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BUSINESS & TAX PLANNING IDEAS for OUR CLIENTS and FRIENDS

Year-End Tax Planning for
Investors

Since reaching record levels in October
2007, stock markets in the U.S. and around
the world have fallen sharply. The S&P 500
Index, for example, is off over 40% from its
peak, as of this writing. As a result, many
investors have paper losses on their stocks
and stock funds. That is, these securities are
now trading at prices below the original pur-
chase price.

Many investors keep such underwater
holdings in the hope they'll eventually regain
lost ground. You can use another strategy for
securities held in a taxable account: you can
reap valuable tax benefits by realizing your
losses before year-end.

Long and short stories

When you sell a capital asset such as securi-
ties or real estate, you have a capital gain or
loss. If you held that asset for one year or
less, the transaction is considered short term.
Otherwise, you will have a long-term capital
gain or loss.

When you file your 2008 income tax
return, you’ll report all of these transactions
on Schedule D of Form 1040, Capital Gains
and Losses. You'll report a net capital loss if
you realize more losses than gains during
the year.

Gains from losses

If you realize enough losses by year-end to
have a net capital loss for the year, you can
take advantage of tax benefits. You can
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deduct net losses of up to $3,000 from
your income each year, providing immedi-
ate tax savings. If you are in the top 35%
federal tax bracket, for example, a $3,000
capital loss reduces your tax obligation for
2008 by $1,050.

What if you have net losses that are
greater than $3,000 this year? Your excess
losses can be carried forward to future years,
with no time limit. :

In early December 2008, Monica Harris
has neither capital gains nor losses for 2008.
Before year-end, she sells all of her loss posi-
tions and ends 2008 with a $25,000 net cap-
ital loss. After deducting $3,000 on her 2008
tax return, she has a $22,000 loss to carry
forward. In future years, Monica can take up
to $22,000 worth of capital gains from
stocks, real estate, etc. and owe no tax on
those gains. Suppose, for example, she has a
$10,000 net gain from stocks in 2009. Her
net capital loss carryforward will enable her
to avoid tax on those gains.

In addition, she will be able to deduct
another $3,000 worth of capital losses on
her 2009 tax return. After using $13,000 of
her net losses in this manner, Monica will
have $9,000 of capital losses to carry forward
to 2010: her $22,000 loss carryforward from
her 2008 tax return minus the $13,000 of
losses she used in 2009. ;

Be wary of wash sales

In the preceding example, Monica Harris takes
$25,000 werth of losses in December 2008.
Assume those losses came from selling: four
different stocks. If Monica purchases any of

continued on page 2
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continued from page 1 — Year-End Tax Planning for Investors

those stocks within 30 days of selling
them, she’ll lose the benefit of the cap-
ital loss from that sale. Instead,
Monica can put the money from the
stock sales into a cash equivalent, such
as a money market fund. After 31 days
or longer, she can invest in anything
she wants, including those four stocks.
If Momnica does not want to sit on the
sidelines that long, she can immedi-
ately invest in any asset that’s not sub-
stantially identical to the one she
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sold. She can’t sell an S&P 500 index
fund at a loss and immediately buy
another S&P 500 index fund, | for
example. But she probably can sell an
S&P 500 index fund and jump into an
exchange traded fund (ETF) that
tracks the Russell 1000 index. Such a
fund will be highly correlated to:the
S&P 500, but because it holds different |
companies, the IRS probably won't
consider it to be identical to an S&P
500 fund.

Year-End Tax Planning for IRAs

In a tax-deferred account such as a tradi- | completely tax-free withdrawals from
his Roth IRA after five years and after

tional IRA, you won't get any tax benefit
from realizing capital losses. There might
be a way, though, to take advantage of
the sagging stock market: You may be
able to convert your traditional IRA to a
Roth IRA. You'll probably owe less tax
on a conversion now than you would
have owed on a conversion in late 2007.

Example #1: Ray Peters has a tradi-
tional IRA that holds only pretax money.
That is, all of the contributions to this
account were tax deductible. In late
2007, his traditional TRA was worth
$100,000. In Ray’s 25% federal income
tax bracket, converting his entire tradi-
tional IRA to a Roth IRA would have
generated a $25,000 tax obligation—
25% of $100,000.

Ray’s traditional IRA is fully invested
in stocks and stock funds. In late 2008,
his IRA has fallen in value to $70,000.
Therefore, converting now will gener-
ate a tax bill of only $17,500, at a 25%
tax rate.

Tax-free income

Why would Ray wanttopay $17,500
in tax now instead of keeping his
money in a tax-deferred traditional
IRA? Because he’ll be able to take
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age 59%. In fact, by converting in late
2008 Ray starts the five-year clock at
January 1, 2008. Therefore, Ray will
meet the five-year requirement on
January 1, 2013, just over four years
from now.

In order to implement a Roth IRA
conversion in 2008, your modified
adjusted gross income can be no more
than $100,000 on a single or joint tax
return. While the same is true for
2009 conversions, the income cap is
scheduled to be eliminated in subse-
quent years. ‘

Divide and conquer
If you're planning a Roth IRA conver-
sion, dividing the money into multi-
ple accounts is a savvy strategy. When
you have multiple Roth IRAs holding
different types of investments, you
can change your mind, undo specific
Roth IRA conversions, and eventually
reconvert those IRAs to Roth IRAs at a
lower tax cost if one or more of the
accounts loses value.

Example #2: In 2008, Ray Peters’s |
traditional IRA holds $40,000 in growth |
stocks (technology and biotechnology)

| *

and $30,000 in value stocks (ﬁnan(iials
and manufacturers). He converts to fwo
Roth IRAs, one for growth stocks and
one for value stocks. Ray pays $17,500
in tax on the conversion with the
return he files in April 2009. ‘

When you convert a traditional IRA
to a Roth IRA in one year, you generally
have until October 15 of the following
year to recharacterize the conversion
and change the account back to a'tra-
ditional IRA. In October 2009, Ray
notes that his value stock Roth IRA
has grown by $10,000, from $30,000
to $40,000, but that his.growth stock
Roth IRA has fallen by $§10,000, from
$40,000 to $30,000. Ray decides to
leave his value stock Roth IRA in place
but recharacterizes his growth stock
Roth IRA by October 15, 2009.




DECEMBER 2008

Ray’s next step is to file an amended |
tax return for 2008. In his 25% tax
bracket, he paid $10,000 in tax for
converting his $40,000 growth stock
Roth IRA. He'll get a refund of that
$10,000. If Ray wishes, he can wait
more than 30 days and then reconvert
that growth stock IRA back to a Roth
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IRA; if that IRA is valued at less than
$40,000 at the time of the reconver-
sion, Ray will owe less tax than he
originally incurred on the $40,000
Roth IRA conversion.

If Ray had originally converted his
$70,000 traditional IRA to one Roth
IRA, he could not have pulled out his

losing stocks for a selective rechaiac-
terization. Thus, by separating your
traditional IRA into multiple Roth
IRAs according to investment tj/pe
you'll retain the opportunity to lower
the tax you pay. ,

Year-End Gift and Estate Tax Planning

When it comes to year-end planning for
gift and estate tax, there are some cer-
tainties and some unknowns. It’s certain
that this is a good time to make gifts, if
giving away assets is part of your estate
plan. With respect to estate tax, though,

you'll find it difficult to plan now. Estate
tax legislation is likely in 2009, but you
can’t know what will be in a future tax
law. Therefore, you should build flexi-
bility into your estate tax planning.
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Good time for giving i
Wealthy individuals and married cou- |
ples often make gifts to younger rela- i
tives. The assets you give away, along !
with any future appreciation, will not |
be part of your taxable estate. If you're E
careful, you can make such gifts with- |
out paying gift tax. Two tax code provi- |
sions allow such generosity: i
B Annual gift tax exclusion: In 2008, |
you can give away up to $12,000 i
worth of assets to any number of !
recipients and avoid all tax conse- :’
quences. Married couples may give

- $24,000 per recipient. - k
W Lifetime gift tax exemption: Over |
and above gifts covered by the an- |
nual exclusion, you can make up to |
$1 million worth of gifts without pay- i
ing gift tax (up to $2 million for mar- |
ried couples). Such gifts will reduce |
your estate tax exemption. For exam- !
ple, if you make $300,000 worth of |
gifts under your gift tax exemption, i
your estate tax exemption will be |
$300,000 lower than it would have |
been if you had not made those gifts. ,:
Within this ffamework, it may make ;
sense to give away now assets which 2
have declined in value, such as stocks !
and real estate. You can transfer more :

assets while staying within the $12,000
exclusion and $1 million exemption
amounts.

Example #1: Bill Young’s estate
plan calls for him to make gifts from
his large position in ABC Co. stock. In
late 2007, when that stock was trading
at $100 per share, Bill gave 120 shares
to his son George. Bill gave George
$12,000 worth of stock (120 shares
worth $100 apiece), so the gift was
covered by the $12,000 annual gift tax
exclusion. Bill incurred no gift tax
consequences from this transfer.

Similarly, in 2007 Bill gave 120
shares of ABC to his daughter Melanie
and 120 shares of ABC to each of his 5
grandchildren. Each of those gifts also
was covered by the $12,000 gift tax
exclusion. Thus, Bill was able to remove
840 shares of ABC (120 shares to each
of 7 recipients) from his estate without
incurring gift tax consequences.

In 2008, ABC shares are trading at
$60. Therefore, Bill can give away 200
shares to each of those 7 loved ones if
he wishes. Instead of removing 840
shares of ABC from his estate, Bill now
can make tax-free gifts of 1400 shares.
If ABC shares move back up eventual-
ly, Bill’s children and grandchildren
will reap the benefits. (In 2009, the
annual exclusion will increase to

I

$13,000, so Bill might want to give
away more depressed shares of ABC
early next year.)

The same reasoning applies to B111'
$1 million lifetime gift tax exemption.
By acting now while asset values are
down, he can give away more assets
without paying gift tax.

Evaluating estate tax

Under current law, anyone who dies
in 2008 can leave unlimited amounts
to a spouse (if the survivor is a U.S. cit-
izen) and to charity; no federal estate
tax will be due. You can leave up to $2
million to other heirs, but bequésts
above that level are taxed at 45%. This
$2 million federal estate tax exemp-
tion is scheduled to rise to $3.5 mil-
lion in 2009. There will be no estate
tax imposed for deaths in 2010, but
the estate tax will return with a $1
million exemption in 2011.

Such a schedule is unlikely to
remain in effect. One reason why is
that fiscal pressures probably will pre-
vent the federal government from for-
going estate tax collections for 2010.
Therefore, some estate tax legislation
probably will pass in 2009. Judging by
proposed changes, the federal estate tax
exemption might remain frozen at $3.5
million or could be increased, probably
over time, perhaps to $4 million or $5
million. Such uncertainty makes plan-
ning difficult, especially for married
couples who might leave estates in the
$3.5 million to $10 million range.

Example #2: Joe and Beth Johnson
are both in their 70s. Their net worth
(including real estate, business inter-
ests, securities, and other assets) is now
about $5 million. Thus, the Johnsons
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