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INTRODUCTION

Our 2004 Personal Tax and Financial Planning Guide is designed to help you assess
your current tax situation and plan for any changes that may improve your tax liability both
this year and next.

This year's Guide includes:

* A review of recent tax changes that may affect your situation for this year and be-
yond;

* A review of planning sirategies you should consider, including the timing of income
and deductions;

* A review of the tax rules and other considerations for the most common personal
investments; and

o Helpful worksheets and summaries for reviewing your current tax position and for

further tax planning, including a summary of the 2004 tax rates, deductions, exemp-
tions, phase-outs, and other helpful tax numbers; a Yearly Tax Planning Calendar,
a Tax Forecasting Worksheet, and tables illustrating the computation of marginal
income tax rates.

We hope you find this Guide useful, but every individual's circumstances differ, and we
encourage you fo consult with your tax advisor where specific advice is appropriate.

Maria Crawford Scott
Editor, AAll Journal




Tax CHANGES:
WaAT’s NEW FOR 2004

%

Congress passed the Working Families Tax Relief Act
of 2004 in September and it was signed into law by
President Bush on October 4 of this year. The law
primarily served to extend tax cuts for individuals that
were set fo expire at the end of this year, and to extend
a set of business tax provisions that had expired at the
end of last year.

The Working Families Tax Relief Act extensions mean
that taxpayers no longer have to worry as much about
the odd array of changing tax rates and phaseouts
over the next few years that were the result of the 2001
and 2003 Tax Relief Acts. The 2004 Act left intact the
significant—but temporary —tax rate reduction provi-
sions of the 2003 Tax Relief Act, including the cut in the
capital gains tax and the rate for qualified dividends.
Individuals with substantial investment income can
continue fo see significant tax savings this year as well
as over the next six years, if they take advantage of the
planning opportunities. However, in considering any
investment strategy, you should keep in mind that most
of the provisions, even though they were extended, are
still only temporary and have differing dates of expira-
tion. The provisions of the new Tax Act, combined with
the provisions of the 2001 and 2003 Tax Acts, are

presented in summary form in Table 1 on page 4.

Two-income married couples used to be “penalized”
by their income taxes since their combined incomes
were taxed higher than if each had filed singly. The
- 2003 Tax Act granted relief by increasing the standard
deduction for married taxpayers filing joint returns to
twice the standard deduction for single taxpayers, and
by increasing the 15% tax rate bracket for married
filing joint taxpayers to twice the level for single taxpay-
ers, but this relief was scheduled to expire in 2005. The
2004 Tax Relief Act extends this relief through 2010.
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Under the 2003 Tax Relief Act, the 10% income to»
bracket was widened for tax years 2003 and 2004
but it was due to narrow for 2005. However, under ==
2004 Tax Relief Act, the top of the 10% bracket wil!
remain at the widened levels of $7,000 for single
taxpayers and $14,000 for married filing joint taxpay-
ers through 2010.

The child tax credit for dependent children younger
than 17 was scheduled to reduce to $700 for 2003
but under the 2004 Tax Relief Act the credit will remai=
at $1,000 through 2010.

Under the 2004 Tax Relief Act, the alternative mini
mum tax exemption amount of $58,000 for marriec
filing joint taxpayers and $40,250 for single taxpaye-s
is extended for one year, through 2005. After 2005
the exemption reverts to $45,000 for married filing ici=
taxpayers and $33,750 for single taxpayers. Withc .+
further action, this could push many middle income
families into the alternative minimum tax affer 2003.

Taxwise
Planning Considerations: Married
filing joint taxpayers will need to
calculate whether taking the increcss<
standard deduction or itemizing
deductions will generate the most tox
savings overall. in doing so, make sure to consider whethe-
state law restricts the ability to itemize to only those who
itemize for federal purposes. The higher deductions may
require more couples to pay alternative minimum tax A4

The 2004 Tax Relief Act simplifies the tax code &+
adopting a uniform definition of a child for the dezer-
dency exemption, the child credit, the earned incc—2
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Table 1. An Overview of Tax Changes in the Coming Years

2004 2005 2006 2007 2008 2009 2010 2011

Capital Gains Rate

Tax Bracket Above 15% 15% 15% 15% 15% 15% 20% 20% 20%
Tax Bracket 15% or Below 5% 5% 5% 5% 0% 10% 10% 10%
Qualified Dividends Rate

Tax Bracket Above 15% 15% 15% 15% 15% 15% na na na
Tax Bracket 15% or Below 5% 5% . 5% 5% 0% na na na

Marginal Income Tax Rates

Top Bracket 35% 35% 35% 35% 35% 35% 35% 39.6%
Fifth Bracket 33% 33% 33% 33% 33% 33% 33% 36%
Fourth Bracket 28% 28% 28% 28% 28% 28% 28% 31%
Third Bracket 25% 25% 25% 25% 25% 25% 25% 28%
Second Bracket 15% 15% 15% 15% 15% 15% 15% 15%
First Bracket 10% 10% 10% 10% 10% 10% 10% na
Top of 10% Bracket

Single $7000 $7000 $7000 $7000 $7000  $7000* $7000* na
Married Filing Joint $14000 $14,000 $14000 $14,000 $14000 $14,000* $14000* na
Head of Household $10,000 $10,000 $10,000 $10,000 $10000 $10,000 $10,000 na
Child Tax Credit $1,000 $1,000 $1,000 $1,000 $1,000 $1,000 $1,000 $500

Marriage Penalty Relief
Standard Deduction (% of 200% 200%  200% 200% 200% 200% 200% na

S.D. for singles)
15% Tax Bracket (% of bracket 200% 200%  200% 200% 200% 200% 200% no

for singles)

Repeal (%) of Personal na na 333% 333% 66.6% 66.6% 100% na

Exemptions Phase-outs
Repeal (%) of Limitation on na na 33.3% 333% 66.6% 66.6% 100% na
ttemized Deductions

AMT Exemption

Single $40,250 $40,250 $33,750 $33,750 $33,750 $33,750 $33,750 $33,750 .
Married Filing Joint $58,000 $58,000 $45000 $45000 $45000 $45000 $45,000" $45,000
Head of Household $40,250 $40,250 $33,750 $33,750 $33,750 $33,750 $33,750 $33,750

*plus inflation increase

claiming a state and local tax deduction in 2004
and 2005. To determine the deduction amount, you
can either use your own amount (by saving receipts
from all of your purchases when paying a sales tax
and adding them up), or optional tables that are
provided by the IRS based on your income level and
the state where you live. Sales taxes paid on mofor
vehicles and boats may be added to the table

tax credit, the dependent care credit and head of
household filing status.

e Under the American Jobs Creation Act of 2004

passed by Congress earlier this year and signed info
law, taxpayers who itemize deductions can choose
to deduct either sales taxes or income taxes when

amount, but only up to the amount paid based on
the general sales tax rate. Currently, this provision is
set to expire after 2005.
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e , um dnnuai contribution for
Beginning in 2004, the income limit for usi=g "z~ qualified cicns including SEP and Keogh plans, is
1040A, Form 1040EZ and TeleFile will irzrz=:2 o $41,000.

taxable income of less than $100,000, o

a2t in 2002, the Internal Revenue
-2c final regulations that permit you
;7 retirement plan distributions even
‘ow use a new table for calculat-

forms. The limit previously was taxable incomz 25 * Keep in m!
than $50,000. Service !

to stretch o
Frempmmnng Bty longer. Yo

il T ing the yearty equired minimum distribution from
In 2004, the maximum annual confributicr %27 EAs IRAs anc 407 (< accounts.
remains $3,000 ($3,500 for any individuz' w=z s
age 50 or older). However, in 2005, the - m

to take a deduction if you made a
Health Savings Account.

annual contribution will increase to $4,000 3 * You n?oy'bs-:- G
for any individual who is age 50 or older . confribution to 2
In 2004, the maximum annual contributicr ~

401 (k}s is $13,000 {$16,000 if you ar

over); in 2005, that limit will increase tc $7 2

* You can make nen-deductible contributions fo

($18,000 if you are age 50 or over). For 314423 qualified tuiten oians, also known as section 529
plans, the 2004 maximum is $9,000 ($77 527 4 plans. Thesz zccounts, offered by states or their
you are age 50 or over}, and the 2005 mzxi=um is designee, ntained solely for the qualified

$10,000 ($12,000 if you are age 50 or vz~ higher edu ~ expenses of a beneficiary. Distribu-

Taxwise: Health Savings Accounts
Beginning in 2004, yo.. =z« & cble to deduct contributions #o o Health Savings Account-HSA. These
taxfree savings account stablished under the new re Act that was passed late last year,
and can be used to pa; | expenses incurred by you. your soouse or dependents. They are used
in conjunction with high decucsitie health plans, where your bosic health insurance does not cover first
dollar medical expense
HSAs may be established by anyone whe
other health insurance and is not enrolled i
ible of at least $1,000 for individuals and $2.7
savings account for the full amount of the o
$5,150 for families. In addition, if you are ove:
increasing to $ 1,000 by 2009) and still enjc:
Contributions to HSAs can be made by you
even if you do not itemize, and contributions -
investment earnings generated by the accou=
Amounts distributed from the HSA are nct sc
be used to:
*  Cover the health insurance deducfibi zov copayments for medical services. zrescriptions, or products;
*  Purchase overthe-counter drugs and ' = care insurance; and
*  Pay hedlth insurance premiums during any period of unemployment.

2 oy a “qualified high-deductibie heclth plan,” is not covered by any

. Qualified high-deduyctit th plans must have an annual deduct
‘amilies. Tax-deductible contributions can be made intfo the health

of $2,600 for individuals and

rs to your account {$500 in 2004,

2 fax advantages.

-oloyer, or both. You can fuify ceduct your own contributions to an HSA,

o3 iong as they are used to ooy

for qualified medical expenses. They can

S~

Amounts distributed that are not used fo pay for qualified medical expenses will be taxable, plus a 10% penalty will be appliec.

HSAs are similar to IRAs in that they are owned by individuals—you are not dependent on a particular employer to enjoy #=
advantages of an HSA. And if you change jobs, the HSA goes with you.

What if you already have an existing medical savings account {MSA)2 In that case, you can either retain it or roll the
amount over into a new HSA.

For more information on HSAs, including HSA providers in your state, go fo the HSA Insider Web site at:
www.hsainsider.com or call 202/271-3959.

;

2
9]
L1
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tions are tax-free, provided that the distributions are
used to pay qualified expenses.

¢ In 2004, the contribution limit for an education IRA,
now known as a Coverdell Education Savings
Account, remains at $2,000 per beneficiary. The
contributions are not deductible, but they grow tax-
free in the IRA. Coverdell accounts may be used to
fund qualified elementary, secondary, and higher
education expenses. However, the amount that can
be contributed is limited for higher-income taxpayers.

e In2004 and 2005 the estate tax exemption in-
creases to $1.5 million. The annual gift exclusion is
$11,000 for 2004. '

INVESTMENT STRATEGIES:
2004 AND BEYOND
Given the nature of the tax cuts in the past few years,
tax planning opportunities also give rise to investment
planning opportunities. However, your goals and risk
tolerance should drive your investment decisions, not just
the income tax impact of an investment.

Under the pre-2003 tax rate structure, deferring
income that was taxed at higher ordinary tax rates
made sense, but now dividends and long-term capital
gains are taxed at the same rate. While some investors
might think it makes sense to load up on dividend-
paying ‘value’ oriented stocks to take advantage of the
dividend tax reduction, ‘growth’ oriented stocks also
have merit as they attract the same rate of income tax
on their appreciation when sold.

We suggest you consider maintaining a balanced
exposure to both value and growth strategies.

Last year's change in tax rates continues to present the
perfect opportunity to sell low-basis stock held for more
than one year, because long-term capital gains rates
may never be lower. If you have large positions in either
gifted or inherited stocks, or stocks received from a sale
of a business, consider using the proceeds from selling
the stock to diversify your portfolio.

Selecting tax-aware managers of mutual funds may
be important to maximizing your aftertax rate of return
in your taxable (i.e., not a retirement account) invest-
ment portfolio. You may choose when to sell shares of
the fund and may therefore create long-term versus
shortterm capital gains. But you don’t control the
investments within the fund. Should an equity manager
fail to extend the holding period on a stock, i could cost

6 S Jourpsb Perennal Taw & Finanemd Filoonon

you 20% of your gain (35% ordinary rate for shortterm
capital gains versus 15% longerm capital gains rate).

Some mutual fund dividends will qualify for the 15%
rate, while others will not. Dividends paid by stocks
held by the fund and passed through fo the share-
holder will qualify for the new dividend tax rate.
However, capital distributions and bond interest will not.
The Internal Revenue Service has redesigned the Form
1099 so that the type of dividend is specified.

Due fo reduced tax rafes, the affertax yield on taxable
bond investments has increased for certain taxpayers.
Therefore, investments in tax-free bonds may be less
attractive. Additionally, private activity bonds (a type of
tax-free bond) could increase your exposure to the
alternative minimum tax since their interest income is
taxable for purposes of the alternative minimum tax.
You should review your bond and money market
accounts fo make sure that you are earning the highest
aftertax return. Don't forget to consider the state tax
implications of switching from tax free to taxable bonds
before making any final portfolio decisions.

You may want to use the additional cash flow from
decreased estimated tax payments fo increase the
amount invested in an IRA or 401(k) plan. The main
advantage of retirement accounts—tax deferral—
continues to make them a good investment vehicle.

The spread between capital gains and ordinary
income rates has important implications regarding your
asset allocation between taxable and tax-deferred
[retirement) accounts. For example, retirees in the past
often held stocks in their tax-deferred accounts and
bonds in their personal portfolios in order to have
access to the cash flow. From @ tax perspective this
could be expensive, because gains resulting from stocks
held in tax-deferred plans such as IRAs or 401(k) plans
will be taxed at ordinary rates when taken as a
disiribution. By reversing that structure, taxable bonds
and other tax-inefficient assets will be shielded from tax
in the deferred accounts while equities will enjoy the
reduced rates for dividends and capital gains in
personal accounts. Taxfree municipal bonds should,
of course, remain outside of retirement accounts.
Individuals should also consider the cost of commissions
and taxes, as well as current cash flow needs, before
making any investment moves between taxable and
tax-deferred accounts.

If yoﬁ have children/grandchildren over the age of
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13 (whose income is not automatically taxed at their
parents’ rate}, consider gifting appreciated assets to
them. If the child is in the two lowest income tax brack-
ets in 2008, then no tax will be paid on some [possibly
all) of the longterm capital gains generated from the
sale of the appreciated asset. This may be a great way
for you and your child to fund education expenses.

If you are receiving Social Security benefits, you may
have to pay taxes on them if your “modified” adjusted
gross income (primarily your taxable income plus any
tax-exempt interest income plus half of your Social
Security benefits) exceeds certain levels. To protect your
benefits, watch the amount of interest you receive from
municipal bonds, since this amount is included in your
modified adjusted gross income when determining the
Social Security benefit taxability. In addition, you may
want to delay taxable distributions from a retirement
plan or IRA to the extent you are able.

i

It is important to remember that
taxes are not the key fo investment
planning. And the temporary dura-

exemptions for 2004 and 2005 using the Tox For=
casting Worksheet {page 21);

¢ |dentify items that you can shift from 2004 intc 2372
and beyond (or vice versa);

* Determine your marginal fax rate—the rate at
your next dollar of income will be taxed —for
and 2005 (for a sample computation, see page 22

* Determine how much tax you owe and when o
must pay it to avoid underpayment penalties;

¢ Determine whether you are subject to the alternarivs
minimum tax [AMT);

¢ Consult with your tax advisor, and then take the <=
tions needed to make the best of your tax situatic-

To minimize your taxes, consider both shortterm and lorz-
term tax planning issues and strategies. Starting early v
give you extra time to obtain additional information abcu
items that concern you and to investigate additional idess
for tax savings or deferral. The Tax Forecasting Workshez1
on page 21 will help you to view the current year cn=
next year together and will provide a starting point o+

How Much of Your Social Security Is Taxed?

tion of many of the current tax law
provisions should motivate individuals
to reconsider existing strategies in the
coming years.

However, one thing is certain: There
will be more tax changes coming.
Even if President Bush does not push
through an entire revision of the tax
code, Congress will be addressing
these tax issues again as the expira-
tion date of the lower tax rates nears. Although many
taxpayers can expect tax savings in the near future—
especially high-wealth individuals with substantial
investment income —everyone should consider how the
changes directly affect their overall tax and investment
strategies.

YEAR-END TaAx PLANNING

Planning for All Taxpayers: Determine
Where You Are Now

Year-end planning gives you the opportunity to shift cer-
tain items around, should that be beneficial in terms of
your tax liability. Taking a few initial steps now and using
yearend planning strategies can result in significant tax
savings.

How can you effectively plan?

Here are the basic steps you should take to help start
your personal tax planning:

o First, estimate your income, deductions, credits, and

e
5
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Above $44,000 Married Filing Jointly
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Percent of §S
Income Level Benefits Taxed
Below $25,000 Single & Head of Household o
Below $32,000 Married Filing Jointly ¢
$25,000 to $34,000 Single & Head of Household 50%
$32,000 to $44,000 Married Filing Jointly °
Above $34,000 Single & Head of Household 859

evaluating the tax effects of various strategies.

Avoiding Tax Underpayment Penalties

Make sure you determine your 2004 tax liability cne
the due dates for paying those taxes [including self-er-
ployment tax and the alternative minimum tax [AMT]), sz
that you avoid underpayment penalties.

Federal tax law requires the payment of income taxes
throughout the year as you earn your income. This oblige-
tion may be met through either withholding, quarterly e-
timated tax payments, or both. If you do not meet tri:
obligation, you may be assessed an underpayment pe--
alty.

For 2004, it your total tax due minus the amount vy«
had withheld is less than 10% of your total tax due, vz
will not be assessed an underpayment penalty. The = s
advantage of overpaying throughout the year, though
that you are in effect making an interestfree loan to ==
government. However, the underpayment penalty can ==
high, and it is calculated as interest on the underzs iz
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balance until it is paid, or until April 15, 2005, which-
ever is earlier.

You can avoid underpayment tax penalties by adopt-
ing one of the safe harbor rules. The basic rule is to pay
the required amount by the end of the year through with-
holding and quarterly estimated payments. The required
amount will be one of the following, depending on your
individual situation:

* 90% of the current year's tax liability;

* 100% of the prior year's tax liability {increases to
110% for taxpayers who had adjusted gross income
in excess of $150,000 in 2003); or

* 90% of the tax liability based on a quarterly
annualization of current yearto-date income.

Penalties are based on any underpayment, which is the
difference between the lowest amount required to be paid
by each quarterly payment date and the amount actually
paid by that date. The annual required amount, based
on either of the first two alternatives, is paid in equal in-
staliments. In the case of the third method, which is based
on annualized income, the amount due each quarter is
based on actual income received for each installment
period. The third method is typically more beneficial if
you expect to receive most of your income during the lat-
ter part of the year. It allows for lower required payments
in the early quarters.

Payments made through withholding from your paycheck
(or from your pension or other payments) are given spe-
cial treatment. The IRS treats income tax that is withheld
as having been paid equally throughout the year (unless
you prefer to use actual payment dates). This lets you
make up for underpaid amounts retroactively, because
amounts withheld late in the year may be used to increase
the amounts paid in earlier quarters.

Taxwise

State and local Rules: Be aware that
many states have underpayment rules that
vary from the federal requirements.

Timing: Income & Deductions for
Taxpayers Not Subject to AMT

You have opportunities to reduce your taxes if you can
control the timing of either your income or expenses. How-
ever, it is important to make sure you understand whether
you may be subject o the alternative minimum tax (AMT)
before adopting these strategies {see page 9).

NI

Your income is generally taxed in the year of receipt, so
having the ability fo control when you receive it affords a
strategic tax planning opportunity. Deferring income until
a later year will, in most cases, delay the payment of tax.
You cannot defer taxation by merely delaying receipt of

the income if the funds are available to you and the time
of payment is subject to your unrestricted discretion. Any
decision to defer income must be weighed with the lost
time-value of the money and other risks that could alter or
forfeit your right to the income.

The timing of bonuses, recognition of capital gains from
the sale of stocks, and the exercise of non-qualified stock
options are all events that can easily be delayed into @
subsequent year. You should also consider the deferral of
compensation through the use of various retirement plans
and deferred compensation arrangements. If you oper-
ate a business or collect rental income and report that
income on the cash receipts and disbursements method,
you have an opportunity to delay or accelerate the billing
to your customers or tenants and determine the timing of
the related income.

You can reduce taxes by controlling the payment of de-
ductible expenses. If paid by December 31, you may de-
duct certain expenses that are due next year on your 2004
return. This strategy helps most when you expect this year's
marginal fax rate to be higher than next year’s. Taking the
deduction in a year with a higher rate makes the deduc-
tion worth more. Again, you must balance this decision
with the time-value of money and other inherent risks.

For example, if you pay a deductible expense in De-
cember 2004 instead of April 2005, you reduce your
2004 tax instead of your 2005 tax, but you also lose the
use of your money for three-and-one-half months. Gener-
ally, this will be to your advantage, unless you have an
alternative use for the funds that will produce a very high
return in that three- or four-month period. You must decide
whether the cash used to pay the expense early should
be for something more urgent or more valuable than the
accelerated tax benefit.

For those who will pay 2005 estimated taxes based on
their 2004 tax liability, reducing your 2004 taxes has
another advantage: Your 2005 estimated tax payments
may be smaller. '

If accelerating deductions makes sense for you and you
choose to claim a deduction on your state and local in-
come taxes rather than sales taxes for 2004, you may
want to prepay the balance on your estimated state tax
liability in December, rather than waiting until 2005. This
secures that deduction on your 2004 tax return, even
though the payment might not be required by the state
until January 15, 2005, on April 15, 2005.

If you are planning on mdking a gift to a charity in
2005, consider making the gift in 2004 to accelerate the
tax benefit of the contribution. However, it is important to

8 AALL Journal/Personal Tax & Financial Planning Guide
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note that certain limita-
tions exist with respect
to deductions for chari-
table contributions.

You should also con-
sider the benefits of
gifting appreciated
stock to a charity. If you
donate longterm ap-
preciated stock directly
to the charity, you get a deduction for the full fair market
value of the stock; whereas if you sell the stock first and
donate cash, you only get a deduction for the aftertax
cash donated.

When making a gift fo charity, you must have an appro-
priate record of the gift in order to properly support the
deduction. For instance, cash contributions of $250 or
more must have written substantiation from the organiza-
tion. A canceled check is not sufficient to support the de-
duction. When making a non-cash donation, consider the
requirements in the accompanying table.

$2501t0 $500

$501 10 $5,000

More than $5,000

A cash basis taxpayer may not deduct prepaid interest
before the tax year to which the interest relates. However,
there is some flexibility to prepay yearend interest that is due
early in the following year. For example, if a morigage pay-
ment is due on January 10, a taxpayer can accelerate the
deduction of the portion of the interest relating fo the period
up to January 1 by mailing the check in December.

The most significant interest deductions currently avail-
able are for home morigage interest and for investment
inferest expense to the extent of current-year investment

Documentation for Charitable Donations
A written acknowledgement from the charitable
organization is required.

In addition to written acknowledgement, a taxpayer must show

the means of acquisition, the date acquired, and the adjusted basis
of the property.

Most contributions over $5,000 require a written appraisal.
{Publicly traded securities do not require a written appraisal.)

income. Interest paid in relation to investments that earn a
tax-free return is not deductible.

If the timing of certain medical and dental expenditures
is flexible and your overall medical expenses are high in
the current year, you may want fo accelerate payment of
these expenses. Because unreimbursed medical expenses
are only deductible fo the extent that they exceed 7.5% of
adjusted gross income, it is best from a tax standpoint fo
incur expenses—such as replacement eyeglasses or con-
tact lenses, elective surgery, dental work, and routine
physical examinations—in a year in which you have al-
ready gone over (or the added expenses would take you
over) the 7.5% threshold.

to the extent that they exceed 2% of adjusted gross in-
come. This category is large but includes:
e Tax preparation fees such as tax prep software, fax
publications and any fee paid for electronic filing;
¢ Investment fees, custodial fees, trust administration

AMT: AN UNPLEASANT SURPRISE

Are you subject to the alternative minimum tax? This tax comes as a surprise to many taxpayers. You may be subject to this tax, especially
if any of the following criteria apply to your situation:

* You have large itemized deductions for state and local taxes, including property and state income tax, or from state sales tax;
* You have exercised incentive stock options;

* You have significant deductions for accelerated depreciation;

* You have large miscellaneous itemized deductions; and

* You have tax-exempt income from private activity bonds.

The alternative minimum tax is calculated by first determining the tentative minimum tax. The tentative minimum tax is 26% of the first
$175,000 of alternative minimum taxable income in excess of the exemption amount, plus 28% of any additional alternative minimum
taxable income. However, for alternative minimum tax purposes, dividends and capital gains will be taxed under the same rules as for
regular tax calculations. The alternative minimum tax is the excess of the tentative minimum tax above the regular tax calculated.

Alternative minimum taxable income adds back certain preference items to regular taxable income, including state income and sales taxes.
real estate taxes and miscellaneous itemized deductions, and can cause the alternative minimum tax to be larger than the regular tax.

In addition, although the tax rate on capital gains and dividend income is the same for both regular tax and alternative minimum fax, the
disparity in rates between the alternative minimum tax and the regular tax may result in @ higher effective rate on all income, including
capital gains and dividends.

AATI Journal/Personal Tax & Financial Planning Guide 9
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fees, and other expenses paid for managing your
investments that produce taxable income.
Accelerating miscellaneous itemized deductions only
benefits taxpayers who accumulate expenses sufficient
enough to exceed the 2% threshold. If possible, it may be
advantageous o pay these types of expenses in one year
if, because of the 2% floor, you would not receive a ben-
efit of the deduction in each of the two consecutive years.

Timing Caution for Taxpayers Subiject to
AMT

The alternative minimum tax [AMT) was originally de-
signed to ensure that everyone would pay his or her fair
share of income taxes. In 1987, only 140,000 taxpayers
were subject to the AMT. Since then, however, it has
evolved into a separate fax regime that will affect millions
of unsuspecting taxpayers at some time in the future.

The wisdom of conventional tax planning advice to de-
fer income and accelerate cerfain types of deductions may
not hold true if an individual expects to be subject to the
AMT. Accordingly, during the year-end tax planning pro-
cess, it is critical that you determine if you are subject to
the AMT in both the current year and following year.

If you are continuously subject to the AMT, avoid invest-
ing in private activity {municipal) bonds. Income from these
bonds is taxable for AMT purposes. Furthermore, you
should be aware that unusual combinations of income
and deductions might require AMT planning that runs
contrary fo conventional tax-planning advice.

Although the exercise of an incentive stock option (ISO)
does not give rise fo regular taxable income to the em-
ployee, the difference between the exercise price and
the market price of the stock must be recognized for AMT
purposes for the year in which the option is exercised.
Accordingly, the exercise of ISOs with a large bargain
element often causes a tax liability under the AMT tax
regime.

The AMT area is extremely complex, so generalizations
are difficult. If you think you may be subject to the AMT,
you should consult with your tax advisor before year-end
to determine how to minimize your exposure.

YEAR-END ESTATE AND
Girr TaX PLANNING

Year-end planning from an estate planning perspec-
tive typically involves making sure that “annual exclu-
sion” gifts are completed by the conclusion of the calen-
dar year.

Under the federal gift tax system, each donor is permit-
ted to make non-taxable gifts totaling $11,000 each year
to any donee. These gifts are called “annual exclusion”
gifts and do not count against the donor’s lifetime gifts
exemption (currently $1.5 million). To the extent not used,
the $11,000 annual exclusion evaporates at the end of
each calendar year. Annual transfers that take advan-
tage of this exclusion can both diminish the donor’s estate
tax liability and improve the lives of the recipients. These
gifts can take many forms (cash, stocks, real estate, part-
nership inferests) and can be given outright through Uni-

form Transfers to Minors accounts, and even through a

trust—provided it contains special provisions designed to
allow the gift to qualify for the annual exclusion.

Transfers can also be made by means of a family lim-
ited partnership. This popular estate-planning tool can
offer flexibility for managing and making gifts of estate
assets, as well as substantial gift tax savings generated
from discounts associated with transferring partnership
interests. Anyone facing a taxable estate should consider
the benefits of using a family limited partnership.

A gift fo a section 529 college savings plan for the ben-
efit of a child or grandchild is another form of annudl
exclusion giving. This gift has an added advantage: A
donor can choose to “frontload” a contribution to a sec-
tion 529 plan, permitting a current gift of up to $55,000
(or $110,000 for married couples) without using the
donor’s lifetime exemption. While this gift exhausts foture
annual exclusion amounts to the specific donee, it permits
the current gift fo begin growing immediately in a fox-free
environment.

WHERE’S MY MONEY? TRACKING YOUR REFUND 24/7

If you are expecting a refund on your 2004 income tax, you can check on its status if it has been at least six weeks from the date
you filed your return by mail, or three weeks if you filed electronically. You will need to supply the following information: your
Social Security Number or IRS Individual Taxpayer Identification number, your filing status, and the exact whole-dollar refund
amount as it is shown on your return. You can check the status of your refund in two ways:

«  On the Infernet, go to www.irs.gov and click on “individuals” and then “Where's My Refund?”
By telephone (for automated information), call 800/829-4477.
If you are unable to get information on your refund through either of these two automated services, you can call the IRS for

assistance at 800/829-1040.
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D1viDENDS & INTEREST

Taxable interest will be reported to you by the payer on
Form 1099-INT or Form 1099-OID (for the annual tax-
able portion of the imputed interest on original issue dis-
count bonds).

Tax-exempt interest does not have to be reported to you
on any 1099 form, although typically mutual funds that
hold tax-exempt bonds will report this information to you
on the 1099-DIV form. However, you must report the
amount of tax-exempt interest you receive on Schedule B
of Form 1040. Although you do not have to pay ordinary
income fax on it, the amount of tax-exempt interest you
receive can affect your tax status in some situations, in-
cluding your exposure fo alternative minimum tax.

You should not report interest earned on your IRA or
Toverdell educdfion savings accounts, since these are ex-
empt from fax.

Dividends you receive from stocks you hold will be re-
ported fo you on IRS Form 1099-DIV. Box 1a on the form
will report total ordinary dividends you have received.

Qualified dividends are eligible for a lower tax rate
than other ordinary income. Dividends that qualify for this
treatment will be reported in box 1b of your Form
1099-DIV.

Some dividends are not qualified for the reduced rates.
Generally, these include:

* Dividends on stock that you held for less than 61
days during the 121-day period that began 60 days
before the ex-dividend date,

Dividends related to short sales,” -

¢ Dividends received from tax-exempt organizations
under sections 501 and 521,

e Dividends from a mutual savings bank for which the
bank took a deduction, and

¢ Deductible dividends paid on employer securities.

ersonal Investments 2004

Dividends from mutual funds will qualify for reduced
rates to the extent that they are from qualified dividends
from stocks held by the fund.

In general, dividends from REITs will not qualify for the
reduced rates. Typically, dividends paid by REITs are com-
prised of rents and other earnings, and not dividends
from other corporations. Therefore, the majority of the divi-
dends paid by REITs will be taxed as ordinary income
and only a small portion may qualify as dividend income.

[You will receive a 1099-DIV from any mutual fund you
hold; for more information on taxes and mutual fund divi-
dends and distributions, see the section starting on page 135].

15% maximum tax rate is that you must have held the
dividend-paying stock for more than 60 of the 121 days
surrounding the “ex-dividend” date of the stock.
The 121-day period begins 60 days prior to
dividend date and ends 60 days after the ex-c*
date. When counting the number of days you hav
the stock, you include the day you disposed of #
but not the day you acquired it. If the stock fa
the holding period requirement, the dividend w
eligible for the 15% tax rate and, consequently.
dend will be taxed at ordinary income tax rates.

Margin Accounts

‘Disqualified’ Dividends
Be aware of o twist to the hz
riod requirement if you receivs
on stock held in a margin acc

of your dividends may qualify for the 15% tax rafe.
Generally, when you enter into a margin agreeme=
broker, the agreement contains a clause that allows
borrow shares from your account and return them ot
without your pre-approval. Typically, the broker will barros
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from a large pool of shares it holds in street name on behalf of alf
its customers and lend the shares to another party fo use in @
short sale. The broker will later allocate the borrowed shares to
particular customers. The loan of the shares will affect your hold-
ing period of the dividend-paying stock, which could potentially
make the dividends ineligible as qualified dividend income.

This occurs because you no longer own the shares if the broker
borrows them. Instead of receiving dividends, you will receive
“payments in lieu of dividends,” which are not dividends and are
not eligible for qualified dividend income freatment. Payments in
lieu of dividends are taxed at ordinary income fax rates.

Prior to 2003, dividends and payments in liev of dividends
were typically both reported on Form 1099-DIV. This year, how-
ever, brokers are required fo report payments in lieu of dividends
on Form 1099-MISC, as opposed to Form T099-DIV.

For tax planning purposes, you may want fo consider moving
your high dividend-paying stocks from margin accounts fo cash
accounts, in order to increase the likelihood that the dividends
qualify for the 15% tax rate. Alternatively, you could inquire as fo
whether the broker has historically borrowed shares from your
account. If so, you should require the broker fo sign an agree-
ment against borrowing stock from your account. Some broker-
age firms have policies that state that they generally do not bor-
row shares from non-institutional investors.

Dividends on insurance policies are a par-
tial return of premiums paid and do not
need fo be reported, unless they exceed
the total of all net premiums you paid for
the contract.

Taxwise

Although you are allowed to deduct invest-
ment inferest expense on Schedule A of
Form 1040, it is limited to the amount of
current year net investment income { gener-

ally inferest, dividends, annuities and royaliies). Asof 2003; divi- -~ -

dends subject to the new lower tax rate are not treated as invest-
ment income for purposes of deducting investment inferest ex-
pense. However, you may elect fo fax dividends and long-term
capital gains at ordinary tax rates to qualify that income for
calculating the interest expense deduction.

Gains & LLOSSES

A “capital gain” is the profit you make when you sell o
capital asset. Almost everything you own, including your
investments, is a capital asset. Stocks, bonds, mutual fund
investments, gold, silver, antiques, personal residences,
gemstones and oriental rugs all fall into the capital assets
category.

A long-erm capital gain is the profit you make when
you sell a capital asset that you have held for more than
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a year. A shortterm capital gain, on the other hand, is the
profit you make when you sell a capital asset that you
have held for a year or less.

Capital Gains

Long-erm capital gains are now taxed at rates that are
more favorable than those that apply to ordinary income,
such as salaries and inferest.

Long-term capital gains are taxed at the maximum long-
term capital gains rate of 15%; for taxpayers whose top
bracket is 15%, the long-term capital gains rafe is an even
lower 5%. Shortterm capital gains are taxed at the same
rate as ordinary income.

For your investments inside a qualified pension or profit
sharing plan, capital gains rules do not apply. On the
plus side, the investment return on plan assets is not sub-
ject fo taxes as long as the dollars remain inside the plan.
On the negative side, dollars withdrawn from a plan are
subject to ordinary income tax rates, so capital gain in-
come inside a plan becomes ordinary income upon distri-
bution.

Qualified 5-Year Gain Rates

Beginning in 2001, taxpayers who would

normally have had to pay a 10% capital
gains rate were allowed to pay a lower 8% rate for a capital
asset held for five years. Similarly, taxpayers who would normally
pay a 20% capital gains rate were allowed to pay an 18% rate
on capital assefs held for five years, but with the limitation that the
asset had to be purchased in 2001 or later. The new lower capital
gains rates override this rule.

Section 1250 Property and Collectibles Rates

The lower capital gains rates do not apply in all situations. The
long-term capital gains rate on business or investment real estate
(called “section 1250 property” on the tax forms) will be 25% up

to the amount of depreciation on the property while you owned it.

However, there are no losses counted in the'25% rate group and
any loss from this group must be taken into account in compufing
net gain or loss in the 15% rate group. Also, the long-term capital
gains rate on collectibles such as art, rugs, jewelry, precious
metals or gemstones, stamps or coins, fine wines, or antiques
remains at 28%.
Holding FPeriod

A capital gain becomes long term if it is held for more
than 12 months. The holding period begins the day after
purchase and ends the day of sale {trade dates, not settle-
ment dates).

Your brokerage firm will send you a Form 1099-8 listing
the proceeds from all your sales for the year based on the
trade date. It is best to rely on this document for informa-
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tion when tax filing time rolls around, rather than on your
periodic brokerage statements.

Why not use your brokerage statement? If you buy or
sell stock near the end of the year, these trades may not
appear on your December statement, and, as a result,
you may overlook them. But you should reconcile the infor-
mation in your records with what is reported on your Form
1099-B.

If your Form 1099-B i incorrect, contact your brokerage
firm or other financial services institution, and ask them to
issue a corrected form. It is important that amounts shown

on Form 1099-B be inciuded in the proceeds reported on -

your Schedule D, “Capital Gains and Losses,” of Form
1040. If they do not match, the IRS will likely send you a
notice and may assess a penalty for negligence if you
have failed to report income.
Caleulating Your Gain

To determine a gain or loss on the sale or exchange of
an assef, an asset’s “basis” is subtracted from the sales
proceeds. Basis is generally the amount you pay for an
asset plus certain expenses such as sales commissions.

For each investment sold or exchanged during the year,
you must know the:

* number of shares bought,
amount paid per share,
date of each purchase,
total dollar amount of the purchase, including items
such as commissions and fees,
number of shares sold or exchanged,
price received per share from the sale or exchange,
date of each sale or exchange, and
the total dollar amount received o~ 222~ =6 or
exchange.

This information may be obtained from persana! racards,
monthly statements and Form 109985 2= z-sksrg
firms or financial institutions. If less than o of
ment in a particular stock, bond, or cther s=
you must also identify which shares were so
determine the proper basis to use. Thers o7z =wo
methods to identify the shares sold.

If you know how many shares you bought when you pur-
chased them and how much you paid, the iaw requires
you to use the specific-share method. This methed may give
you a choice about whether to realize a gain or a loss.

Example: You own 565 shares of stock in XYZ Corp.
You purchased 250 shares at $10/share in February
200A, 15 shares at $15/share in January 2008, 200
shares at $14/share in July 200B, and 100 shares at
$12/share in August 200B. Assume your broker holds
your shares for you. Now, you inform your broker, in writ-
ing, on June 1, 200C, to sell the 200 shares you pur-
chased in July 200B at $14/share. Because you speci-

fied the shares to sell, figuring your basis is easy. In this
case, it is $14/share—the price you paid for them.

If you sell the 200 shares at $11/share, you report a
shortterm capital loss of $3/share—that is, your $11 sell-
ing price less your $14 basis. Your fotal loss comes to
$600 ($3 x 200 shares). Since you owned the shares

less than a year, your loss is a shortterm one.

You may use your $600 loss to offset some capital gains
you may have had from other transactions. If you had no
capital gains, the rules say you can subtract the $600
from your ordinary income. However, there is a limit on
how much capital loss you may deduct each year from
your ordinary income.

Taxwise

It is important that you have a record of

your instructions to sell specific shares, so

be sure fo keep a copy of the dated letter

sent to your broker or fund. Also, you
should receive written documentation back from your broker con-
firming thot specific shares were sold. Such instructions are only
effective if the stock is held in “street name“~that is, the stock is
held for you in the name of the broker or fund. If the shares sold
are held in your name, it does not matter what the instructions
were—the actual certificates delivered are the ones that are con-

sidered sold.

Where there are no records concerning the purchase of
a stock, bond, or other investment, you may have to use
the first in, first out (FIFO) method (in other words, the first
bought is the first one sold). Also, if you do not specify
which shares are to be sold in advance, you will be re-
quired to use the FIFO method.

There are a few exceptions fo the rules governing basis:

* Gifts: It you receive stock as a gift, your basis is the

- basis of the stock to the donor at the time of the gift.
In other words, the donor’s basis becomes your ba-
sis. What if you sell the stock at a loss2 Then your
basis is the lesser of the donor’s basis or the fair
market value of the stock on the date the gift was
made.

* Wash sales: A wash sale is a sale of stock, in-
cluding stock in @ mutual fund, at a loss either 30
days before or after you make another purchase of
the same {or substantially identical) stock. [For more
on this, see page 15.) A wash sale that results in a
loss may not be deducted. Your basis in the new
stock is what you paid for it, but it is increased for
any loss that is disallowed.

* OIDs: With original issue discount securities, your
basis is the amount you paid for the securities plus
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the interest income that accrues annually.

* Amortized bond premiums: If you deducted
the amortization of bond premiums, the deductions
will reduce your basis in the bond.

* Inheritances: If you inherit stock or some other
capital asset, your basis is either the fair market value
of the asset on the day the person died or its value
on the alternative valuation date if the executor of
the estate chooses a different date to value the es-
tate. Generally, you should use the value shown on
the estate tax return.

* Stock dividends, splits, and reorganiza-
tions: Your stock basis can be affected if the corpo-
ration issues stock dividends, declares a stock split,
or undergoes a reorganization. These events are
generally nonaxable at the time they occur. Typi-
cally, your original basis will be allocated equally
among shares owned after the event. [For more on
this, see the box below.]

* Mutual funds: See the Mutual Fund section be-
ginning on page 15 for information concerning the
calculation of the capital gain or loss.

Splits, Dividends,

& Mergers

One of these days when you're reviewing

your brokerage account statement, you

might find that you have more or less shares
of a particular stock than you recall from the previous month’s
statement. You might even find yourself owning shares of a com-
pany you swear you never purchased. If so, it is likely that your
company has undergone a stock split, reverse split, stock divi-
dend, or merger. Be aware that such events will alter your basis
per share and, as a result, the capital gain or loss you recognize
should you subsequently sell less than 100% of your holdings in
that stock.

In the case of a stock split, you end up with more shares than
you previously had, but no change to your total basis occurs.
However, the pershare basis value will change. For example, if
you purchased 100 shares of a stock for $5 per share, your basis
is $500. If the stock splits 2-for-1, you will now have two shares for
each one share you previously held, thus doubling your shares to
200. Your fotal basis remains at $500, but your basis per share
is now $2.50 ($500 divided by 200 shares). When you sell the
shares, $2.50 is the per-share basis amount you should use to
calculate your capital gain or loss. The acquisition date for the
new 100 shares is the same as for the original 100 shares.

As you can probably surmise, a reverse splitis the opposite of a
normal split in that it results in fewer shares being held. In our
previous example, if the 100 shares you own split 14or-2, you will
have one share for every two shares you previously held, thus halv-
ing your shares to 50. Again, your total basis remains at $500, but
your basis per share is now $ 10 {$500 divided by 50 shares).

A stock dividend is a dividend paid in stock instead of cash. Ifs
effect on basis is similar to that of a stock split. For example,
assume you purchased 100 shares of a stock for $5 each, so that
your total basis is $500. If a company declares a stock dividend
of 10%, you will receive additional shares equal to 10% of the
number of shares you already own. In this case, you will receive
10 additional shares {100 shares multiplied by 10%). Your total
basis remains at $500, but your basis per share is now $4.55
{$500 divided by 110 shares).

Finally, when two companies merge, you may wind up owning
an entirely new stock. For example, assume you owned 100 shares
of Company X with a basis of $ 500 before the merger. The merger
requires you to exchange your Company X shares for Company Y
shares. After the merger, you now own 75.4 shares of Company Y.
Your total basis remains at $500, but your pershare basis has
changed. Before the merger it was $5 per share ($500 divided
by 100 shares); after the merger it has become $6.63 per share
($500 divided by 75.4 shares).

You should note that with mergers, the new company may de-
cide to cash you out of any partial shares you own after the
merger. You might receive a payment fo compensate you for the
sale of your partial shares. In our example, Company Y may
decide to pay you for the 0.4 share. In this case, your basis of the
0.4 share sold would be $2.65 (0.4 shares multiplied by $6.63
per share). In this case, your taxable gain is the difference be-
tween the amount you were paid for the fractional share and
$2.65. Your remaining shares continue to have a basis of $6.63
per share for a total basis in your holdings of $497.25.

by 2L

Capital losses first reduce capital gains. Longerm losses
reduce long-term gains first, and shortterm losses reduce
shortterm gains first. Any long-term losses left over reduce
shortterm gains and vice versa.

If you still have losses remaining after offsetting capital
gains, you can reduce your “ordinary” income by up to
$3,000. Losses not used this year can be carried forward
to future years until they are used up.

A capital loss can be claimed in the year securities {e.g.,
stock, bonds, etc.) become worthless. Determinations of
whether stock has become worthless and, if worthless, the
year in which it ceased to have value, are questions of
fact, and the burden of proof is on the taxpayer. Thus,
you should consult your tax advisor before claiming a de-
duction on worthless securities.

Taxwise

Caution: Mere shrinkage in value of stock

of a corporation through market fluctua-

tions or otherwise does not entitle you to a

loss deduction, and, in such a case, the
loss is allowable only upon the disposition of the stock.
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If you invest in jewelry, coins, stamps, antiques or the
like, and you incur capital losses on the sale of these items,
the tax law allows a deduction only if the following condi-
tions are met:

* You must prove that your primary purpose in pur-

chasing the item was to make a profit; and

* You must show that you did not purchase these items

purely as a hobby or for your personal enjoyment.

Taxwise

Tip: Maintain detailed records on the pur-
chase and sale of collectibles. Your repu-
tation as an investor is your best defense
in the event of an IRS audit.

If you sell an investment at a loss and then acquire, or
enter into a contract or option fo acquire, substantially
identical stock or other securities during the period which
begins 30 days before the date of sale and ends 30
days after the date of sale, the loss on the sale of those
stocks or securities will be disallowed. This unrecognized
loss is added fo the basis of the new securities acquired.
In other words, if you sell a stock or bond to recognize the
tax loss, you must not buy it back for at least 31 days
before or after the sale date.

It is important to point out that this rule only applies to
losses; gains are taxable in the year of the sale. Also,
these rules do not apply fo commodity futures and foreign
currencies, but they do apply to stock options (puts and
calls).

Many have tried to avoid the wash sale rules by having
a related parly purchase the substantially identical secu-
rities after the sale. Examples of related-party transactions
include an exchange between family members (includ-
ing parents, grandparents, siblings, children, and grand-
children and excluding inllaws, stepparents, stepchildren,
aunts, uncles, nieces, nephews, and cousins) or an ex-
change between an individual and a corporation where
the individual owns at least 50% of the corporation. Other
examples of related-party transactions are an exchange
between a grantor and fiduciary of a trust, as well as an
exchange between the fiduciary and beneficiary of the
trust. In these situations, the loss is not allowed.

Keep several important points in mind if you have losses
you would like to recognize:

e You can sell stock in one company and buy stock in

a similar but different company, without invoking -

wash-loss rules. However, a different class of stock
in the same company will create a wash-loss event.
e A bond will be considered similar enough to an-
other bond to invoke these rules if atiributes such as
maturity, investment grade, and yield to maturity are

AALL

similar enough to constitute a substantially equiva-
lent security to the one sold—i.e., the issuer does not
have fo be the same to cause these rules to apply.
This is generally determined on a facts-and-circum-
stances basis, and expert advice may be required.

* Mutual funds are considered separate and distinct.
Therefore, even if two funds hold substantially iden-
tical securities, moving assets from one fund to an-
other will allow for recognition of any loss realized
on the sale.

MuruaL Funps

TAXES
If you are a mutual fund shareholder, you will receive
tax reporting statements with information on each indi-
vidual fund by late January. These statements include in-
formation that the fund reports to the IRS on Forms 1099-DIV
(which reports fund distributions to shareholders) and
1099-B {which reports sales of fund shares). You report
this information to the IRS on your income tax return, Form
"1040—with each fund reported separately, even if it is

within the same mutual fund family.

Mutual Fund Distributions

Investment returns generated by a mutual fund can be
in the form of dividends, interest, and/or capital gains
and losses. A mutual fund is required to distribute divi-
dends, interest and net realized gains to you each year.

Mutual fund distributions are taxable whether you take
them in cash or reinvest them in fund shares. There are
two exceptions:

® Income dividends from municipal bond funds are usu-

ally exempt from state and local taxation, depend-
ing on what portion of the fund’s assets were invested
in a particular state; and

¢ Income dividends and net capital gains distributed to

IRA and other retirement accounts are tax-sheltered
until withdrawn.

Distributions are taxable for the year in which they are
paid. However, the tax law states that mutual fund divi-
dend or capital gains distributions declared within the
last three months of the year but paid the following Janu-
ary are taxable as though they were paid on Decem-
ber 31. Therefore, such distributions are included on Form
1099-DIV.

The status of any capital gains or dividend distributed

o you by a mutual fund depends on-how long the fund

owned the securities that produced the gain or dividend —
‘not on how long you owned shares in the fund. The infor-

Py N

~~mation you will need to determine how your distributions

are taxed will be on your fund’s Form 1099-DIV. This year’s
Form 1099-DIV includes the following distribution infor-
mation:
¢ Total ordinary taxable dividends, and the portion
that qualifies for the lower dividend rates;
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¢ Total longterm capital gains distributions and the
amount of the distribution that is subject fo special
other gains rates, such as section 1250 and col-
lectibles gain;
Net long-term capital gains distributions;
Non-taxable distributions, which are nontaxable
because it is a return of your cost; and

* Foreign taxes paid (and which you may be able to
claim as a deduction or credit].

What about losses?

A mutual fund’s capital losses are never distributed to
shareholders, but are used to offset capital gains real-
ized by the fund during the year. Any additional losses
are carried forward by the fund to apply against gains
realized in the future. The only losses you can claim are
those you may have incurred when you redeemed your
own shares of a fund.

Save Money

Because disiributions are taxed even if they

are reinvested, it is important fo remember

that you should add reinvested income divi-

dends and capital gains (from both taxable
and tax-free funds) to your original cost basis when it comes fime to
figure gains or losses on any shares sold. Ifyou do not, you will, in
effect, be paying taxes twice on those distributions.

Taxwise

When a distribution is made, the net asset

value (NAV) of the fund decreases by an

equal amount. Suppose the NAV of your

fund XYZ is $20 per share on December
20. On December 21, the fund makes a distribution of $2 per
share, and as a result, the NAV decreases by a like amount to
$18 per share. Since you received the $2, you still have $20 of
asset value, but now $2 is subject fo tax. The $2 is taxable even if
you reinvest it in that fund, although the reinvested amount in-
creases your tax basis in the fund.

Mutual funds commonly make distributions toward the end of
the year. Investors must be wary of this distribution date. Gener-
ally, you should not invest in a mutual fund shortly before its
distribution date, because a portion of your investment will be
immediately returned to you with an accompanying tax liability.

Most mutual funds should be able fo give you a good idea of
when their year-end distributions will take place, so calling the
fund company prior to investing can be a wise move.

1g Mutual Fund Shares
Shareholders can generate capital gains by selling or
exchanging shares in mutual funds (except money mar-
ket funds, which are managed to maintain a stable share
price).
The rate that applies to your sale of mutual fund shares

e

16 AATY Journal/Personnd Tax

depends on how long you held the shares. Shortterm
capital gains for securities held one year or less are taxed
at ordinary income rates. Long-term gains on securities
held more than one year receive the more favorable rates.
There are two methods of computing the basis on mu-
tual fund shares. The first is the cost method, which in-
cludes the option to use either specific-share identification
or the firskin, firstout (FIFO) convention. The second is the
average basis method, which includes computing the basis
under either the single- or double<ategory method.

Specific-share identification: Under this method,
you are able to choose the shares you want sold. The
downside to this method is that you are required to keep
very detailed records. The IRS also requires you fo inform
the broker at the time of the sale which shares are being
sold. The broker is required to provide a written confirma-
tion to the IRS of your request.

This method is recommended to those who want to match
capital losses with capital gains. This method offers the
flexibility needed to effectively implement a “matching
sirotegy.”

First-in, first-out (FIFO): This method is somewhat
less time-consuming than specific-share identification. Track-
ing the basis of all shares acquired is still required, but
identifying shares sold is easier. Under this method, the
basis of shares sold is assumed to be the basis of the first
shares acquired. Also, there are no special IRS reporting
requirements.

During a rising market, this method will produce a higher
income tax liability for you. Over the long term, however,
the tax consequences arising from using the average basis
method or the firstin, firstout method will be comparable.

Single Category: Under this method, the basis of the
shares sold is determined by computing the average cost
of all the shares owned. This is done by calculating the
total.cost of the shares owned and then dividing this figure
by the total number of shares owned. The holding period
is determined using the FIFO method. If additional shares
are acquired after a sale transaction, the average basis
must be recalculated. Reinvested dividend and capital gain
distributions will require ongoing recalculation of basis.

Double Category: The basis of the shares is com-
puted in the same way as for the single-category method,
with the exception that the shares held for less than a
year are separate from the shares held for more than a
year. You choose the category from which the shares are
to be sold to determine whether the gain or loss will be
short term or long term. Also, it is necessary for the broker
to provide a written confirmation to the IRS specifying which
category was chosen by you.

If you hold mutual funds, it is also important fo under-
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stand that the wash-sale rules do apply when dealing
with funds as well as stocks and bonds (see page 15 for
an explanation).

Taxwise

Unless you are conducting transactions in

a tax-sheltered retirement plan, an ex-

change of assets from one fund to another

is the same as a sale and purchase for tax
purposes. In January, each mutual fund reports proceeds of sales
{redemptions or exchanges) made during the year to the IRS and
to you on Form 1099-B. The 1099-B does not need to be attached
to your Form 1040, but the data on it should match what you
reporton Schedule D of Form 1040.

Taxwise

There is a special rule that applies if you
have sold mutual fund shares held for six
months or less at a loss. If you have re-
ceived a capital gain distribution, a long-
term capital loss must be recognized to the extent of the distribu-
tion. Any loss in excess of the distribution is treated as a short-
term loss. This has the effect of offsetting the capital gain tax
benefit of the distribution against the loss realized on sale.

A similar rule applies to tax-exempt interest received on mutual
fund shares that have been held for six months or less and sold at
a loss. A loss is disallowed to the exfent of tax-exempt interest
received. Any loss in excess of the tax-exempt interest is consid-
ered shortterm capital loss.

A MATTER OF TIME (YOURS)

The IRS estimates for the time it will take the average taxpayer to fill out Form 1040, its most common schedules and accompany-

ing worksheets are:

Time (hours:minutes)

Record Learning Preparing Assembly

Form Keeping
Form 1040: U.S. Individual Income Tax Return 2:46
Schedule A: ltemized Deductions 3:04
Schedule B: Interest and Ordinary Dividends 0:33
Schedule D: Capital Gains and Losses 0:55
Schedule E: Supplemental income and Loss 3:.00
Schedule SE: Self-Employment Tax {short) 0:13
Schedule SE: Self-Employment Tax (long) 0:26

Shohak

I Journal/Personal Tax

Time Form & Mail Total
3:58 6:17 0:34 13:35
0:39 1:34 0:20 5:37
0:08 0:25 0:20 1:26
2:30 218 ... 027 ... &10
1:13 1.27 0:34 é6:14
0:14 0:13 0:13 0:53
0:20 0:35 0:20 1:41
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2004 Tax Rate Schedules

For Single Taxpavers

For Married Taxpavers Filing Joint Returns

The Tax s The Tax is
Taxable Income Of the Taxable iIncome Of the
But Not Amount But Not Amount
Over($) Over(S§) Over Over($) Over($) Over
0 7,150 10% $0 e 0 14300 __10% $0
7150 29,050 $715.00 + 15% $7,150 14,300 58,100 $1,430.00 + 15%  $14,300
29,050 70,350 $4,000.00 + 25%  $29,050 58,100 117,250 $8,000.00 + 25%  $58,100

70,350 146,750 $14,325.00 + 28%  $70,350

117,250 178,650 $22,787.50 + 28% _ $117.250

146,750 319,100 $35,717.00 + 33% $146,750

178,650 319,100 $39,979.50 + 33% $178,650

319,100 - $92,592.50 + 35% $319,100

Far individuals Filing as Head of Househeold

319,100 - $86,328.00 + 35% $319,100

For Married Taxpayers Filing Separate Refurns

The Tax Is The Tax Is
Taxable Income Of the Taxable income Ofthe
But Not Amount But Not Amount
Over{$} Over($) Over Over($) Over($) Over
0 10,200 10% $0 0 72150 10% $0
10,200 38,900 $1,020.00 + 15%  $10,200 7150 29,050 $715.00 + 15% $7.150

38,900 100,500 $5,325.00 + 25%  $38,900

29,050 58,625 $4,000.00 + 25%  $29,050

100,500 162,700 $20,725.00 + 28% $100,500

58,625 89,325 $11,393.75+28%  $58,625

162,700 319,100 $38,141.00 + 33% $162,700

89,325 159,550 $19,989.75 + 33%  $89,325

319,100 - $89,753.00 + 35%  $319,100

159,550 —~ $43,16400 + 35% $159,550

CAPITAL GAINS AND DIVIDENDS

Short-Term Capital Gains

taxed as income

Taxpayers in Taxpayers
15% Bracket Above the
or Below 15% Bracket
(%) (%)

taxed as income

Long-Term Capital Gains™* 5 15
Qualified Dividends 5 15
Qualified Five-Year Gain 5 na**

Collectibles* * *

28 maximum

28 maximum

Real Estate Depreciation Recapture
(Section 1250 Property)

25 maximum

25 maximum

* For investments held longer than one year.

** Before the 2003 Tax Acl, for taxpayers in these brackets to qualify, the asset had to have been held five years

starting from 2001.

*** Includes art, rugs, jewelry, precious metals or gemstones, stamps or coins, fine wines and antiques.
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2004 Other Tax Items

2004 SOCIAL SECURITY TAX RATES

Employers Self- Wage
& Employees Employed Limits
Sacial Security 6.20% 12.40% $87,900*
Medicare 1.45% 2.90% no limit
Total 7.65% 15.30%

*$90,000 in 2005

AGI $150,000 or less ($75,000 married filing separate)
* 100% of prior tax fiability or
s 90% of current year tax liability

2004 ITEMIZABLE DEDUCTIONS _

Among other items they include:
* Interest and taxes on your home
* Uninsured medical expenses above 7.5% of AGI
* Miscellaneous itemized deductions above 2.0% of AGI

2004 SAFE HARBOR FOR UNDERPAYMENT PENALTY e
Avoid underpayment penalties by paying (through witholding or estimated tax payments):

AG! $150,000 or greater
s 90% of current year tox liability
*  110% of prior year fax

* Uninsured casualities or theft losses above 10.0% of AGI

* Contributions to qualified charities

* Starting in 2004, you can choose to itemize state and local
sales taxes instead of income taxes

2004 Allowable Tax Benefits

__STANDARD DEDUCTION

Under Age 65
Married, Filing Joint $ 9,700
Single $ 4,850
Married, Filing Separate $ 4,850
Head of Household $ 7150
Additional-Age 65 or Older
Married $ 950
Single $ 1,200
Additional-Blind
Married $ 950
Single $ 1,200

_ PERSONAL EXEMPTION
$3,100
~ MAXIMUM CHILD TAX CREDIT
$1,000 per child under 17 years
 STANDARD MILEAGE DEDUCTIONS

Business Standard Mileage Rate  37.5 cents
Medical Standard Mileage Rate ~ 14.0 cents
Moving Standard Mileage Rate ~ 14.0 cents

Note: Standard mileage deductions for 2005 were not
released by the IRS as of publication date.

 DEDUCTIBLE IRA CONTRIBUTION

iftaxpayer and spouse NOT covered by
employer-sponsored plan
Born 1953 or later  $3,000
Born before 1953  $3,500

MAXIMUM 401(K)
-~ EMPLOYEE CONTRIBUTION

Born 1953 or later $13,000
Born before 1953 and plan
allows catch-up contributions $16,000

SELF-EMPLOYED MEDICAL
_ INSURANCE PREMIUM DEDUCTION

100%

ANNUAL GIFT TAX | |
EXCLUSION (PER PERSON)

$11,000
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2004 Tax Benefit Phase-Out Levels

PERSONAL EXEMPTION

AGI Phase-Out Levels
Married, Filing Joint $214,05010 $336,550
Single $142,70010 $265,200
Married, Filing Separate $107,02510$168,275
Head of Household $178,35010 $300,850
AGI Phase-OutlLevels

Married, Filing Joint $142,700

Single $142,700

Married, Filing Separate $71,350

Head of Household $142,700

~ IRA DEDUCTIBILITY

For those covered by employer pension plan {$3,000 maximum contribu-
tion per taxpayer; if born before 1953, maximum is $3,500]

AGIl Phase-Out Levels
Married, Filing Joint $65,000t0 $75,000
Single $45,000t0 $55,000
Married, Filing Separate $010 $10,000
Head of Household $45,000t0 $55,000
Married, Filing Joint not covered by
pension plan but spouse is $150,000t0 $160,000

ROTH IRA ELIGIBILITY

Maximum $3,000 non-deductible contribution; if born before 1953,
maximumis $3,500

AGI Phase-Out Levels
Married, Filing Joint $150,00010 $160,000
Single $95,00010 $110,000
Married, Filing Separate $010 $10,000
Head of Household $95,00010 $110,000

- COVERDELL EDUCATION ACCOUNT ‘

$2,000 maximum non-deductible contribution per beneficiary; withdraw-
als are tax-free for qualified education expenses

AGI Phase-Out Levels
Married, Filing Joint 190,000t0 $220,000
Single $95,000t0 $110,000
Married, Filing Separate $95,000t0 $110,000
Head of Household $95,000t0 $110,000
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2004 Tax Forecasting Worksheet

This worksheet is designed for estimation purposes only and does not cover all the possible adjustments that may be required to
arrive at actual taxable income {for example, Social Security benefits may be taxable in some circumstances) or to compute final
income tax liability {for example, lump-sum distribution tax on retirement distributions). It should be adequate for most purposes and
is a good starting point for discussions with your tax advisor, who can assist you in making exact calculations.

Income 2004 2005
Salaries per Form W-2

Non-qualified dividends and interest income

Net business income {losses)

Net capital gains and qualified dividend income®

Other gains (losses)

Passive income (losses) {subject to limitations)

Other income, including 85% of Social Security benefits, if applicable
Total income

(sum of lines 1 - 7} $ $

O NO A WN -~

Adjustments

9. Alimony paid

10. Keogh contributions

11. Deductible IRA contributions
12. Moving expenses

13. Other
14, Adjusted grossincome (AGl)
{subtract lines @ - 13 from line 8) $ $
Deductions

15. Medical and dental expenses {excess over 7.5% of line 14)
or self-employed health insurance
16. State and local income taxes; or state sales taxes
17. Real estate and property taxes
18. Home mortgage interest
19. Investment interest {limited to investment income)
20. Charitable contributions
21. Casualty or theft losses {excess over $100 plus 10% of line 14)
22. Miscellaneous expenses (excess over 2% of line 14)
23. Total deductions {sum of lines 15 - 22, less 3% of {line 14 - $142,700), $ $
or the standard deduction if greater)
24. Personal exemptions ($3,100 each)®
25. Regular taxable income (subtract lines 23 and 24 from line 14) $ $
26. Regular tax (see tax rate tables)°
27. Tax credits
28. Regular tax (net) (subtract line 27 from line 26)
29. Alternative minimum tax®
30. Other taxes (selfemployment tax, household help, and so forth)
31. Total tax {sum of lines 28, 29, and 30)
32. Total withholding and estimated tax payments $
33. Balance due (refund) (subtract line 32 from line 31) $

$
$

a. fyour taxable income includes net capital gain and qualified dividend income, you may be eligible for a tax rate on that
income that is lower than the tax rate that applies to your other income. Refer to IRS Form 1040, Schedule D.

b. Personal exemptions begin to be phased out for AG! {line 14) exceeding $214,050 for couples filing jointly.

¢. Use IRS Form 6251 as a worksheet and review the discussion on AMT on page 9.
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Taxable - Taxable
Taxable income Income
Maximum possibie 2004 Income Between Between
Marginai rate on wage income MoreThan $178,6508& $117,250 &
{With No State Tax) $319,100 $319,100 $178,650
—Federal tax bracket 35% 33% 28%
~Effect of 3% phase-out of
itemized deductions 1.05% 1.00% 0.84%
—State income tax 0.00% 0.00% 0.00%
~Less federal benefit of
state income tax paid 0.00% 0.00% 0.00%
~Medicare portion of
Social Security tax 1.45% 1.45% 1.45%
Total maximum marginal rate:
wages 37.50% 35.45% 30.29%
Total maximum marginal rate:
non-wage income -- - - - - --3605% - --3400% 28.84%
Taxable Taxable
Taxable Income income
Maximum possible 2004 Income Between Befween
Marginal rate on wage income MoreThan $178,650& $117,250 &
(With a 5% State Tax) $319,100 $319,100 $178,650
—Federal tax bracket 35% 33% 28%
—Effect of 3% phase-out of
itemized deductions 1.05% 1.00% 0.84%
~State income tax 5.00% 5.00% 5.00%
—Less federal benefit of »
state income tax paid ~1.75% -1.65% -1.40%
~Medicare portion of
Social Security tax 1.45% 1.45% 1.45%
Total maximum marginal rate:
wages 40.75% 38.80% 33.89%
Total maximum marginal rate:
non-wage income 39.30% 37.35% 32.44%
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2005 Tax Planning Calendar

Tax and financial planning are activities best pursued yearround. Although the timing of some activities is critical, you
should review all tax considerations from the perspective of your specific needs and estabiish an individualized plan-
ning calendar.

If the last day for filing a return, paying tax, or performing other activities falls on a Saturday, Sunday, or legal holiday
(in the District of Columbiay), you have until the next day that is not a Saturday, Sunday, or legal holiday to perform that
act. Use the following list to remind yourself of important activities and dates:

General

» Complete Form W-4, Employee’s Withholding Allowance Certificate, and adjust withholding, if needed.
* Evaluate before-tax and voluntary affertax contributions to refirement plans.
* Apply for a Social Security number for any child who does not have one.
January 18
* Pay fourth-quarter 2004 estimated tax voucher if you did not pay your income tax for the year through withhold-

ing, or if you did not pay enough through withholding. You do not have to make this payment if you file your 2004
return and pay any tax due by January 31, 2005.

* Make quarterly defined-benefit Keogh contribution for preceding year.

January 31

* Give domestic employees their copies of Form W-2, Wage and Tax Statement.

e File your income tax return (Form 1040) for 2004 if you did not pay your last installment of estimated tax by

CAprill

January 15. Filing your return and paying any tax due by January 31 prevents any penalty for late payment of
last installment.

Comply with minimum distribution rules for qualified plans if you attained age 70%2 in the previous year.

April 15

File individual and gift tax returns (or apply for an extension). If you want an automatic four-month extension of
fime to file the return, file Form 4868; or, you can get an extension by phone or over the Internet if you pay part or
all of your estimate of income tax due with a credit card.

File Schedule H [Form 1040) with your tax return if you paid cash wages of $1,400 or more in 2004 to a
household employee.

Report federal unemployment (FUTA) tax on Schedule H if you paid total cash wages of $1,000 or more in any
calendar quarter of 2003 or 2004 to household employees.

Pay firstquarter estimated tax if you are not paying your 2005 income tax through withholding or you will not pay
enough that way.

 Make prior-year IRA and Coverdell Education Savings Account contributions.
 Make prior-year Keogh or SEP plan contribution (unless you applied for an extension of time to file your return).
* Make quarterly defined-benefit Keogh contribution for the current year.

June 15

July 15

Pay second-quarter estimated tax voucher if you are not paying your income tax for the year through withholding,
or if you are not withholding enough.

Make quarterly defined-benefit Keogh contribution for the current year.

July 31

File Form 5500, Annual Report of Employee Benefit Plan, if applicable.

Avugust 15
* Ifyou extended your individual tax return, file the return, or you can file for an additional two-month extension.
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September 15
* Pay third-quarter estimated tax voucher if you are not paying your income tax for the year through withholding, or
if you are not withholding enough.

General
Begin your year-end tax planning:

* Project your current year and next year tax liabilities.

Evaluate the applicability of the AMT and other taxes.

Adijust withholding, if necessary.

Evaluate year-end capital transactions.

Establish a separate Keogh plan for self-employment income.

Comply with minimum distribution rules for qualified plans.

October 17

¢ |f you extended your August 15 extension, file your 2004 income tax return.
File individual and gift tax returns {extended at August 15).

* Make quarterly defined-benefit Keogh contribution for the current year.

Re-evaluate your long-term strategies.

Evaluate your tax and financial sirategy for receiving discretionary and mandatory retirement plan distributions.
Rebalance investment portfolio and re-evaluate your uses of debit.

Consider making gifts up to the annual gift tax exclusion.

Evaluate passive loss exposure and potential investment shifts.

If you have excess cash flow, consider how to invest those funds.

Optimize mix of interest expense items.

Consider making charitable contributions of property.

Consider ways to fund your children’s education.

Evaluate your mix of portfolio and passive income.

Review prior gifts to children under age 14 and their incomes to minimize the amount of income that will be taxed
at your rate.

* Review the selection of your second residence and status of your vacation home.






