


WAYS TO HAVE A TAX-FREE ROLLOVER

hen rollovers are discussed, it is generally assumed the

rollover is from a qualified employer plan to an IRA or

from an IRA to an IRA.The IRA is generally assumed to
be the ending depository of the funds. That is because, before the 2001
Tax Act, IRA accounts generally could not be rolled over from an IRA
into a qualified plan, such as a 401(k) qualified retirement plan, a 403(a)
annuity plan, a 403(b) tax-sheltered annuity, or a 457 government plan. It
is now allowed and can provide some interesting planning opportunities.
However, there is a possible fly-in-the-ointment. Qualified plans are not
required by law to accept funds from IR A accounts, so you first need to
check with the plan administrator to see if your plan will accept IRA
funds before attempting any of the strategies outlined below. The
rollovers are also limited to the taxable portion of the IRA, thus the
nondeductible portion of the contributions cannot be rolled into a

qualified plan.

Early Retirement — Generally, except for some special exceptions, if a
taxpayer withdraws funds from an IRA account before reaching the age
of 5912, the withdrawal is subject to a 10% early withdrawal penalty

(in addition to normal tax). However, a withdrawal from a qualified plan
made after age 55, accompanied by separation from employment service,
is exempt from the penalty. Thus, the funds can be withdrawn 4% years
earlier without incurring the 10% penalty. Although penalty-free early
retirement withdrawals are available from IR As, they include some
withdrawal limitations that do not apply to the age 55 exception, which

provides more flexibility.

Nondeductible IRA Contributions — As we mentioned earlier, the
portion of a Traditional IRA that represents nondeductible IRA
contributions (and which are nontaxable) cannot be rolled into a
qualified plan. And, if distributions were taken from an IR A that includes
nondeductible contributions, you don'’t receive the nontaxable portion
first. Instead, any distribution is prorated on the basis of the deductible

and the nondeductible portions.

‘We can, however, take the entire nondeductible contribution out of

the IR A virtually tax-free and penalty-free if we roll over the taxable
portions (the law precludes a taxpayer from rolling the nondeductible
portion) of the IRA into a qualified plan, leaving only the nondeductible
portion in the Traditional IRA. In addition, if a distribution includes
both taxable and nontaxable amounts, the amount rolled over is treated
as coming first from the taxable part of the distribution. Thus, when a
distribution is subsequently made from the IR A, all funds (except for
earnings after the rollover) are nontaxable and not subject to tax or the
10% penalty.

Roth Rollovers — Using the same scenario from the nondeductible
IR A above, if the taxpayer otherwise qualifies, he or she could (after the
waiting period described below) roll the nontaxable portion into a
Roth IRA with virtually no tax liability. Thus, the future earnings from
the Roth IRA would end up being tax-free and that portion of the

former IRA would pass to the beneficiary tax-free.

As with everything, there are some rollover rules. Generally, if a taxpayer
makes a tax-free rollover of any part of a distribution from a Traditional
IR A, he or she cannot, within a one-year period, make a tax-free
rollover of any later distribution from that same IR A.The taxpayer also
cannot make a tax-free rollover of any amount distributed, within the
same one-year period, from the IR A into that which he or she made
the tax-free rollover. The one-year waiting period can be avoided by
using Trustee-to-Trustee Transfers instead of a rollover. It accomplishes
the same objective, but because the taxpayer never had access to the
funds, it is not subject to the one-year waiting period required

between rollovers.

Please call this office so we can assist you in developing a plan to fit your

particular circumstances.

EXCLUDE HOME SALE GAIN
EVERY TWO YEARS

The tax code allows the home sale gain exclusion every two years,

provided the rules are followed.

Let’s assume you own a home, a second (vacation) home, and a rental
property. All of these properties have significantly appreciated in value
over the past few years. Now it’s time to cash in on the appreciation.
With careful planning, it is possible to apply the full home sale exclusion

on all three of the properties.

Here is how it works. The tax code allows you to exclude up to
$250,000 ($500,000 for married couples) of gain from the sale of your
primary residence if you have lived in it and owned it for two of the five
years immediately preceding the sale and you have not previously taken

a home sale exclusion within the two years immediately preceding the

sale. In addition, there is no limit on the number of times you can use

the exclusion as long as the requirements are met.

It makes sense to start off by selling the home you currently live in
because you probably already meet the two-out-of-five years ownership
and use tests. The next step would be to move into either the rental or
the second home and make it your primary residence. After you have
lived there for two full years and it has been over two years since the
previous home was sold, you can sell the property and take the home
sale exclusion again. The final step would be to occupy the third residence
and live there for the required amount of time. When that time is up,
you can sell it and take the third exclusion. This makes it possible for a
married couple to exclude as much as $1,500,000 of income in just over

four years if they follow the rules carefully and time the sales correctly.



The only catch is when the rental is sold. The tax code does not allow
you to use the exclusion to offset profit that is attributable to the
depreciation that you claimed on rental property during the time it was
rented. However, the home sale exclusion can be used to offset any other

gains from the rental up to the exclusion limits.

There is one final issue to consider. If any of the residences were acquired

though a tax-free exchange from another property, then the residence
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_ GIFTIN

requently, taxpayers think that gifts of cash, securities or other

assets they give to other individuals are tax-deductible and, in

turn, the gift recipient sometimes thinks income tax must be

paid on the gift received. Nothing is further from the truth.
To fully understand the ramifications of gifting, one needs to realize

that gift tax laws are interrelated with estate tax laws.

When a taxpayer dies, his or her gross estate (to the extent it exceeds
the excludable amount for the year) is subject to estate taxes. The
exclusion for taxpayers dying in 2006 through 2008 is $2 million. In
addition, there is an unlimited spousal deduction for married couples.
The amounts in excess of these exclusions are subject to inheritance
taxes as high as 46%. Naturally, individuals want to do whatever they
can to maximize the inheritance to their beneficiaries and limit the

amount of inheritance tax on the estate. Since giving away one’s assets

before they die reduces the individual’s gross estate, the government has

placed limits on gifts. In addition, if those gifts exceed the limit, they
are subject to gift tax that must be paid by the giver.

Gift Tax Exclusions — Certain gifts are excluded from the gift tax.

Annual Exclusion —This is the annual amount that an individual can
give to any number of recipients. This amount is adjusted for inflation,
and for 2006, it is $12,000. For example, a taxpayer with five children

can give $12,000 to each child in 2006 without any gift tax consequences.

The taxpayer cannot deduct the gifts, and the gifts are not taxable to

the recipients. Generally, for a gift to qualify for the annual exclusion, it

must be a gift of a “present interest.” That is, the recipient’s enjoyment

of the gift can't be postponed into the future. There is an exception to

the present interest rule where the recipient is a minor and the terms of

a trust provide that the income and property may be spent by or for
the minor before the minor reaches the age of 21 with the balance
going to the child at age 21.This allows parents to set assets aside for
future distribution to their children while taking advantage of the

annual exclusion in the year the trust is set up.

must be owned for a period of five years prior to its sale in order to

qualify for the exclusion.

Since situations may differ, we highly recommend that you consult with

this office prior to initiating such a plan.

ONSEFOUEN
TO THINK ABOUT

Lifetime Limit — In addition to the annual amounts, taxpayers can use a
portion of the federal estate tax exemption (it is actually in the form of
a credit) to offset an additional $1 million during their lifetime without
gift tax consequences. However, to the extent this credit is used against
a gift tax liability, it reduces the credit available for use against the federal
estate tax at the taxpayer’s death. For example, if an individual had,
before dying in 2006, taken advantage of the option and had given
away $1 million, the individual in effect had already used up $1 million
of his or her $2 million estate tax exemption. Thus, his or her estate in

excess of $1 million would be taxable.

Education & Medical Exclusion — In addition to the two dollar
limitation amounts listed above, there are two additional types of gifts

that can be excluded from the gift tax:

(1) Amounts paid by one individual on behalf of another individual
directly to a qualifying educational organization as tuition for that

other individual.

(2) Amounts paid by one individual on behalf of another individual
directly to a provider of medical care as payment for that medical

care. Payments for medical insurance qualify for this exclusion.

Gifts of Capital Assets — Sometimes a gift might be in the form
of securities, real estate, or other items that have appreciated in value. In
these situations, the gift value is the item’s fair market value at the time
of the gift. However, when the recipient of the gift sells that asset, he or
she will measure his or her gain from the giver’s tax basis. For example,
a parent gifts 100 shares of XYZ, Inc.(worth $9,000) to his or her
child. If the parent originally paid $5,000 for the shares and if the child
sold the shares for $9,000, the child (recipient) would be liable for the
tax on the $4,000 gain. In effect, the parent (giver) transferred the
taxable gain in the stock to the child. This can be beneficial from a tax

standpoint if the child is in a lower tax bracket than the parent.

Gift-Splitting by Married Taxpayers — If the gift-giver is
married and both spouses are in agreement, gifts to recipients made
during a year can be treated as split between the husband and wife,
even if the cash or property gift was made by only one of them. Thus,
by using this technique, a married couple can give $24,000 a year to

each recipient under the annual limitation discussed previously.

If you have additional questions or would like this office to assist you in

planning an appropriate gifting strategy, please give us a call.






