. The visit costs $750 to $1,200 and often is included
in an agency’s fee.

4. See if your health benefits cover child exams.
Check your health insurance policy for your prospective child’s
coverage. If you are adopting overseas, visit the child in person if
possible. What constitutes a healthy or stable child in a Third
World country may be very different from U.S. standards. Obtain
as much medical information as possible as well as a video of the
child. Also, have a skilled physician review the information.

5. Purchase adoption insurance. Coverage cushions
your financial loss if the adoption falls through. Such insurance
is important if the birth mother has no medical coverage. Cov-
erage is also key if your expenses for the mother’s care will ex-
ceed $5,000.
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6. Consider an adoption loan. Inquire about adoption
loans at larger banks.

7. Claim the credit on your federal income tax re-
turn. Starting in 2002, you can claim up to $10,000 in travel,
legal, or agency expenses associated with each adopted child in
the year the adoption is finalized. In 2001, the limit is $5,000.

8. Ask your company about its benefits. Many com-
panies now offer pre-adoption counseling, resources, and reim-
bursement for expenses. Under the new law, the top amount
you can exclude from your earned income in 2002 is $10,000
per adopted child.

THE THIRD CHANGE

The dependent-care tax credit rises in 2003.

Do You Qualify for This?

Yes. If you pay someone to care for a child under age 13 or to
care for an incapacitated adult dependent.

BACKGROUND

If you pay someone to take care of your child, you are eligible to take
a credit for the cost—assuming the expenses are qualified, your de-
pendent is qualified, and you have earned income. The credit is
nonrefundable, meaning it comes in the form of a tax break, not a
government check. The credit is usually only available if the care is
necessary for you to be able to work.

How the credit is calculated

The annual expenses you pay the care-provider is multiplied by the
percentage allowed by law. The current top amount you can claim is
capped at $2,400 if the person you hired cares for one dependent, and
is capped at $4,800 if that person cares for two or more dependents.
Under the old law, if your adjusted gross income (AGI) was
$10,000 or less, the care-provider credit equaled 30% of employ-
ment-related expenses. If your AGI was higher than $10,000, the
30% credit rate dropped by one percentage point for each $2,000 in
AGI over $10,000. The lowest the percentage could drop was 20%.
The new law raises the levels across the board.



TAX CREDITS FOR CHILDREN 87

THE NEw Law

Higher percentage of expenses. Starting in 2003, the maximum
percentage of employment-related expenses that can be claimed as
a credit rises to 35%.

Higher level of expenses. The top amount of eligible employment-
related expenses jumps to $3,000 for one child and $6,000 if there are
two or more children in the person’s care. As a result, the maximum
credit is $1,050 for one child and $2,100 for two or more children.

Higher AGI threshold. You're eligible for the full credit if your ad-
justed gross income (AGI) does not exceed $15,000.

Once your AGI exceeds $15,000, the 35% rate starts to drop by
one percentage point for each $2,000 in AGI over the threshold.

If your AGI exceeds $43,000, you qualify for the credit but the
credit percentage used for the calculation is capped at 20%. That
means you’ll only receive part of the credit.

WHAT You NEED TO KNOW

You only get a credit if the IRS gets a W-2

To claim the credit, you have to give the person you're paying to
care for dependents a copy of Form W-2 to report their wages.

If you are married, there’s a caich

If you're married, both you and your spouse need to have earned
income in order to qualify for the credit. The AGI restriction applies
to the spouse with the lowest income. So employment-related ex-
penses claimed for this purpose cannot exceed the earned income
of the spouse who earned less.

Q&A

Q. ’'m divorced but we share the cost of a care provider.
Who gets the credit?

A. In the case of divorce, the credit is given to the parent who has
custody for a greater portion of the calendar year, regardless of
financial support.
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>0

. Does a day-care center qualify as a care-provider?

Yes, expenses incurred for daycare would qualify for the credit,

assuming the other requirements of the dependent-care credit
are met.



IRAs

THE Bic NEws

m Higher annual IRA contributions start in 2002.
m Special catch-up rules for taxpayers age 50 or older start in 2002.
m New tax credit for IRA contributions starts in 2002.

THE FIRST CHANGE
Higher annual IRA contributions start in 2002.

Do You Qualify for This?

Yes. Anyone who has earned income qualifies for an IRA and the
new, higher annual contribution levels.

BACKGROUND

The Individual Retirement Account (IRA) may be the single largest
asset you own. Ifitisn’t the largest one now, it probably will be soon.

If you're like most people, you've been making annual contribu-
tions for more than 20 years. You also probably transferred 401 (k)
and pension assets from former employers into a Rollover IRA. And
in the coming years, the new tax law will allow you to make higher

89
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annual contributions. Assuming the stock market cooperates, the
value of your IRA assets will likely rise considerably over time.

That’s why you need to be absolutely sure you understand the
basic rules that govern IRAs, how the new tax law affects those
rules, and how to make the most of them.

How IRAs work:

There are two types of individual retirement accounts for retire-
ment savings—the Traditional IRA and the Roth IRA.

You open a Traditional IRA and Roth IRA at a qualified financial
institution, such as a bank, brokerage, insurance company, etc. Once
you’ve made a deposit in an IRA account, you generally can invest
in stocks, bonds, and virtually any other security offered through
your IRA’s custodian. You decide how to allocate your money.

You also can trade securities in your IRA as often as you wish with-
out having to pay taxes on the gains. The only rule is that the assets
must remain in the IRA or be transferred to another IRA to avoid cap-
ital gains taxes.

In addition you can hold several IRA accounts at different financial
institutions and contribute as little as you wish monthly—although
some institutions may require you to invest a higher initial amount.

About 60% of taxpayers who own an IRA contribute the maximum
the law allows each year, and the percentage of employees who are
covered by any retirement plan is about the same as it was in the mid-
1970s. As a result, the IRA plays a critical role in helping individuals
save for retirement. Its assets over time will likely grow to make up
a large slice of your overall investment pie.

Prior to the new tax law, the maximum annual contribution al-
lowed was $2,000. Starting next year, the maximum contribution lev-
els will rise.

THE Two TYPES

Now that you know how the IRA works, let’s look more closely at
the details of two types of IRAs for retirement savings—the Tradi-
tional IRA and the Roth IRA.

The Traditional IRA. In the early 1980s, everyone could take a
tax deduction for contributing to an IRA. But five years later, the
Tax Reform Act of 1986 set limitations on who could take a tax de-
duction for making a contribution.
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The deduction rule today: If you participate in a company
retirement plan, such as a 401(k), you cannot deduct your IRA
contribution on your 2001 tax return if your adjusted gross in-
come (AGI) exceeds $63,000 (married filing jointly) or $43,000
(single).

The full IRA deduction starts to shrink once your AGI ex-
ceeds $53,000 (married) or $33,000 (single).

But if your company does not offer a retirement plan or you
choose not to participate in it for whatever reason, the IRS con-
siders your IRA your retirement plan. As a result, it lets you
deduct the maximum annual contribution.

You generally cannot start withdrawing contributions from a Tra-
ditional IRA until you turn age 59% without paying a 10% penalty.
Starting at age 59%, withdrawals are taxed as regular income.

Then, beginning at age 70%, you no longer can make contribu-
tions to your Traditional IRA. You also must begin withdrawing from
your Traditional IRA no later than April 1 of the year following the
one in which you turn 70%.

All of the assets in your Traditional IRA are allowed to compound
tax-free. That’s a powerful feature.

Example: John and Jane each have $2,000 to save for retire-
ment. John invests his money in a taxable account. Jane in-
vests the same amount in the exact same investment and at
the exact same time as John. But she invests through a Tradi-
tional IRA.

After 25 years, assuming the investment returned 10% a
year, taxes were 25% on the annual returns, and both John
and Jane left their investments alone and never added an-
other dime, John would have $12,200 in his taxable account
while Jane would have $21,700—or $9,500 more in her tax
deferred account than John.

When you start to withdraw assets from your Traditional IRA, they
will be taxed as income. But the tax bite will likely be lower than it
would have been when you were working. That’s because when you
retire, you’'ll likely be in a lower tax bracket than you were when you
were holding down a job and making contributions.
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The Roth IRA was created by the Taxpayer Relief Act of 1997.
There are several big differences between a Roth IRA and a Tradi-
tional IRA. Unlike the Traditional IRA:

m There are no taxes when you withdraw assets at age 59%. Roth
IRA assets can be withdrawn tax-free starting at age 59%—if
you've held the account for at least five years.

m You can withdraw assets sooner for special reasons. You can
withdraw assets tax-free at an earlier age if you are disabled or
are buying a first-time home and need the money. The maximum
amount you can withdraw tax-free in the case of a home is $10,000
over the course of your lifetime.

m You can leave the assets in there until you die. You don’t have to
withdraw assets from a Roth IRA after you turn 70%. You can
leave the assets in the account to compound tax-free until you
die.

m But—there is no tax deduction for making Roth IRA contribu-
tions. There is a tax deduction for Traditional IRA contributions,

if you qualify.

Who is eligible to make the full Roth IRA contribution?

m Only married taxpayers filing jointly whose adjusted gross income
(AGI) does not exceed $150,000 and single taxpayers whose AGI
does not exceed $95,000.

m As your AGI rises above those levels, the amount you can con-
tribute starts to decline.

m You cannot contribute to a Roth IRA at all if you're married filing
jointly and your AGI exceeds $160,000 or if you're single and
your AGI exceeds $110,000. If you’re married filing separately,
you're out of luck. You can’t contribute to a Roth IRA at all.

Anyone who qualifies can own a Traditional IRA and a Roth IRA.
But your total IRA contribution for the year cannot exceed the max-
imum annual contribution level.

Example: In 2001, the maximum annual contribution to an
IRA is $2,000. If you own a Traditional IRA and a Roth IRA, you
can contribute $800 to the Traditional IRA and $1,200 to the
Roth IRA.
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THE New Law

Higher contributions. Starting in 2002, the maximum annual con-
tribution to a Traditional IRA and Roth IRA will rise to $3,000 from
the current $2,000 level. This level will rise again in 2005 and in
2008, after which it will be adjusted annually for inflation (see Table
6.1).

Table 6.1 Maximum Annual Contribution to an IRA

2001 2002 2003 2004 2005 2006 2007 2008+
$2,000 $3,000 $3,000 $3,000 $4,000 $4,000 $4,000 $5,000

Higher deduction threshold. The Traditional IRA deduction
threshold also will rise in future years. As your adjusted gross in-
come (AGI) increases, your eligibility for the full deduction de-
clines—until you hit a point where you are not longer qualified to
take any deduction.

Table 6.2 shows the AGI levels at which your deduction starts to
drop and the point at which you are no longer eligible for it.

WHAT You NEep To Know

Invest $5,000 in Janvary 2002

If you neglect to make the $2,000 maximum IRA contribution in 2001,
you have until April 15, 2002, to do so. While you’re at it, write out an-
other check in January 2002 for $3,000—the maximum IRA contri-
bution allowed in that year. As a result, your $5,000 investment will
start compounding tax-free much sooner.

Don’t think you’ll have the money?
Try setting aside $38 a day between December 1 and April 11, 2002.
There are 132 days between these dates (132 x $38 = $5,016). On

Friday, April 12, make the contributions in two separate payments
($2,000 for 2001 and $3,000 for 2002). If you qualify to take the de-
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duction, be sure to factor that into your taxes in advance rather than
waiting until April 12. Tax returns are due Monday, April 15, 2002.

If you can’t save $38 a day, how about
$15.16 a day?

That will produce $2,000 by April 11, enough for your 2001
contribution—and a tax deduction if you qualify.

Shift old 401 (k) assets into a Rollover IRA

Whenever you leave a job, you are no longer allowed to make con-
tributions to the company’s 401 (k) plan. Your assets can still grow
tax-deferred, but you can’t add to them.

So, no matter how good the old 401 (k) plan is, it almost always
pays to transfer your assets into a Rollover IRA. That’s because a
401 (k) is limited by its investment choices. In a Rollover IRA, your
investment choices are unlimited.

Word to the wise: Be sure the assets you're transferring into
a Rollover IRA are placed in that account. If the custodian of
your Rollover IRA makes a clerical error and accidentally puts
the assets into a taxable account, you will owe taxes and a 10%
penalty if the mistake isnt corrected within 60 days.

Under the new law, if your employer allows it, you can roll over
your Traditional IRA into your employer’s 401 (k) plan. Why would
someone do that? If the 401 (k) plan offers an asset mix that has pro-
duced desirable returns for you over the long-term, you may want
to roll over Traditional IRA assets.

Max out your 401 (k)—and your IRA

Many people who own a 401(k) don’t bother investing in an IRA.
They assume that their annual 401 (k) investment is sufficient. They
also insist that they don’t have the extra money to make an IRA
contribution.

Here’s how to make the maximum contribution to both accounts:
Calculate how much you’ll need to contribute to your 401(k) each
month to max out in September 2002. The maximum 401 (k) contri-
bution level is $11,000 in 2002, up from $10,500 in 2001.
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Once you've maxed out your 401(k), continue to have the same
amount withdrawn and automatically deposited into an IRA ac-
count. You'll max out your IRA by December. The top contribution
level for an IRA in 2002 is $3,000 ($3,500 if you're age 50 or older, but
more about that later).

By using this strategy, you'll never miss the money coming out of
your paycheck because you will have already adjusted to your net
income by then.

Example: Olivia's annual gross income is $150,000. Her gross
pay is $12,500 a month. If she contributes 7.33% of her an-
nual salary—or $916.25 a month—to her 401(k) in 2002, she
will max out by the end of the year.

But if she contributes a little more each month—$1,222 (or
9.78% of her gross pay)—she will reach the $11,000 limit in
September. Then she can have roughly the same amount—
$1,000—automatically deposited each month into her nonde-
ductible IRA for the remaining three months of the year. The
result? Olivia maxed out her 401(k) and her IRA in 2002 with-
out feeling a cash crunch.

And Olivia will be glad she used that strategy thanks to the IRA’s
tax-shelter feature. Look at the comparison between someone who
contributes to an IRA and someone who saves the same amount in
a taxable account (see Table 6.3). This example assumes that
$3,000 was contributed each year for 20 years, a 35% marginal tax
rate and a pre-tax ordinary return of 8%.

It also assumes that the entire IRA is paid out in a single amount
in the last year. If distributions from the IRA are deferred it would
be even more valuable.

Table 6.3 IRA Growth v. Taxable Account

Post-tax balance after IRA Taxable account
20 years $117,375 $106,589
30 years 229,066 176,958

40 years 470,198 293,784
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How to take early IRA withdrawals—penalty-free

There is a way to avoid the 10% penalty for withdrawing IRA assets
before age 59%2. You simply ask to take an annuity in “substantially
equal payments.” The annual payments are computed based on
the life expectancy of someone your current age.

The IRS lets you make withdrawals this way because it views
them as annuity payments—your money returned to you little by
little. You still have to pay income tax on the annual withdrawal.
But there’s no penalty. The money that remains in your IRA contin-
ues to enjoy tax-deferred status. And you can continue to make the
maximum allowable IRA contribution—although you’d probably
make the contribution to a different IRA.

Warning: Keep in mind that it's unwise to withdraw assets early
from your IRA for frivolous reasons. The amount you remove will
no longer grow tax-free. Such an annuity withdrawal plan makes
sense only if you retire early and need the assets to bridge the
gap between your retirement date and the date that you are able
to receive social security or other retirement benefits.

If you still want to withdraw assets this way, here are the rules:
m You can take an annuity only from a Traditional IRA.
m You can take an annuity from just one Traditional IRA and leave
your other IRAs untouched.
m You must complete a form supplied by your IRA custodian.
m Your annual withdrawal will be based on three different methods:
— Life expectancy method. The account balance is divided by
your life expectancy, based on IRS tables.

— Amortization. It uses life expectancy, the account balance,
and interest rates established by the IRS.

— Annuity factor. It uses a formula similar to an annuity to deter-
mine your payout.

m The withdrawn assets will be taxed as income on that year’s tax
return. So before you go forward, have your tax planner be sure
such a withdrawal won't trigger the alternative minimum tax, a
separate set of tax rules that offer far fewer deductions and ex-
emptions than the regular tax rules.

(continued)
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m You must take the withdrawal payments from your IRA based on
the schedule until you turn 59'% or for five years, whichever pe-
riod is longer.

® An IRA annuity is not reversible. You must take the payments for
five years or until age 59'2. Otherwise you face a penalty. Of
course, what you decide to do with the assets is up to you.

m If you withdraw more than the required annual amount, you will
owe a penalty on all of your withdrawals up to that date.
Before you agree to an IRA annuity payment plan, have your tax

planner review the forms and the statement that accompanies the
first payment. A mistake made by your IRA custodian is your respon-
sibility. Mistakes can be costly in terms of taxes and penalties if they
are not reversed immediately and explained to the IRS. In addition,
be aware that withdrawing assets under the annuity plan will erode
one of your most valuable retirement savings opportunities.

Name your spouse as the beneficiary
of your IRA

Your IRA will pass to your spouse when you die, thus avoiding es-
tate tax. And under the new estate tax rules, the amount you can
pass to heirs estate-tax-free rises each year starting in 2002. So the
IRA assets may escape estate tax entirely in the future when the as-
sets pass to heirs.

Another option for your IRA assets is a Qualified Terminable In-
terest Property (QTIP) trust. This trust can handle the lifetime fi-
nancial needs of your spouse and pass the amount your spouse
didn’t use on to your heirs when your spouse dies. This trust comes
in handy when you've remarried and you want to ensure that your
IRA passes to the children of your first marriage.
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Choose the right mandatory payout method

When you turn age 70%, you must begin withdrawing assets from
aTraditional IRA. How do you determine the minimum amount you
must withdraw?

You have two choices. The first choice is based on the life ex-
pectancy of you and your spouse if your spouse is more than 10
years younger than you. The second is based on your life ex-
pectancy and hypothetical beneficiary. Ask your tax planner or the
custodian of your Traditional IRA for details.

In most other cases, it’s best to use the “joint life expectancy”
method, which requires the lowest withdrawals each year.

Q&A

Q. Which type of IRA should I invest in?

A. Ifyou qualify for a Roth IRA, go for it. You will have more years
of tax-free compounding, since you don’t have to withdraw the
money—ever. You also will be able to make contributions after
age 70% if you wish. And all of your withdrawals after age 59%
will be tax-free. You also can pass along a Roth IRA income-
tax-free to your heirs. The same can’t be said for a Traditional
IRA. The rules are a bit more complicated.

Can I convert my Traditional IRA to a Roth IRA?

Yes, if your adjusted gross income (AGI) does not exceed $100,000
(married or single taxpayers). Simply call the custodian of your
Traditional IRA and ask what papers you need to complete to
have the assets moved into a Roth IRA. You can even reverse the
conversion without penalty up until October 15 of the year after
the year in which the conversion took place.

Why would you want to undo the conversion? Because you
may have been near the $100,000 cut-off point when you made
the conversion but exceeded it once you computed your taxes
at the end of the year. Or the market value of your Roth IRA
may have decreased dramatically.

>0

Are there any tax drawbacks related to converting?
Yes. The market value of the assets you move from a Traditional
IRA to a Roth IRA (minus your nondeductible contributions)

=
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are considered taxable income. In addition, the value of the as-
sets you convert may fall rapidly in value soon afterward.

What can you do in both situations? You can ask the Roth
IRA custodian to undo the conversion, returning your Roth IRA
to its original Traditional IRA status.

. What if my AGI rises after the conversion?

Remember, if you make the conversion and your AGI rises

above the $100,000 limit that same year, you'll be charged an

early withdrawal penalty of 10% and a 6% excess contribution
penalty for the time your ineligible assets sat in the Roth IRA, in
addition to the income tax.

The following are rules of thumb that apply:

m If you plan to convert, ask your tax planner to run the num-
bers to see how the move will affect your tax bill. Make sure
he or she takes into consideration surprise year-end mutual
fund distributions, which can bump up your AGI.

m Ifyou have already converted, ask your planner in January to
see if any tax problems were created and whether it pays to
undo the conversion before filing your federal return.

. Are there strategies for minimizing a conversion’s tax hit?

Yes. When you convert a Traditional IRA to a Roth IRA, you will
owe income tax on the market value of the assets. If your Tradi-
tional IRA assets are invested in stocks at the time of conver-
sion and your portfolio has declined with the stock market, you
will owe less tax. That’s because the value of your portfolio is
lower.

When the stock market bounces back and the value of your
newly converted assets increase in the Roth IRA, you won’t owe
a dime in income tax—nor will you owe tax when you withdraw
the amount under the Roth IRA rules starting at age 59%.

Example: Let's say your adjusted gross income in 2001 is
$80,000. So you qualify to convert a Traditional IRA to a
Roth IRA. And let’s say that your Traditional IRA is invested
in stocks and the portfolio is now worth $250,000.

If you are in the 40% cumulative tax bracket—meaning
federal, state, and local taxes combined—you will owe
$100,000 in additional tax this year if you converted im-
mediately. But you decided to wait, and the stock market
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declined again. By December 2001, the value of your Tra-
ditional IRA portfolio slipped to $185,000. If you converted
in December, you would owe $74,000 after a conversion
instead of $100,000 had you converted earlier.

What if my company offers a 401(k) but I don’t participate?
You can deduct your Traditional IRA contribution for the year
if you didn’t participate in a 401(k). But not participating in
a 401(k) that’s available to you is almost always a bad move.
Your 401 (k)contributions are made on a pre-tax basis. That
means they are removed before they are counted as part of
your gross income, thereby lowering your possible tax liability.

But that’s not all. The maximum contribution levels for a
401 (k) are higher in future years and higher than IRA levels, al-
lowing more of your money to compound tax-deferred over time.

The only situation in which you should consider investing
outside of a 401 (k) is when the investment options in the plan
are so bad that your money would be at risk. But even in such
a situation, complaining about the plan to your company’s ben-
efits department might cause a review and action.

. What types of investments are ideal for an IRA?

The IRS ignores investment gains in an IRA. That makes a Tra-
ditional IRA and Roth IRA ideal for investments you plan to sell
once they reach target prices or if you rebalance your portfolio.
However, a Roth IRA is more ideal for growth investments,
since they can remain tax-sheltered forever. Remember, with-
drawals from a Traditional IRA are taxed as regular income.
Withdrawals from a Roth IRA are not taxed at all, and you can
keep the assets in there for as long as you wish.

Can I open an IRA for my child?

Yes, if your child has earned income for the year. You even can
give your child a gift up to the amount of his or her earned in-
come, not to exceed $2,000 this year, for the specific purpose of
opening an IRA. Or you can contribute to your child’s existing
IRA. In 2002, under the new law, you can give up to $3,000.

Which type is best for a child?
Ideally, your children should open a Roth IRA. Their AGI is prob-
ably low enough to qualify. As your children age and their AGI
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rises and prohibits them from contributing to a Roth IRA, they’ll
still have their old Roth IRAs and all of the benefits that go with
them.

How is a Traditional IRA deduction han