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Tax Returns: Better Late Than
Never

You may have filed your 2006 federal
income tax return, but that doesn’t mean
that you're finished with it. If you paid too
little or too much, you can amend your
return by filing Form 1040X.

Paid too little

You may discover that you paid too little
tax. You might have overlooked some
income that you should have reported.

If this amount is small and was reported
to the IRS on a Form 1099, you may not
need to file an amended return. The IRS
probably will notice the discrepancy and
send you a notice, spelling out how much
tax you'll owe.

For larger amounts or income not
reported to the IRS by the payer, you
should file Form 1040X as soon as possi-
ble. Your payment will stop the interest
from running; currently, the annualized
rate is 8%. Making up a shortfall prompt-

ly may keep you from paying a penalty, |

too.

Paid too much
On the other hand, you may have over-
looked a legitimate deduction or credit, and
therefore, overpaid your income tax. If so,
you can file an amended return and claim a
refund.

You'll get back the tax you overpaid plus
interest. Again, the current interest rate is 8%.
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To get a refund, you generally must file
an amended return within three years of
the due date of your original return or
within two years from the date you paid
the tax, whichever is later. The due date of
your original return includes extensions.

Again, it might not be worthwhile to
file Form 1040X if the amount involved is
modest. Amending your return invites
more IRS scrutiny and increases the chance
other items will be questioned.

Last-minute maneuver

One tactic to consider is to wait and file an
amended tax return a few days before the
statute of limitations expires. That’s gener-
ally three years from the date you filed the
tax return.

With this approach, the worst that can
happen is thgt the IRS will disallow your
claim for a refund of overpaid tax. By the
time the IRS gets around to your 1040X,
the statute of limitations will have expired,
so other items on that return can’t be
reviewed.

Filling out the form
When you file Form 1040X, you'll fill in
the year of the tax return that is being
revised. Show the original amounts along
with the new numbers you're submitting.
One strategy is to attach copies of any doc-
uments that would support your overpay-
ment claim.

Qur office can help you review recent
returns and determine whether filing
amended returns makes sense.
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Each year, June 30 is a crucial deadline
for borrowers with outstanding stu-
dent loans. Interest rates are re-set on
July 1, to conform to current condi-
tions in the credit markets.

As of this writing, it appears that
interest rates for 2007-2008 will be little
changed from those-of-2606-2007. For
the 12 months ended June 2007, out-
standing student debt generally could
be refinanced at 7.14% while parents
who had borrowed for their undergrad-
uates could refinance at 7.94%.

The new rates have been announced.
Starting July 2007, variable rates are
7.22% for student loans, 8.02% for
parent loans.

Wrapping things up

One tactic to consider is consolidating
your student debt. When these loans
are consolidated, the fixed rate is the
weighted average of the outstanding
debt, rounded up to the nearest one-
eighth of a percentage point.

Therefore, consolidating a package
of 7.22% loans means locking in a rate
at 7.25%. Parent loans can be consoli-
dated at 8.125%. At these levels, does
consolidation make sense? Maybe
not.

Historically, rates on student loans
have averaged in the 6.4%-6.8% range.
Therefore, consolidating now and
locking in a rate at or around 7.25%
may mean missing out on a chance to
get a lower rate in the future, if rates
drop.

From 2001 to 2004, the rate on
outstanding federal loans dropped
from 8.19% to 3.42%. Who knows
how rates will move from 2007 to
2010? Moreover, there is a chance fed-
eral legislation will pass, thereby driv-
ing down student loan interest rates.
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The case for consolidation
Looking beyond interest rates, there
might be some other reasons to con-
solidate outstanding student loans.
Generally, federal student loans have
10 year repayment terms.

If you consolidate over $7,500
worth of loans, that 10 year period
stretches to 12-30 years. You can get
25 year repayment with a balance
over $40,000 and the maximum 30
year term if your loans top $60,000.

Moreover, federal student loans can
be prepaid with no penalty. So if your
income increases, and you want to pay
down the balance, you won’t have to
carry student debt until you retire.

In the meantime, extending the
repayment period likely will reduce
monthly payments. If you want to buy a
home, reducing that monthly obligation
may make it easier to get a mortgage.

Rate reducers
If the concept of student loan consol-
idation appeals to you, keep in mind
that the posted number (around
7.25%) may be misleading. Many
lenders offer incentives that effective-
ly lower that rate.

For example, some lenders will take

25 to 35 basis points (0.25%-0.35%) off
the posted rate for borrowers who agree
to have monthly payments made
directly from a bank account. In addi-
tion, lenders might reduce the interest
rate by 1%-1.5% after a borrower makes
consecutive on-time payments for two
or three years. Therefore, consolidating
at a 7.25% rate may mean actually pay-
ing 5.5%-6% in a few years.

Compare with care
Lenders offer different terms, so it pays
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Education Debt

Source: FinAid.org

consolidating. With some lenders, one
day late will deprive you of the chance
to reduce your interest rate. Others
might give you 15 days until you're
counted as being late with a payment.

Our office can help you find lenders
offering reasonable terms for your spe-
cific circumstances.

Taxing issues
As mentioned, federal student loans can
be paid down without penalty. When
making prepayment decisions, you
should look at the after-tax cost of debt.
The interest on student loans may be
deductiblg, but the tax deduction phases
out with income between $55,000 and

$70,000 ($110,000 and $140,000 on
joint returns). In addition,’_}the amount
of the deduction is capped each year at
$2,500, which would provide only par-
tial relief for many borrow®rs.

On the plus side, if the deduction
for student loan interest is available, it |
is taken above-the-line. Therefore,
this write-off may save taxes even if
you do not itemize deductions. What's
more, an above-the-line deduction
reduces adjusted gross income, which
may deliver benefits elsewhere on

to shop around if you're thinking of | your tax return.

| *

continued on page 3
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continued from page 2 — Be Smart About Student Loans

Pondering prepayment

A borrower who can deduct the inter-
est would effectively enjoy a return
around 5%, when prepaying a 7%+
student loan. Those who can't use the
deduction would get an after-tax
return equal to the loan's interest rate.
Thus, prepaying makes more sense for

i
{

high-income borrowers who can't
deduct the interest.

Another option is to use a home
equity loan to pay down student
loan interest. Besides the chance to
cut debt repayments if interest rates
are favorable, borrowing against a
home may offer fully tax-deductible

interest, regardless of the taxpayer’s
income.

What's more, even if you go bankrupt,
you will have a difficult time getting relief
from student debt. Using a home equity
loan to pay down student debt not only
may have tax advantages, it may give you
more flexibility in dealing with creditors.

Make Your Vacation Home Less Taxing

If you own a second home that you use
personally and rent to others as well,
the tax treatment may vary each year,
depending on how the home is used.
For any given year, the home will be
considered either a residence or rental
property and taxed accordingly.

Residence or rental?

For the best tax treatment, try to keep
your personal use of the home down.
If you use your vacation home less
than the greater of (1) 14 days or (2)
10% of rental days, the home will be
considered rental property. If you go
over these thresholds, your second
home is classified as a residence, and
deductions are limited.

With personal use under 10% of
rental days, the home can qualify as
rental property. This permits you to
deduct repairs, maintenance, insurance,
and depreciation costs. If your expenses
exceed your income, you can deduct
the loss, subject to the passive loss rules.

Losses from rental property are pas-
sive losses. In most cases, passive loss-
es up to $25,000 may be deducted if
your adjusted gross income (AGI) is
under $100,000. As your AGI increases,
your ability to deduct passive losses
decreases, thereby phasing out at
$150,000 in AGIL.

Over the limit

If you're over the 10% limit, you have
a residence, and the tax rules are
stricter. You only can deduct expenses
up to the amount of rental income, so
no loss deductions are permitted.
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What's more, expenses for a resi-
dence that’s rented to others may be
treated unfavorably.. Before you can
deduct any operating expenses or
depreciation, you have to use up the
property’s share of mortgage interest
and property tax, which effectively
wastes deductions.

Losing the numbers game

To see how the tax rules can work
against rental use of a residence, con-
sider the hypothetical example of
Ann Anderson, who owns a second
home in Arizona. In 2007, she rents
the house to vacationers for 150 days,
collecting a total of $20,000.

Ann uses the house herself for 20
days. Thus, she’s over the 10% threshold
and must treat the house as a residence.

Ann is allowed to use $20,000 worth
of deductions, to match her rental
income. Her mortgage interest and
property tax on the house are $16,000
in 2007. Of that $16,000, 88% (150
days out of 170) is allocated to rental
use. Thus, Ann must use $14,080 worth
of mortgage interest and property tax
deductions to offset her rental income.
The other $1,920 can be deducted on
her personal return.

If she hadn’t rented the house, Ann
could have deducted all $16,000 on her
personal return so she didn't benefit
by using that $14,080 to offset rental
income,

After deducting $14,080 for mort-
gage interest and property tax, Ann
can deduct only another $5,920 in
2007, against her vacation home

income. That’s true regardless of
whether her operating expenses and
depreciation are $6,000, $10,000, or
more.

Pare personal use

If Ann had used her vacation home
only 14 days, she could have treated
the home as rental property. Then
she could have deducted all related
expenses, subject to the passive loss
limits.

Therefore, if you have a vacation home
you also rent out, your first goal should be
to keep personal use to 14 days or less.
No matter how many rental days you
have, you can treat it as rental property.

If your personal use is over 14 days
per year, try to rent the property for
enough days so that personal use does
not exceed 10%. Again, you can treat
it as rental property.

For the best tax break of all, keep
rental dayg down to 14 days or fewer per
year. You won't be entitled to any busi-
ness deductions, but all of the income
you receive will be legally tax-free.

Enter the AMT

The above example of Ann Anderson
assumes she is not subject to the alter-
native minimum tax (AMT). If she is,
her property tax outlays won't be
deductible on her personal tax return,
which can affect the residence versus-
rental property math.

Our office can help determine
whether you are likely to be subject to
the AMT and whether that will affect
your vacation home strategy.







