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Election Year Tax Talk: Deciphering the Terminology

This year's election chatter is
sure to include a healthy dose
of tax talk. To keep up, here
are five terms you should
know.

The "Bush tax cuts"

A number of major tax
changes were enacted in 2001
and 2003, including lower
federal income tax rates, special maximum
rates for long-term capital gains and qualifying
dividends, and increased standard deduction
amounts. While most of the provisions were
extended by legislation passed in late 2010,
these tax provisions are still commonly referred
to as the "Bush tax cuts" or the "Bush-era tax
cuts." With these provisions set to expire again
at year-end, much of the tax debate will center
around whether to extend the provisions
again--particularly whether to extend the
provisions for all taxpayers, or only to those
who make less than a certain amount (e.g.,
individuals with incomes under $200,000,
married couples with incomes under $250,000).

Alternative minimum tax (AMT)

The AMT is essentially a separate federal
income tax system with its own rates and rules.
If you're subject to the AMT, you have to
calculate your taxes twice--once under the
regular tax system and again under the AMT
system. Bush tax cuts expanding AMT
exemption amounts were extended only
through the end of 2011. This increases the
pressure to address AMT this year--failure to
extend AMT relief would result in an estimated
30 million or more individuals being affected by
the AMT in 2012. (Source: U.S. Congressional
Research Service. The Alternative Minimum
Tax for Individuals (RL30149; August 23,
2011), by Steven Maguire.)

The "Buffett rule"

On August 14, 2011, the New York Times
published an opinion piece written by Warren
Buffett, chairman and CEO of Berkshire
Hathaway (Warren E. Buffett, "Stop Coddling
the Super-Rich," New York Times, August 14,
2011). In the piece, Buffett essentially argued

that he and his "mega-rich friends" weren't
paying their fair share, noting that the rate at
which he paid taxes (total tax as a percentage
of taxable income) was lower than the other 20
people in his office. As Buffett points out, this is
partially attributable to the fact that the
ultra-wealthy typically receive a high proportion
of their income from long-term capital gains and
qualified dividends, which are currently taxed at
rates that are generally lower than the rates
that apply to wages and other ordinary income.
President Obama has articulated the "Buffett
rule" as the tenet that people making more than
$1 million annually should not pay a smaller
share of their income in taxes than middle-class
families pay. (Source: www.whitehouse.gov.)

Value added tax (VAT)

A value added tax (VAT) is a consumption tax,
like a sales tax. What distinguishes the VAT
from a straight national sales tax is the fact that
the VAT is assessed and collected at every
point in the chain of production, on the "value
added" at that step in the chain. Although a
VAT can be implemented in different ways,
here's one general approach: With a 10% VAT
in effect, a supplier who sells $100 of materials
to a manufacturer would pay $10 in VAT; the
manufacturer who, in turn, sells a finished
product to a retailer for $150 pays $5 in VAT
($150 sale price - $100 cost of materials,
multiplied by the VAT rate); the retailer sells the
product for $200, and pays an additional $5 in
VAT ($200 sale price - $150 cost, multiplied by
the VAT rate). Total VAT paid on the product is
$20, or 10% of the final sale price.

Flat tax

Simple in concept, a flat tax would apply a
single tax rate to individual income, or individual
wages only (i.e., excluding investment income).
A separate single rate might apply to
businesses. Depending on the specific
proposal, a base exemption may be allowed to
exclude low-income families from the tax, and
certain deductions may be allowed in
determining the amount subject to tax.
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The rules governing
inherited IRAs can be
complicated. If you inherit
an IRA from someone who
isn't your spouse, your
options are fairly limited. If
you inherit an IRA from your
spouse, you have many
more options.

Inheriting an IRA--What You Need to Know

The rules governing inherited IRAs can be
complicated. Here are the major issues to
consider.

Transferring inherited IRA assets

If you inherit a traditional or Roth IRA from
someone who isn't your spouse, your options
are fairly limited. You can't roll the proceeds
over to your own IRA, treat the IRA as your
own, or make any additional contributions to the
IRA. What you can do is transfer the assets to a
different IRA provider, as long as the
registration of the account continues to reflect
that the IRA is an inherited IRA, and not your
own.

If you inherit an IRA from your spouse,
however, you have additional options. You can
roll over all or part of the IRA proceeds to your
own IRA (or to a qualified plan). If you roll the
proceeds over to your own IRA (an existing
one, or one you establish just for this purpose)
the rules that apply to IRA owners, not
beneficiaries, will apply from that point on. If
you're the sole beneficiary, you can also
generally treat the inherited IRA as your own by
simply retitling the IRA in your name.

But you aren't required to assume ownership of
an IRA you inherit from your spouse. You can,
instead, continue to maintain the inherited IRA
as a beneficiary. You might want to do this if,
for example, you inherit a traditional IRA and
you'll need to use the funds before you turn
59, (distributions from inherited IRAs aren't
subject to the 10% early distribution penalty but
distributions from IRAs you own are subject to
the penalty, unless an exception applies).

A spouse beneficiary can also convert all or
part of an inherited traditional IRA to a Roth IRA
(you'll generally have to pay income tax on the
amount converted). This option is not available
to nonspouse beneficiaries.

Required minimum distributions

Nonspouse beneficiary: Federal law requires
that you begin taking distributions (called
required minimum distributions, or RMDs) from
an inherited IRA (traditional or Roth) after the
IRA owner dies.

Spouse beneficiary: If you roll the inherited IRA
over to your own IRA, or treat it as your own,
then the RMD rules apply to you the same way
they apply to any IRA owner--you'll generally
need to begin taking RMDs from a traditional
IRA after you turn 70%; no lifetime RMDs are
required at all from a Roth IRA. If you don't roll
the IRA assets over or treat the IRA as your
own, then the same rules described above for
nonspouse beneficiaries generally apply to you,
except that you can defer receiving distributions

until your spouse would have turned 70%.

Note: In both cases, if the IRA owner died after
turning 70% and didn't take a required
distribution for the year of death, you'll need to
make sure to take that distribution by
December 31 of the year of death in order to
avoid a 50% penalty.

Taxation of inherited Roth IRAs

Qualified distributions to a beneficiary from an
inherited Roth IRA are free from federal income
taxes. To be qualified, the distribution must be
made after a five-year holding period. The
five-year period begins on January 1 of the year
the deceased IRA owner first established any
Roth IRA, and ends after five full calendar
years. If you take a distribution from an
inherited Roth IRA before this five-year period
ends, any earnings you receive will be
nonqualified, and will be subject to federal
income taxes (earnings generally come out
last).

For example, you inherit a Roth IRA from your
father on January 1, 2013. Your father
established this IRA in June 2012. Your father
also established a separate Roth IRA, which
you did not inherit, in December 2008.
Distributions you receive from the Roth IRA will
be qualified, and tax free, because the five-year
holding period (January 1, 2008, to December
31, 2012) has been satisfied.

If you're a spouse beneficiary, and you roll the
inherited Roth IRA over to your own Roth IRA
or treat the inherited IRA as your own, then
you'll be eligible to take tax-free distributions
only after you reach age 59%, become
disabled, or have qualifying first-time
homebuyer expenses. You'll also need to
satisfy the five-year holding period, but a
special rule applies. The five-year period for all
of your Roth IRAs--including the inherited
IRA--will be deemed to have started on January
1 of the year either you or your spouse first
established any Roth IRA.

Speak to a financial professional if ...

¢ You're sharing the inherited IRA with other
beneficiaries. This can impact when and how
you must begin receiving RMDs from the IRA.

* You don't want or need the IRA funds. You
may be able to disclaim the IRA and have it
pass to another beneficiary. This must be
done in accordance with strict IRA rules.

« Any estate taxes were paid that are
attributable to the inherited IRA. You may be
entitled to an income tax deduction equal to
the estate taxes paid.
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For more information, visit
the Social Security website
at www.socialsecurity.gov or
call 800-772-1213.

How Much Do You Know about Social Security?

Social Security is in the news more and more,
as the first wave of baby boomers retire and
economic pressures on the program increase.
More than 90% of Americans are covered by
Social Security,* but how much do you know
about this important program?

How is Social Security funded?

Unlike many government programs, Social
Security is funded primarily through the
collection of payroll taxes. In 2010, 81.9% of
funding came from this source, with the rest
derived from interest earned on government
bonds held by Social Security trust funds and
income taxes paid on benefits.* That's why
Social Security is known as a "pay-as-you-go"
system. However, someone working and
paying Social Security taxes today is not
funding his or her own benefits, but is funding
the benefits of someone who is receiving them
now or in the near future--one of the reasons
why Social Security is facing a potential funding
shortfall. According to the Social Security
Administration (SSA), the number of retired
workers will double in less than 30 years, but
there will be fewer workers paying into the
system. And with life expectancies increasing,
benefits will be paid for a longer period.*

How are earnings reported to the SSA?

If you work for an employer, your employer will
send a copy of your W-2 form annually to the
SSA. If you're self-employed, the IRS will report
your earnings to the SSA annually after your
federal income tax return has been processed.

What benefits are available?

Although Social Security is known as a
retirement program, benefits are paid to people
of all ages, including surviving family members
and disabled individuals. In 2010, 5.7 million
people were awarded Social Security benefits.
Of those, 46% were retired workers, 36% were
survivors or spouses/children of retired or
disabled workers, and 18% were disabled
workers.*

How do you qualify for benefits?

As you work and pay payroll taxes, you earn
Social Security credits. Generally, you need to
work 10 years to earn enough credits to qualify
for retirement benefits--other benefits have
different requirements. Contact the SSA if you
have any questions about your benefit
entitlement.

Do most people apply for early
retirement benefits?

Yes. According to a report by the Government
Accounting Office (GAO), 43% of people take

early retirement benefits at age 62, while
almost 73% of people apply for benefits before
they reach full retirement age.**

How much more will you receive if you
delay applying for benefits?

For each year past your full retirement age you
delay receiving benefits, your Social Security
benefit will increase by a certain percentage
(8% for anyone who was born in 1943 or later).
For example, if your full retirement age is 66
and you delay receiving benefits until age 70,
your annual benefit will be 32% higher.

Can you receive benefits based on an
ex-spouse's record?

You may qualify for divorced spousal benefits if
you were married for at least 10 years, you
haven't remarried, you are age 62 or older, and
you don't qualify for a higher benefit based on
your own work record.

Do workers with lower earnings receive
more from Social Security?

A worker who has lower earnings will receive a
lower monthly benefit than someone with higher
earnings because benefits are based on
average lifetime earnings (the highest 35 years
of earnings are used in the calculation).
However, the Social Security benefit formula is
designed to ensure that workers with lower
earnings receive a greater percentage of their
preretirement earnings. For example, a worker
with relatively low earnings may receive a
benefit that is approximately 55% of his or her
preretirement earnings, while a worker with
relatively high earnings may receive a benefit
that is approximately 25% of his or her
earnings.***

Do you have to stop working to receive
Social Security retirement benefits?

No. As long as you've reached early retirement
age and meet eligibility requirements, you can
apply for Social Security benefits even if you
decide to continue working. However, if you're
younger than full retirement age and earn more
than a certain amount, your benefits will be
temporarily reduced (once you reach full
retirement age, your benefits will be increased
to account for the money that was withheld).

*Source: Fast Facts & Figures About Social
Security, 2011

**Source: GAO-11-400, Retirement Income,
June 2011, based on data compiled by the SSA
Office of the Chief Actuary

***Source: SSA Publication No. 05-10045,
2011
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credit score?

Most lenders use an
automated credit scoring
system to help determine your
creditworthiness. The higher
your credit score, the more creditworthy you
appear.

One of the factors built into credit scoring
systems is your credit card balance-to-limit ratio
(the amount of debt you owe compared to your
total credit limit for all cards). Lenders like to
see ratios indicating you're indebted for
balances approximating no more than 30% of
your total limit. Generally, if your
balance-to-limit ratio is higher than that, then
reducing your debt will improve your credit
score. But how you reduce your debt can make
a difference.

You may have heard that you should
consolidate several credit card balances on one
card with a low interest rate, then close the paid
(usually higher-rate) accounts. Doing so, the
claim goes, not only minimizes the risk that
you'll "dig the hole" of indebtedness

Can reducing my credit card debt actually lower my

even deeper, it also reduces your exposure to
identity theft through the fraudulent use of
inactive open lines of credit.

But if you do this, you could:

< Lower your total credit limit available without
lowering your total debt, thus raising your
balance-to-limit ratio--and potentially lowering
your credit score in the process

« Make your credit history appear shorter by
canceling accounts you have had open
longest--and a shorter credit history also may
lower your credit score

While it makes sense to transfer balances
subject to high interest rates to accounts with
lower rates (and then concentrate on paying
down what you owe), consider waiting to close
the paid accounts. Keeping them open may
actually improve your credit score by lowering
your balance-to-limit ratio (since you'll have the
same amount of debt, but a higher total credit
limit) while maintaining the longevity of your
credit history.

How can | tell if | have too much debt?

/
'F It may sound like a bad joke to

' say that you have too much

debt when you find you're

unable to borrow more, but

there is more truth than humor
in the flippancy.
In determining your ability to repay debt,
lenders will examine your debt-to-income ratio.
Calculating this ratio can involve a couple of
different variations. Your "debt service ratio"
compares your total monthly debt payments
(including your mortgage payment) to your
gross monthly income. Your "debt safety ratio"
compares your monthly consumer debt

payments (not including your mortgage) to your
take-home income.

You will generally qualify for a conventional
mortgage if your debt-to-income ratio (including
the potential mortgage payment) is 36% or less.
Federally guaranteed mortgage programs may
allow debt-to-income ratios of up to 41%. And
unsecured lenders (like credit card companies)
allow even higher debt-to-income ratios--and
then charge you higher interest rates to
compensate themselves for the potential risk
you represent to them.

To be on the safe side, however, your debt
service ratio should ideally be 25% or less and
should be no greater than 35%, while your debt
safety ratio shouldn't exceed 20% and should
preferably be 15% or less.

While it can be difficult to live in today's society
without incurring debt, it also can be difficult to
live with too much debt. Here are some warning
signs indicating that you may be too close to
the edge:

* You can't maintain an emergency fund to
cover 3 to 6 months of normal expenses

¢ You make only minimum monthly payments
on your consumer debt

« You're at or near your credit card limits

* You use credit cards to pay for things you
used to buy with cash (this may not be a
concern if you're paying off your credit cards
every month)

* You take cash advances against your credit
cards to pay other bills
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