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BUSINESS & TAX PLANNING IDEAS for OUR CLIENTS and FRIENDS
For College Costs, Plck Your Tax Example: Wayne Wallace spends $3,000

on his daughter’s college tuition and other
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Breaks ) For 30"009 Costs, | expenses in 2009. Therefore he qualifies for
~ _ 1 Pick Your Tax Breaks | an American opportunity tax credit of $2,250:
Many ;0111:86 start tgeir 2009-2010 acaffieﬂ“lc ! PP.1-2 ! $2,000 plus $250 (25% of $1,000). However,
year ugust—and many parents of col- T ‘ ' Wavne’ ; i ~
lege students start paying five-figure bills. f I"""'l'l““,gko“t ofa : XSZE;S ﬂf:ti e}lrzl O:,I,]ecsog: hlt:x mggngtymﬁ
fomattﬁlyi;most ;ainﬂl:; can use tax benefits | 5::'2‘_’3" | before taking this credit) is only $1,200 this
0 eir after-tax costs. j 2 | year. The American opportunity tax credit com-
If you use some Of the tax breaks for higher 1 Arq Target Date Funds | pletely offsets his tax liability, with $1,050 left
education, you can't use certain others. By | Off Target? ' over: the $2,250 tax credit for which he quali-
knowing the rules, you can get an idea of what | PP. 3-4 ' fies minus his $1,200 in tax savings. Wayne will
your actual costs will be, now or in future years. | , | receive a $900 refund (40% of $2,250) from the
RS : b @ | IRS. ,
American opportunity tax credit i | The American opportunity tax credit is
The Hope scholarsl}ip tax credit was 'created i | subject to a phaseout for taxpayers with modi-
by ’ch:;1 Ta:pl;layer REII:Ef Act of I?IZeinEth:n thii : ' fied adjusted gross income (MAGI) between
year, the American Recovery an vestment | ! $80,000 and $90,000 ($160,000 and $180,000
tAth ?{f 2009t (R;Cezl‘::—‘fy' t?ldt)hEﬁAmECﬁve'ﬂy teplaced | ! for married couples filing jointly).
e Hope tax wi e American oppot- !
tunity tax credit, which is available in 2009 | i Lifetime learnifig credit =
and 2010 (see CPA Client Bulletin, May 2009). : ! You can claim the American opportunity tax
z\;ig;);hg ne:lli gedit,ftarq););r;s who gay a: least ' e | credit only for expenses incurred in the first
; or on, fees, , and materials Know? i four years of post-high school education. In
for higher education can get a dollar-for-dollar E FICO credit scores, ; contrast, you may claim the lifetime learning
tax credit, saving $2,000 in tax. Above $2,000, | | developed by Fair Isasc i credit for any year of higher education, includ-
the tax credit is 25 cents on the dollar. When a | | Gorporation, range from 300 | | ;o o2 uate or professional education.
ta?cpayer reaches $4,009 of expenses, he or she 5 ::l?l ‘I lm:.: s In order to qualify for the American oppor-
will qualify for the maximum credit of $2,500. '| under 700. The national ' tunity tax credit, the student must be enrolled
This tax credit is per student. If you have ! median score is 723, ! at least half time. By comparison, you can take
a college freshman and senior this year, for s i a lifetime learning credit for any course of study
example, and you spend more than $4,000 for Source: myfico.com © that is designed to help you acquire or improve
each of them, you may be able to claim two f i job skills as long as you pay the fees to an
$2,500 American opportunity tax credits, for a 1 accredited school.
total tax savings of $5,000. : - i The lifetime learning credit is 20 cents on
In addition, the American opportunity tax i C P A [ the dollar. Therefore, if you spend at least
credit is refundable, up to 40% of the amount ' ) + $10,000 for tuition and related expenses this
for which you qualify. | [_America Counts on CPAS | 1 vear you can save the maximum—$2,000 in
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tax. The lifetime learning credit is not
refundable.

While the American opportunity
credit is per student, the lifetime learn-
ing credit is per taxpayer. Thus, no mat-
ter how many people in your family take
higher education courses, the most you
can save with this credit is $2,000 in tax
on $10,000 or more in expenses. You
cannot use the American opportunity
credit and the lifetime learning credit for
the same student in
the same year, but
you can use differ-
ent credits for dif-
ferent students’ edu-
cational expenses in
the same year.

The phaseout for
the lifetime learning credit is stricter
than for the American opportunity tax
credit: $50,0000-$60,000 of MAGI for
single taxpayers and $100,000-$120,000
for married couples filing jointly.
Nevertheless, if you or someone you
know has lost a job and experienced
a drop in income, the lifetime learn-
ing credit can help defray the cost of
going back to school to improve career

prospects.

Tuition and fees deduction
Both the American opportunity and

lifetime learning tax breaks are tax cred-
its. That is, you calculate your federal
income tax obligation and then subtract
tax credits. A $1,000 credit, for example,
trims your tax bill by $1,000.

If you're paying college bills, you
have yet another option—a deduction
for tuition and related fees. Like any
deduction, it cuts your taxable income
rather than your tax bill. For example,
if you take a $1,000 deduction and are
in the 25% federal tax bracket, you will
reduce your tax obligation by $250: 25%
of your $1,000 deduction. Also, you take
the tuition and fees deduction “above
the line,” on page one of your tax return.
Therefore, even if you don't itemize
deductions, such as mortgage interest
and charitable donations, you can take
this deduction. Moreover, an above-the-
line deduction reduces your adjusted
gross income (AGI), which can increase
your ability to take other deductions and
tax credits.

The tuition and fees tax break is a
“cliff” rather than a phaseout deduction.
A taxpayer paying college tuition can
take a $4,000 deduction as long as his
or her MAGI is no more than $65,000
(3130,000 for married couples filing
jointly). If your MAGI is even $1 above
those numbers, you fall off a metaphori-
cal cliff to a $2,000 deduction. What's

more, if your MAGI is even $1 above
$80,000 ($160,000 in joint returns), you
fall off another cliff and get no tuition
deduction.

You can't claim this deduction in
the same year you claim the American
opportunity or lifetime learning tax
credit for the same student. In addi-
tion, you can’t claim the tuition and
fees deduction for expenses paid with
earnings from a Section 529 plan or
withdrawals from a Coverdell Education
Savings Account.

How they compare
If you qualify for an American op-
portunity tax credit, with tax savings up
to $2,500 per student per year, that prob-
ably will be your best choice. However,
if you are paying bills for students who
already have four years of higher educa-
tion, you can only claim a lifetime learn-
ing credit or a tuition and fees deduc-
tion. Although the credit might provide
more tax savings, the deduction is avail-
able to families with higher incomes.
Our office can help you sort through
your choices. We also can let you know
if it makes sense to forgo claiming a
student as a dependent in order to'let
the student take a higher education tax
benefit on his or her own tax return.

Droppmg Out of a 529 Plan

Section 529 plans are popular tax ben-
efits. Although you contribute after-tax
dollars, you don’t owe tax on earnings
within these plans. You won’t owe tax
on withdrawals, either, as long as you
spend the money on higher education.

Many 529 accounts are invested
heavily in stock funds. Because stocks
are much lower now than they were in
2007 and early 2008, your 529 account
might be showing a loss.

! If you have a loss on a 529 account,
; you may be able to get a tax break.
' To do so, you must take steps that are
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similar to those for taking a loss on a
Roth IRA (see CPA Client Bulletin, July
2009). You must close the 529 account
and withdraw the funds. According
to the IRS, you can claim a loss “only
when all amounts from that account
have been distributed.” Although the
IRS has not spelled out the meaning
of the phrase quoted in the previ-
ous sentence, some observers believe
that you must liquidate all of the 529
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holdings that you have in a particular !
state’s plan for the same beneficiary. If
the amount you withdraw is less than
your contributions, you have a loss.

Deducting the loss

Example: Teri Thomson has contrib-
uted $20,000 to a 529 account for her
daughter Victoria. This account is now
worth only $12,000, and Teri decides
to close it. She has an $8,000 loss.

Teri can claim her $8,000 loss as a mis-
cellaneous itemized deduction on her
federal income tax return for the year.
She will add this 529 loss to her invest-
ment expenses, unreimbursed employee
business expenses, tax preparation fees,
and Roth IRA losses. If the total of these
miscellaneous deductions exceeds 2%
of her adjusted gross income, Teri can
deduct the amount over 2%.

However, you won’t benefit from
the deduction if you owe the alter-

native minimum tax (AMT). Thus,
you may not want to close a 529
account if you usually are subject to
the AMT.

Also, if you took a state income tax
deduction or credit when you invested
in a state’s 529 plan, you might have
to declare income on your state tax
return or repay a tax credit after closing
the account. Qur office can calculate
whether the state tax cost will out-
weigh the federal tax benefit.

If you decide to close a 529 account
for tax savings, don't reinvest in any
529 plan within 61 days of the liqui-
dation. The IRS may treat such a move
as a rollover from one 529 account to
another, leaving you without a loss to
deduct.

Prepaying instead of investing
For future 529 contributions, you may
decide to avoid stock market risks.

To do so, you can invest in a pre-
paid tuition plan. With these 529
plans, your account grows in step with
the cost of college tuition, relieving
you from dependence on investment
returns. In recent years, college tuition
has been increasing around 6% per
year.

Several states offer prepaid tuition
529 plans, but they generally require
student beneficiaries to attend col-
lege in that state. You also can con-
tribute to the Independent 529 Plan
(independent529plan.org), which allows
students to choose from among more
than 270 private colleges across the
U.S. With the Independent 529 Plan,
your student must gain admission to
one of those colleges, then the student
can tap his or her account in the plan
for tuition at that school.

Are Target Date Funds Off Target?

Bull market or bear, investors seem to |
love target date mutual funds. As Mary
Schapiro, Chairman of the SEC, noted in
arecent speech, assets in these funds have
increased from $66 billion at the end of
2005 to $152 billion in March 2009.
In the first quarter of 2009, although
many investors pulled their money from
mutual funds, target date funds posted
net inflows of about $10 billion.

I
Why they're popular E
Target date funds have prospered ever !
since passage of the Pension Protection |
Act of 2006. That federal law created f
several Qualified Default Investment |
Alternatives (QDIAs) for defined con- E
tribution plans such as 401(k)s. Target '
date funds are on the list of QDIAs; :
thus, employers that sponsor retire- E
ment plans can make such a fund the |
default option. As long as the employer f
has carefully researched and monitored |
the fund, the employer won’t bear |
responsibility for poor performance. f

Example: Patrick Rogers, who works |
for ABC, Inc., signs up for the com- |

pany’s 401(k) plan. Patrick, age 43,
declines to choose any of the invest-
ment options offered to participants.

ABC’s 401(k) plan offers target date
funds dated every five years, from
2010 through 2030. Patrick will be 65
in 2031. Therefore, ABC automatically
puts Patrick’s 401(k) contributions into
the 2030 target date fund, the one clos-
est to his 65th birthday. Under federal
law, ABC can avoid liability to Patrick
or his beneficiary, even if this fund lags
other funds.

Backed by such protection, over
75% of all employers offer target date
funds in their 401(k) plans, and other
employers say they will add such funds.
With target date funds so widely avail-
able, many employees either choose
them or default into them.

How they work

As mentioned, a target date mutual fund
has a single year in its name. Someone
who expects to retire around 2020 might
invest in a 2020 fund, someone who
expects to retire around 2030 might

3]

, invest in a 2030 fund, and so on. Fach
 of these funds has a “glide path,” mov-
E ing from aggressive to conservative as
. its target date gets closer. A 2030 fund,
f for example, might now hold most of
; its assets in stocks, where long-term
| returns have been highest. As this fund
E approaches the year 2030, it probably
. will shift away from stocks and put more
' assets into bonds and cash equivalents,
i increasing current income and reducing
i the risk of severe losses.

f Many target date funds are “funds of
i funds.” A fund family, such as Fidelity
f or Vanguard, will offer a series of target
i date funds. Each of those target date
E funds, in turn, will hold some Fidelity
" or Vanguard stock funds and some
i Fidelity or Vanguard bond funds. Over
E the years, the target date funds will
| allocate more assets to the underlying
| bond funds and fewer assets to the
;I underlying stock funds.

Risks raise eyebrows
Thus, target date funds have a straight-

i forward concept. If you invest in one,

continued on page 4
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continued from page 3 — Are Target Date Funds Off Target?

the fund manager will change your .

asset allocation as the target date nears.
As an investor, you'll take more risks
while you're young and fewer risks

|
|
|
|
|
1
|

as you near retirement. That man- |
ager will thus relieve you of having to :

handle such investment decisions on
your own.

If that’s the background, why did the
SEC’s Schapiro recently express concern
about target date funds? Because these
funds “have produced some troubling
investment results,” as she put it.

Last year was terrible for stocks,
so it's not surprising that stock-heavy
funds maturing in, say, 2030 or 2040
did poorly. However, the supposedly
conservative near-term funds plunged
too. There are 31 funds with a 2010

target date; last year, their average loss |

was almost 25%.

Perhaps just as worrying, target date
funds vary widely in their makeup. Of
those 31 funds with a 2010 target date,
some lost less than 4% in 2008 while
others lost as much as 41%. Some of
those funds had a much larger alloca-
tion to stocks (and less to bonds and

AUGUST 2009
3 m 10

" Employers. For Social Security, Medicare, and withheld mcumatu.ﬁe‘
kFotmwfurﬂuucundmmtdmmmdmapmmw‘
; wuwmmmmmummhﬂandmm

cash equivalents) than others in the

same category. Generally, larger stock

market allocations led to much larger
losses.

Off-target perceptions

. making a decision. |

Many investors were surprised that -

purportedly conservative near-term

target date funds lost heavily in 2008.
According to Schapiro, one explana- |

tion for this performance is that many
target date funds are not meant to

become wealth preservation funds at
the target date. Rather, the plans’ glide -

paths anticipate that investors will
hold onto their funds for a number
of years after retirement. Accordingly,
fund managers maintain a substantial
allocation to stocks, anticipating his-
toric returns. Of course, any fund with
a substantial exposure to the stock mar-
ket suffered last year.

Keeping control
You may have the opportunity to

. fund, read the marketing materials and
. other documents such as the fund’s

invest in a target date fund in your
401(k) plan; you also can buy such a

fund on your own and hold it in your

monthly rule applies.

~_Employers. For Social “Sﬁ‘otj:urity. Medicare, withheld income tax, and
- nonpayroll withholding, deposit the tax for payments in August if the

.Corporations. File a 2008 calendar year income tax return (Form 1120)
and pay any tax, interest, end penahies due. This due date applies only
- if you timely requested an automatic six-month extension. 1
"~ Deposit the third installment of estimated income tax for 2009. Use

IRA or a taxable account. In any case,
you should investigate carefully before |
i

Different target date funds have dif-
ferent philosophies and different asset
allocations. If you're considering such a

prospectus and latest annual report. See
if you understand how the fund will
invest and whether you're comfortable
with that strategy.

Moreover, investing in a target date
fund should not be a once-in-a-lifetime
decision. Monitor your fund and be |
prepared to switch if you lose your faith
in the manager’s judgment. ‘

August 17 the worksheet Fon'n IIZO—W to help emmm tax for the yea

" Employers. For Social Sacuntv. Mod:care wmbeld mcoma tag, ndnv ; = S 2

nonpayroll Mﬁﬂﬂdlng. deposu;me tax f 2 s wpomwu. Fﬁe 8 m calandar yaar incoms’ tax return (Form
“monthly rule appim. : 5 11208) and pay any tax dua, This due date applies only if you timely
% .. requested an automatic six-month extension. Provide each share-

‘holder with & cnpy ‘of Schedule K-1"{For

:szmunm 'zm

Individuals. If you are not paying your m mcomo wt through wﬂ:h
" holding (or will not pay enough during the year tax that way), pay the‘
\ Iimd ll'lstllh‘l?ll‘ll of your ZIIB amatld tax. Usa Famu 1040—ES

In accordance with IRS Circular 230, this newsletter is not to be considered a “covered opinion” or other written tax advice
and should not be relied upon for IRS audit, tax dispute, or any other purpose.
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