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PROBLEM  1
Assume the following hypothetical rates for the estate and gift tax (and assume also that there are no deductions, exclusions, or exemptions):

Taxable Transfers


Tax 
0-$500,000



10%

$500,001 to $1 million

$50,000 plus 30% of excess over $500,000

Over $1,000,000


$200,000 plus 50% of excess over $1,000,000.

(A)  Assume the following transactions, and compute the amount of estate and gift tax payable in each year under the above rates. Who owes the tax? What are the consequences of these transfers for purposes of the income tax? See § 102.

(1)
In Year 1, Donor makes gifts to donees of $500,000.

Answer: Theoretically, tax of $50,000 is owed by donor (10% on $500,000).  However, you first deduct $11,000 for the annual exclusion under § 2503(b).  So your actual gift is only $489,000 for tax purposes.  Then you figure the tax on this using the provided rate of 10%, which yields $48,900.  You then deduct the $48,900 from the unified credit against gift tax of $345,800 under § 2505.  Therefore, the donor pays no gift tax in Year 1, but must file a Form 709 with the IRS.

(2) In Year 2, Donor makes additional gifts to donees of $500,000.

Answer: Theoretically, there would be a tax of $200,000 because you have to add all gifts together and then deduct previous taxes.  First deduct $11,000 for the annual exclusion under § 2503(b).  So your actual gift is only $489,000 for tax purposes.  Then you figure the tax on this using the provided rate of 10%, which yields $48,900.  You then deduct the $48,900 from the unified credit against gift tax of $345,800 (which was already reduced the previous year to $296,900) which leaves a total credit of $248,000 remaining.  Therefore, the donor pays no gift tax in Year 2, but must file a Form 709 with the IRS.

(3)
Donor (after having made the lifetime gifts in (1) and (2)) dies in Year 3. He owns $1,000,000 of property at the time of his death. 

Answer: Theoretically, an estate tax of $700,000 is owed under the provided tax rates.  However, under § 2010(c), the $1 Million dollar exemption prevents half of it from being taxed.  Therefore only $500,000 tax will be paid by decedent.

(B)
Assume the following transactions and discuss the amount of estate and gift tax payable in each year under the above rate schedule.

(1)
In Year 1, Donor makes gifts to donees of $400,000.


Answer:  Theoretically, you would pay $40,000.  However, no gift tax will be paid and unified credit will be reduced by $38,900.

(A) In Year 2, Donor makes additional gifts to donees of $200,000.

Answer:  Theoretically you would pay $40,000 also.  However, no gift tax will be paid and unified credit will be reduced by $18,900.

(A) Donor (after having made the lifetime gifts in (1) and (2)) dies in Year 3.  She owns $800,000 of property at the time of her death.

Answer:  When you add back in adjusted taxable gifts, her gross estate goes up to $1,400,000.  The exclusion pays the taxes on the first $1Million but the remaining $400,000 is taxed at 50% yielding a tax of $200,000.

PROBLEM 2

Again, assume the following hypothetical tax rate schedule for the estate and gift tax:

Taxable Transfers


Tax 
0-$500,000



10%

$500,001 to $1 million

$50,000 plus 30% of excess over $500,000

Over $1,000,000


$200,000 plus 50% of excess over $1,000,000.

But now also assume that the estate and gift tax has a so-called “exclusion amount” of $500,000 (i.e., the first $500,000 of transfers during life and/or at death are not taxed). Note that there is a single $500,000 exclusion amount (i.e., not a $500,000 exclusion for lifetime gifts and another $500,000 exclusion for gifts at death, but a single $500,000 exclusion for the estate and gift tax combined).  That means that the first $500,000 of transfers (including gifts during life and gifts at death) are simply not taxed. Thus, if $500,000 of lifetime gifts are made, there is no gift tax payable during the transferor’s life, but, since the entire exclusion amount has been used up during transferor’s life, all transfers at death (starting with $1) will be taxable. If $250,000 of lifetime gifts are made, there will be no lifetime gift tax owed, and there will still be a $250,000 exclusion amount available at the transferor’s death for purposes of the estate tax. If no lifetime gifts are made, the entire $500,000 exclusion amount will exist at the date of decedent’s death.

Assume Donor D has made no previous lifetime gifts. This year, she makes gifts of $1,000,000. Only $500,000 of those gifts are taxable. At what rate are the gifts taxable? What is the amount of the gift tax owed? If we think of the $500,000 “exclusion amount” as a deduction from the total transfers, we might assume that the taxable amount is the remaining $500,000, and that such $500,000 would be taxed at the lowest 10% bracket. In fact, that is not the way things work in the estate and gift tax. Rather, it is as if the $500,000 exclusion amount simply substitutes a zero bracket for the 10% bracket, and the remaining $500,000 is taxed at 30% (for a tax of $150,000).
 In reality, with a $500,000 exclusion amount, there simply is no 10% bracket in the hypothetical rate schedule. There are, thus, large exclusions in the estate and gift tax, but once you exceed them, you enter the system at a high marginal bracket.

Until the 2001 Tax Act, the exclusion amount was always a unified amount
 (and remains so until 2004); that is, there was a single exclusion amount applicable to both the estate and gift tax. For example, there is a unified exclusion amount of $1,000,000 for the years 2002 and 2003. So, if, for example, one used up $700,000 of the exclusion amount by making lifetime gifts, there would be only a $300,000 exclusion amount available against the assets transferred at death.

Beginning in 2004, however, the unified exclusion amount becomes a disunified exclusion amount.
 In that year, the applicable exclusion amount will increase to $1.5 million. However, only $1 million can be used for lifetime gifts; cumulative lifetime gifts in excess of $1 million will be subject to gift tax. Thus, if there are $1.5 million of lifetime gifts, $500,000 of the gifts will be subject to tax. However, there will still remain a $500,000 exclusion amount available at death. If, in the alternative, there are $500,000 of lifetime gifts, no gift tax will be payable, and there will still be a $1,000,000 exclusion amount available for purposes of the estate tax.

In 2006, the applicable exclusion amount will increase to $2 million. However, only $1 million can be used for lifetime gifts. The applicable exclusion amount then increases to $3.5 million in 2009 (again with only $1 million available for lifetime gifts). In 2010, the estate tax is repealed, but the gift tax remains (with a $1 million exclusion amount). Whether such repeal of the estate tax will ever take place obviously remains subject to doubt. (Technically, in 2011, all of the estate and gift tax provisions of the 2001 Act sunset, and all rates in effect for 2001 return. Almost surely that will never happen, but it has led to wonderful (illegal and immoral) tax planning scenarios, like killing the rich uncle during 2010. Others talk about freezing a wealthy dying person in 2009, and then resuscitating him to die in 2010.

During 2003, the range of tax rates applicable to estates of U.S. persons (after taking into account the unified exclusion (also often referred as the unified credit)) will be 41% to 49%. These rates continue to drop over the next number of years. For example, in 2007, the top rate will be 45%. Because of the high exclusion amount (the high credit) available for purposes of the estate tax, the estate tax will actually apply to U.S. persons in 2007 at a flat rate of 45%.

In 2010, as earlier explained, although the estate tax will be repealed, the gift tax will continue in effect. The applicable exclusion amount for the gift tax will continue to be $1 million, and the top marginal gift tax rate will be 35%. Do you have any thoughts on why Congress decided to retain the gift tax?


PROBLEM 3

Take a look at § 2503(b) (the $11,000 annual gift tax exclusion). See Reg. § 25.2503-2. See also § 2523(a) (unlimited deduction for gifts between spouses), and § 2513 (gift splitting of gifts by husband or wife to third party). See also Reg. § 25.2513-1, and then discuss the gift tax consequences in the following situations:

(A)
In 2003, G (unmarried) transfers $11,000 to each of her four children and to each of her 10 grandchildren.  See § 2503(b).  What is the amount of G's taxable gifts during 2003?  See § 2503(a).  Assuming these are G's only gifts during 2003, must she file a gift tax return?  See § 6019(a)(1).  Does G use up any part of her unified credit?

Answer:  G does not pay any taxes, does not file, and does not use up any of her unified credit.

(B)
In 2003, G (unmarried) transfers (as a gift) $6,000 to her son and $16,000 to her daughter.  What is the amount of G's taxable gifts during 2003? See § 2503(a) and (b). If these are her first taxable lifetime gifts does she pay any tax in 2003?



Answer:  G does not pay any taxes, but would file on the $5,000 gift to daughter, but would not pay taxes due to her unified credit.
(C)
In 2003, H transfers $500,000 worth of stock to his spouse, W. The stock had a basis to H of $200,000. What gift tax consequences? See §§ 2503(a) and 2523(a). What is W’s basis in the stock? See § 1041.

Answer:  No gift tax due and retains the same basis due to § 1041.  W gets carried over basis becasuse it was an inter vivos non taxable gift.  

(D)
H is married to his second wife, W2. H has 5 children from his prior marriage. W2 has no children. In 2003, H transfers $22,000 to each of his five children. W2 consents, for gift tax purposes, to split the gifts. See § 2513. What gift tax consequences to H and W2 for the year? See § 2503(b).  Does H have to file a gift tax return? Does W2? See § 2513(b); Reg. § 25.2513-1,-2.  If there had been any tax due, who would be liable for it? See § 2513(d).

Answer:  H files a Form 709 and wife must sign it on Schedule A.
(E) 
H and W have 5 children and 10 grandchildren. How much can they

(in total) give to these persons without using up any part of their lifetime credit?

Answer:  15 times $22,000 = $330,000.
 
(F) 
Obviously, with the exclusion amounts increasing for the estate tax

but not for the gift tax, and with estate tax repeal on the horizon, one should be very cautious in incurring any actual gift tax liability.  Nevertheless, one should continue to take advantage of the annual $11,000 gift tax exemption.

PROBLEM 4

(A)
Assume that any gift will result in a gift tax of 50% payable by the Donor

(i.e., no deductions, no credits). This year, Donor makes a gift to a Donee (not Donor’s spouse) of stock with a basis to the Donor of $400,000 and a fair market value of $1,000,000. What is the amount of gift tax payable by Donor?  What is Donee’s basis in the property for income tax purposes?  See § 1015 and, in particular, § 1015(d). What is the rationale of § 1015(d)?

Answer:  For gift tax purposes the donor pays 50% on the fair market value of the gift and therefore a tax of $500,000 is owed by donor.  In the hands of the donee, it has a basis of $700,000.  The $400,000 original basis of donor plus $300,000 of tax basis increase.  
(A)  D dies and leaves property to a beneficiary (not Donor’s spouse). The property had a basis to D of $400,000 and a value at her death of $1,000,000. Assume D’s estate pays an estate tax related to that property of $300,000. What is the beneficiary’s basis in the property.  See § 1014.

Answer:  Recipient gets a stepped up basis of $1,000,000.
(C) 
Assume it is 2012 (and the estate tax has been repealed). D dies owning

property worth $3,000,000 with a basis of $800,000. D leaves all the property to his son. What is son’s basis in the inherited property?  The answer is that son’s total basis in the property will be $2.1 million. The general basis rule after estate tax repeal is that the basis in property acquired from a decedent will be the lesser of (a) the adjusted basis of the property to the decedent, or (b) the fair market value on the date of death. However, every U.S. decedent will be allowed $1.3 million of additional basis to be allocated to property owned by the decedent at death. Allocation will be made by the executor on a return filed with the decedent’s last income tax return. In no event can basis be added to property that would result in its basis being increased beyond its fair market value on the date of the decedent’s death. So, in this situation, son’s basis would be the $800,000 carryover basis of decedent, plus the additional $1.3 basis allowed under the statute. Note that an additional $3 million of basis will be available to property passing to a surviving spouse. Does the latter provision make any sense?

(D) Son transfers Property A with a basis of $20,000 and a value of $100,000 as

a gift  to his dying father.  Father dies two months later and, in his will, bequeaths Property A to Son. What is the goal of this scheme? Will it work? See § 1014(e). What if the gift transfer was made by Son to Father two years before Father’s death?

Answer:  To get a stepped up basis.  No.  If within one year of death it will not work.  
PROBLEM 5 – (IRD)
(A) Assume D will not be subject to any estate tax on her death. D was

a cash basis attorney in her own sole proprietorship.  At the time of her death, D was owed $5,000 by a client. D’s daughter inherits the account receivable from D and collects it from the client a month later.  What income tax consequences to D’s estate and D’s daughter? See §§ 1014(c); 691; Reg. § 1.691(a)-1(b)(1).  What other items are income in respect of a decedent under § 691?  We will discover later that traditional IRAs and § 401(k) accumulations owned by the decedent at the time of his death are IRD and will remain taxable when collected by the beneficiary.

Answer:  It is $5,000 of ordinary income to D’s Daughter.
(B) In 2003, D receives a salary of $100,000. He pays an income tax of 

$30,000, and then dies leaving the remaining $70,000 to his beneficiaries. Assuming the estate tax is imposed at a flat 50% rate, the estate will pay a tax of $35,000 on the $70,000 amount remaining in the gross estate. The total income tax ($30,000) + estate tax ($35,000) will be $65,000 and the beneficiaries will end up with $35,000 of the original $100,000 salary.

(A) What if, in Part (B), D died before receiving his $100,000 salary?  Assume

that the $100,000 salary was subsequently collected by D’s beneficiary (who was in the 30% marginal tax bracket for income tax purposes). Also assume a flat 50% estate tax. What would the total amount of income and estate taxes paid be if there was no § 691(c) in the Code?  What is the effect on tax liability (estate or income) of § 691(c)?  Does § 691(c) achieve the same result as in Part (B)? What if the beneficiary were in a higher or lower income tax bracket than the decedent?
Answer:  § 691(c) allows the recipient to deduct the estate taxes paid on the IRD.  Imagine the 50% - 50% rule to make this simple.  But is there a marginal income tax rate matching statute in 691?
(D) 
After estate tax repeal, as stated earlier, the general basis rule for all

property acquired from a decedent  will be the lower of the (A) adjusted basis of the decedent, or (B) the fair market value on the date of death. Every decedent, however, will be allowed $1.3 million of additional basis to be allocated to property owned by the decedent at death. Under the 2001 Act, this additional basis cannot be allocated to any items constituting income in respect of a decedent. Note that traditional IRAs, 401(k) accounts, and similar tax-deferred retirement accounts all constitute income in respect of a decedent.

PROBLEM 6 – (Estate Planning)

I  
This problem remains relevant so long as there is an estate tax.

Husband and Wife are happily married and have two children. Ignoring tax considerations, they would like to have wills which provide that, upon the first to die, all of the deceased’s property goes to the other spouse. When the second spouse dies, all property will pass to the children (hereafter this will be referred to as the "leave all to the spouse will provision").  They also have the goal of paying the least possible Federal transfer taxes.  Assume for this part of the problem that neither H nor W has made any prior taxable gifts, and ignore the use of trusts to accomplish their goals. For simplicity, assume the applicable exclusion amount is $1,000,000 and will remain at that level for the foreseeable future.  Assume that once the $1,000,000 exclusion amount is used up, there is a tax rate of 40% on the first $1,000,000 of taxable gifts and bequests, and a 50% rate on all transfers above $1,000,000.

(A)
H and W own between them less than $1,000,000 of assets. Are there any tax problems in the "leave all to the spouse will provision?" Why? What if the assets increase in value during the life of the second spouse? Remember, if assets do increase in the hands of the second spouse, he or she might dispose of some of the excess assets tax-free by taking advantage of the $11,000 annual exclusion for gifts. Also, do not forget to consider one absolutely foolproof tax saving plan; it is called consumption. Amounts expended on consumption during the life of the second spouse are, of course, not part of her gross estate.

Answer:  Not necessarily.
(B)
H and W each owns $1,000,000 of assets in his or her own name. What are the estate tax problems if H and W use the "leave all to the spouse will provision?"  Consider the amount of estate taxes that will have to be paid on the death of the first spouse? See §§ 2010; 2001; and 2056(a) (the unlimited estate tax marital deduction). What about the estate tax on the death of the second?  See §§ 2001 and 2010. What estate taxes will be owed if, instead of the "leave all to the spouse will provision," H and W each leaves all of his or her property to the children and none to each other (assume no change in the value of the assets). See §§ 2001 and 2010. To see how their tax goal (i.e, to pay as little tax as possible) and non-tax goal (leave all to spouse) might both, effectively, be achieved, see Part (II), below, dealing with the use of trusts.

Answer:  Bypass or QTIP trust.
(C)
H owns $2,000,000 of assets and W owns none.  Assume H dies first and uses the "leave all to the spouse will provision". What estate tax will be owed by H's estate? See § 2056(a). What estate tax will be owed when W dies? If H and W are willing to forego the "leave all to the spouse will provision"  to insure that no estate taxes are paid when the $2,000,000 of assets are passed on from H and W to their children, what lifetime action should H and W take? 

Answer:  Three options: (1) $2M to kids; $500,000 tax on H’s death.  (2) $1M to W and $1M to kids; no estate taxes ever.  (3) $2M to wife; $500K when she dies is owed.  But either way, they should split up the assets at a minimum.
(D) Assume that H and W own a total of $2,000,000 of assets. All of the assets are held in the joint names of H and W with a right of survivorship. What is the problem? 

Answer:  Probate vs. nonprobate issue and all assets must pass directly to the wife but you cannot protect the unified credit of the first spouse.
(E)
H and W each own $2,000,000 of assets. They are now perfectly willing to forego the "leave all to the spouse will provision" if necessary to save taxes.  Which of the following approaches should they take: (1) use the "leave all to spouse will provision" anyway; (2) leave all of their property directly to the children and none to each other; or (3) provide that the first to die leaves $1 million to the children and the rest of his/her estate to his/her spouse.  Compute, in each case, the tax owing on the first and second spouse to die (assume no change in the value of the property). See §§ 2056(a); 2001; 2010.  How does the possibility of estate tax repeal affect your choice?

Answer:  Option 1 you pay 1.4 in the end.  Not good.  Option 2, you pay 900 in the end not bad.  Option 3, you pay 400 now and in the end.  Debatable; see message board.


II
Reconsider Part (I)(B), above, where H and W each had $1,000,000 of assets. If each spouse leaves all of his or her property to their children, there will be no estate tax to pay on the death of either spouse. The obvious problem with that solution, however, is that H and W want to be able to benefit, during their joint lives, from the other's assets. 

The solution that speaks to both the tax and non-tax issues here is the use of a trust which gives a life interest in the decedent spouse's property to the surviving spouse, with the remainder then going to the children. Specifically, each spouse provides in his/her will that his/her property will be placed into a trust with his/her spouse receiving a life interest in the income derived from the trust property, with the remainder interest then payable over to the children. This trust (for reasons explained below) is sometimes called a by-pass trust or a credit shelter trust. This by-pass trust will, as explained below, allow all of H and W's property to pass to their children tax-free.

The tax consequences of the by-pass (or credit shelter trust) depend on a number of tax rules:

(A) When an individual owning a life interest in a trust dies (i.e., the surviving spouse in this example), nothing is included in that individual's gross estate, since the life interest ends on his/her death and there is nothing that he/she can pass on to any other beneficiary. See § 2033 (which does not tax life estates which terminate at death).  It is true that on the death of the life tenant an interest will automatically pass to the remaindermen, but that interest was given to the remaindermen by the grantor of the trust, not by the life tenant. 

Thus when Grantor, H, puts property into trust for W for life, remainder to C or C's estate, nothing is included in W’s gross estate when she (W) dies.

(B) When property is placed in trust under the will of one spouse (a so-called testamentary trust), and the surviving spouse is given a life interest in the trust with remainder to the children, the entire value of the property placed in trust is included in the first spouse's gross estate; i.e., there is no marital deduction allowed on this transfer since the bequest to the surviving spouse is a so-called terminable interest (in this situation, a life estate). See § 2056(b).  Under § 2056(b), property passing to a surviving spouse does not qualify for the marital deduction if a remainder interest passes (without consideration) from the deceased spouse to someone other than the surviving spouse (i.e., the children here), and the surviving spouse receives a terminable interest. Can you explain the reason for this terminable interest rule?

Let's return to H and W. They each have $1,000,000 of property. Under the will of each, upon the first to die, all of the deceased spouse's property is placed in a trust with the surviving spouse receiving income for life and remainder to the children. Discuss the estate tax consequences upon the first and second spouse to die. Note that the term by-pass trust is applicable here since the trust by-passes the estate of the surviving spouse. The term "credit-shelter trust" is also used, since the trust insures that each spouse will make full use of his or her unified credit (i.e., $1,000,000 exclusion amount).

The by-pass trust not only can provide the surviving spouse income for his/her remaining life but can give him/her other powers which when combined amount to the virtual equivalent of outright ownership. For example, the decedent spouse can name the surviving spouse trustee (thereby letting the survivor control investments), give the survivor the income from the trust, give the survivor a power to invade corpus for the survivor's health, education, support, and maintenance, and even give the survivor a noncumulative power to appoint to himself/herself each year the greater of (1) $5,000 or (2) 5 percent of the value of the corpus.


III
Consider again the situation where H and W each owns $2 million of assets. We previously suggested that a good tax saving plan would be for the first to die to leave $1,000,000 to his/her children and $1,000,000 to the other spouse. We now know that this plan can equally be accomplished by giving $1,000,000 outright to the surviving spouse and placing the other $1,000,000 into a by-pass trust. Explain the tax consequences of this plan.

Assume, however, that H and W each have children by previous marriages. They would each be happy to give the surviving spouse a life estate in all of their property, but would also like to insure that the remainder goes to the decedent's own children. Therefore, outright gifts to the survivor spouse would not work.

So, again, assume that H and W each own $2 million of assets.  Consider the estate tax consequences (on the first and second spouse to die), if H dies first and places all of his property into a traditional by-pass trust for his wife, W (i.e., to W for life, remainder to H's children). What is the problem?

To the rescue comes section 2056(b)(7) (providing for so-called Qualified Terminable Interest Property Trusts–a/k/a as "QTIP" trusts).  Generally, a QTIP trust has the same terms as a by-pass trust (i.e., income to spouse for life, remainder to children), but there is one major difference: if the original decedent's executor elects QTIP treatment under § 2056(b)(7), the entire amount of the property placed in the trust by the original decedent (A) will be treated as qualifying for the estate tax marital deduction (see § 2056(b)(7)), and (B) will be included in the surviving spouse's gross estate on his/her later death (see § 2044). 

Now assume H and W each owns $2 million of assets. Consider the estate tax consequences (on the first and second spouse to die) if H dies first and puts $1,000,000 of property into a by-pass trust for his wife for life, remainder to the children, and puts $1,000,000 of property into a QTIP trust for his wife for life, remainder to the children.

Note that the estate tax caused by the QTIP assets (i.e., the tax on their value at the date of surviving spouse's death) will, generally, be borne by the QTIP assets themselves. See § 2207A(a).  Surviving spouse, however, (in this case the surviving spouse is the "decedent" referred to in § 2207A(a)(2)) can provide that the tax will be paid out of other assets in his/her gross estate. See § 2207A(a)(2). Why is this all significant?

PROBLEM 7
As a review of Basic Income Tax, read the following material on progressivity and marginal tax brackets before preparing Problem 7.

Income tax rates for individuals have almost always been "progressive" in the sense that the tax on a high income is a larger percentage of the income than the tax on a low income. (A "proportional" tax takes the same percentage of all incomes; for example, a tax of "15 percent of all income" would be propor​tional. A "regressive" tax would take a larger percentage of low incomes than of higher incomes; thus, a tax of "20 percent of the first $100,000 of income plus 10 percent of the amount of income over $100,000" would be regressive.) In the past, the highest rates applicable to individuals have exceeded 90 percent, but tax rates have been reduced considerably in recent years. In the 1970's, the highest rate was 70 percent (on "unearned" incomes only); the top rate was cut to 50 percent in 1981, and to 28 percent in 1986. The top rate in 2003 is 38.6%. The top bracket is scheduled to go down to 35% in 2006.

A FLAT RATE TAX WITH LARGE PERSONAL EXEMPTIONS

A progressive rate structure can result from a "flat rate" tax combined with large personal exemptions for all taxpayers. For example, consider a flat rate tax of 20% on all income, with the first $20,000 of income exempt from tax.  The chart below illustrates how this system would apply to a variety of taxpayers.
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MARGINAL TAX BRACKETS
Progressive rates may also result from a marginal tax bracket structure, which is what we have today. (We also have some exemptions today but they are being ignored here).

Assume, for example, the following tax structure:

	If taxable income is:
	 The tax is:

	Not over $20,000
	10% of taxable income

	Over $20,000 but not over $50,000
	$2,000 plus 30% of the excess over $20,000

	Over $50,000
	$11,000 plus 50% of the excess over $50,000


Under this schedule, a taxpayer with $60,000 of taxable income would pay $16,000 of tax ($11,000 plus 50% of the $10,000 excess income over $50,000). We would say that the taxpayer was in the 50% marginal tax bracket. However, his average rate of tax (total tax/total income) is only approximately 27% (16,000/60,000).

This $16,000 tax is really made up of three segments:

(1) a $2,000 tax on the first $20,000 of income (10% of $20,000);

(2) a $9,000 tax on the next $30,000 of income (30% of $30,000); and

(3) a $5,000 tax on the last $10,000 of income (50% of 10,000)

If the taxpayer had exactly $50,000 of income, she would pay $11,000 of tax, and we might say she was still in the 30% marginal tax bracket. If she increased her taxable income by $1.00, she would move into the 50% marginal tax bracket, but all that would mean was that her tax would increase by 50 cents, 50% of the $1.00 of income in the 50% bracket. She would now pay a tax of $11,000.50. The 50% rate applies only to the amount of income in excess of $50,000. As a general rule, therefore, a taxpayer cannot, as some believe, end up with less money after-tax by earning additional amounts and "moving into the next tax bracket."
 

Obviously, in doing tax planning, it is very important for a taxpayer to know what his marginal tax bracket is. If, for example, a taxpayer, in a 35% marginal tax bracket, is thinking of buying a new house and paying $20,000 in mortgage interest, he should realize that his after-tax interest cost will be only $13,000 (i.e., 65% of $20,000). He will pay $20,000 of interest to the bank, deduct that $20,000 on his federal income tax return, and save $7,000 in taxes (35% of $20,000) by that deduction. Similarly, when a taxpayer in a marginal tax bracket of 27% is considering making a deductible IRA contribution of $2,000, she should be aware that her current after-tax cost of the contribution will be only $1,460 (i.e., 73% of $2,000). Finally, if a taxpayer in a 40% tax bracket is considering taking on an extra job that will pay $10,000, he certainly would want to know that he would be adding only $6,000 to his take-home pay.

When you look at the federal income tax rate schedules, you may think you know everything there is to know about marginal tax rates. They appear to go from 10% to 38.6%. But, that cannot end your consideration. There may be social security (FICA) taxes and state income taxes to consider. There are also various so-called phase-outs in the income tax, which may effectively increase one’s marginal bracket. Consider the following problems:

(A) Assume that a taxpayer is in the 50% marginal tax bracket for federal income tax purposes and in a 10% marginal tax bracket for state income tax purposes. What is the total marginal bracket when the federal and state rates are combined?  Assume the taxpayer itemizes his personal deductions. Specifically, assume the taxpayer (already in the 50% federal marginal bracket and the 10% state marginal bracket) receives $10,000 additional interest income this year. By how much will his total tax bill increase?

Answer: 55%.  $5,500.
(B)  During 2003 there is a combined tax rate for social security taxes of

7.65% (6.2% for old-age, survivors, and disability insurance (OASDI)) and 1.45% for hospital insurance (Medicare)). The OASDI rate (6.2%) applies to wages within the OASDI wage base up to $87,000 in 2003. The Medicare rate (1.45%) applies to all wages since there is no limit on the amount of earnings subject to the Medicare portion of the tax. 

A tax of 15.3% is imposed on net earnings from self-employment. The 2003 rate consists of a 12.4% component for OASDI and a 2.9% component for Medicare. The OASDI part applies to the first $87,000 of self-employment earnings in 2003, while the Medicare rate applies to all self-employment earnings.  One-half of the self employment taxes paid are deductible above-the-line in arriving at adjusted gross income.

Generally, while employer contributions to qualified pension and profit sharing plans are not subject to FICA taxes, voluntary deductible employee contributions to retirement savings plans (such as IRAs or § 401(k) plans) do not reduce FICA taxes.

(C)  Assume H and W (who file jointly) are in the 30% marginal tax

bracket.  They have $60,000 of taxable income. Both H and W work and earn about $40,000 each. H is thinking of taking a second part-time job which will pay him $10,000 a year. How much of the additional salary will H and W be able to keep after-taxes (looking only at federal income taxes and FICA taxes)?

Answer:  $6,594.70.  (7,000 * 7.25% + 3,000 * 1.45%) taxed at 30% 
(D)  H and W have substantial income from unearned sources (i.e., dividends, interest, etc). They are now in the 40% marginal federal income tax bracket and the 10% marginal state income tax bracket. Neither H nor W currently works. Now W is considering going into her own unincorporated business. She estimates that the new business will produce annual net income of $50,000. How much of that $50,000 will H and W be able to retain after federal and state income taxes and FICA taxes?

Answer:
H and W have substantial income from unearned sources (like dividends, interest, etc.).  They are currently in the 40% marginal federal income tax bracket and the 10% marginal state income tax bracket. Neither H nor W currently works.  Now W is considering going into her own unincorporated business. She estimates that the new business will produce annual net income of $50,000. How much of that $50,000 will H and W be able to retain after federal and state income taxes and FICA taxes?

I. FICA TAXES
If her business produces $50,000 of net income, W will owe $7,650 in additional FICA taxes.  That is 15.3% of the $50,000 of self-employment earnings. (Note that W had no other earned income for the year.)

One-half of the $7,650 paid or $3,825 will be deductible by H and W for federal and state income tax purposes. See below.

II. STATE INCOME TAXES
H and W’s taxable income for state income tax purposes will be increased by the $50,000 of self-employment income and reduced by the $3,825 of deductible FICA taxes paid (1/2 of the $7,650, as explained above). Therefore, the amount of additional state taxable income will be $46,175. The amount of additional state income taxes (at 10%) will be $4,617.50.
III. FEDERAL INCOME TAXES
Federal taxable income will be increased by  $41,557.50. That figure is computed by subtracting from the additional $50,000 of self employment income, the $4,617.50 of additional state income taxes and the $3,825 of FICA taxes paid.

At the assumed 40% marginal tax bracket, federal income taxes will be increased by $16,623 (40% x $41,557.50).
IV. TOTAL ADDITIONAL TAX LIABILITY-SUMMARY

$ 7,650.00 
FICA TAXES

   4,617.50
STATE INCOME TAX

 16,623.00  
FEDERAL INCOME TAX

$28,890.50   
TOTAL ADDITIONAL TAXES 
The $50,000 of self-employment income will increase H and W’s spendable amount by only $21,109.50. The true marginal rate on the additional $50,000 of income is 57.78%.
(E)  In the basic income tax course, you learned that many Code deduction and

credit provisions provide that the deduction or credit phases out as income (usually adjusted gross income) increases. The list of phase-out provisions is long: they include the child care credit, the $600 per/child credit, personal exemptions, some itemized deductions, Hope Credits for education, etc. Also, as income increases, a taxpayer may lose deductions for items that are deductible only if they exceed a percentage of adjusted gross income (AGI). These provisions include the medical deduction (deductible above 7.5% of AGI) and miscellaneous itemized deductions (deductible above 2% of AGI). All of these provisions must be considered in tax planning. See Parts (F)-(H), below.

(F)  In 2003 taxpayers can claim a $600 credit per dependent child (under age 17 at year-end). This credit begins to phase-out for married taxpayers when their adjusted gross income (AGI) exceeds $110,000. It is completely eliminated by the time their AGI reaches $122,000. (Technically, the credit is reduced by $50 for each $1,000 of AGI above $110,000.)

Assume H and W have three children and exactly $110,000 of AGI. They are in the 30% marginal tax bracket and are entitled to a total of $1,800 in credits for their children. W can get a job that will pay her $12,000 more than she is now receiving. How much more in taxes (just considering the 30% federal marginal income tax rate and the phase-out of the child credit) will H and W pay because of W’s $12,000 salary increase? What is H and W’s effective marginal bracket on the new $12,000 of income?

Answer:  Total tax paid is $5400 and the marginal rate would be 45%.
(G)  Consider again H and W from Part (F). They remain in the 30% federal

marginal tax bracket. But now their total income is $122,000. If they do nothing else they will not be entitled to the $1,800 of tax credits for their children.  H and W are considering putting a combined total of $12,000 into their respective § 401(k) retirement plans. (The amounts paid in would be excludable from their AGI.)  H and W want to know how much they will save this year in Federal income taxes if they make the $12,000 contribution.

Answer:
$5400.
(H)  Assume that a married couple with up to $200,000 in AGI is entitled to 

personal and dependency exemptions of $3,000/exemption. There is a Code provision, however, that says that a married couple (filing jointly) loses 2% of each personal and dependency deduction (i.e. $60 on our assumption) for each $2,500 of AGI above $200,000. 

Assume that H and W have exactly $200,000 of AGI. After deductions they are in the 36% marginal tax bracket and pay $40,000 in taxes. H has been offered a $10,000 bonus this year. He is deciding whether to accept it or, instead, have the employer pay him the money on retirement (with interest).  He wants to know how much of that $10,000 bonus he will have to pay to the federal government in taxes if he takes it this year.  What is the answer? (Ignore FICA taxes and state income taxes.) How would your answer change if H and W had two minor children?

Answer:  Assume that H and W have exactly $200,000 of adjusted gross income (AGI). After claiming personal exemptions and itemized deductions, they find themselves in the 36% marginal tax bracket and pay $40,000 in federal income taxes. Among their deductions are two personal exemptions at $3,000/exemption. There is a Code provision that a married couple (filing jointly) loses 2% of each personal and dependency deduction for each $2,500 of AGI above $200,000. (Note these rounded figures are close to, but not exactly the same as the current Code figures.)

H has been offered a $10,000 bonus this year. He is deciding whether to accept it or instead to have the employer pay him the money on retirement (with interest).  He wants to know how much of that $10,000 bonus he will have to pay in taxes to the federal government if he takes the bonus this year. What is the answer? (Ignore FICA taxes and state income taxes.)

If H earns $10,000 more this year, H and W’s personal exemptions will each decrease by 8% of $3,000 or $240. (There are four $2,500 segments in $10,000 and each $2,500 segment increase over $200,000 results in each personal exemption being reduced by 2% ($60 in this example). Therefore H and W’s taxable income will actually increase by $10,480 ($10,000 for the bonus and $480 for the lost deductions).

H and W’s tax will increase by $3,772.80, which is $10,480 (the increased taxable income) x 36% (their marginal tax bracket). The actual marginal rate on H’s $10,000 bonus is 37.73%.

What if H and W had two minor children? Then the additional $10,000 of income would have caused a loss of 8% of $12,000 of personal exemptions or $960.  H and W’s taxable income would now increase by $10,960. Their tax would increase by $3,945.60 or 39.46%.

(I)  The Tax Rate Schedules for 2003 (for an unmarried taxpayer and a married taxpayer filing jointly are set forth below:

MARRIED TAXPAYER FILING JOINTLY
	If Taxable Income is:
	The Tax is:

	Not over $12,000
	10% of the Taxable Income

	Over $12,000 but not over $47,450
	$1,200 plus 15% of excess over $12,000

	 Over $47,450 but not over $114,650
	$6,517 plus 27% of excess over $47,450

	Over $114,650 but not over $174,700
	$24,661.50 plus 30% of excess over $114,650

	Over $174,700 but not over $311,950
	$42,676.50 plus 35% of excess over $174,700

	Over $311,950
	$90,714 plus 38.6% of excess over $311,950


UNMARRIED INDIVIDUALS (Other than Head of Household)
	If Taxable Income is:
	The Tax is:

	Not over $6,000
	10% of the Taxable Income

	Over $6,000 but not over $28,400
	$600 plus 15% of excess over $6,000

	Over $28,400 but not over $68,800
	$3,960 plus 27% of excess over $28,400

	Over $68,800 but not over $143,500
	$14,868 plus 30% of excess over $68,800

	Over $143,500 but not over $311,950
	$37,278  plus 35% of excess over $143,500

	Over $311,950
	$94,235.50 plus 38.6% of excess over $311,950


For 2003, the standard deduction for a married individual filing a joint return is $7,950, and for an unmarried individual (other than head of household) the figure is $4,750.  The personal exemption amount under section 151(d) is $3,050. The phase out of personal exemptions begins at $209,250 of AGI for a married taxpayer filing jointly (and is complete at $331,750 of AGI); for an unmarried taxpayer (other than a head of household), the phase-out begins at $139,500 and ends at $262,000. Itemized deductions begin to be reduced under § 68 at $139,500 of AGI.

PROBLEM 8
Look at the present and future value charts at CRM, pp. III-1 to III-4, and prepare the following problems:

(A)  Kayla deposits $10,000 at 7% annual compound interest for 20 years. How much will she have accumulated after 20 years? Assume the 7% is tax-free.

Answer:  38,700
(B)  Kayla can earn 6% annual (tax-free) compound interest. It is now January

1, Year 1. In 20 years (by December 31, Year 20), she wants to have accumulated $200,000. How much must she deposit on January 1, Year 1 to accomplish her goal?

Answer:  62,400
(C)  On January 1, Year 1, and on each January 1 thereafter, until January 1,

Year 20, Kayla deposits $20,000 into an account, which produces annual compound interest (tax-free) of 10% a year. How much will Kayla have accumulated by December 31, Year 20?

Answer:  1,260,040
(D)  Kayla can earn 3% annual (tax-free) compound interest. It is now January 1, Year 1.  In 20 years (by December 31, Year 20), she wants to have accumulated $800,000. How much must she deposit on each January 1 to accomplish her goal?

Answer:  28,904 per year.
(E)  Do you understand the difference between annual, semi-annual and

quarterly compounding?

Answer:  How often the interest is calculated.
PROBLEM 9
In Problem 9 it is assumed that each investment (other than the tax exempt bonds in Part (A)(2)) earns the same annual return. We start with an assumed 10% annual return. That sounds quite high and it is if you think about current interest rates, but if you consider stock increases over the last ten years (even considering the recent decreases in the market), that figure is no longer that out-of-line. We will switch the assumed rate later. Our taxpayer, Matthew, is assumed, at least at the start, to be (for purposes of achieving a simple computation) in the 50% marginal tax bracket at the time he invests money and also to be in the 50% marginal bracket when he takes the money out at retirement. The 50% bracket is assumed to be the combined rate for federal (including phase-outs) and state income taxes. The maximum capital gains rate (counting federal and state) is assumed to be 25%. The examples below illustrate (almost) all the possible variations of tax preferred and not preferred investments.

The example assumes that our taxpayer is willing to put aside $10,000 this year after-tax; i.e., he is willing to put aside $10,000 in money that might otherwise be spent eating out, buying books from Borders, taking bowling lessons, or going to ball games. Now this means that if he gets no current deduction for the savings, he can put aside only $10,000. On the other hand, if he gets a deduction for the savings, he can put aside $20,000 in so-called pre-tax dollars. Since he gets a deduction for the $20,000, the investment costs him only $10,000 after-tax (at his 50% bracket).

So, in some parts of this example, the money saved is deductible, while in other parts it is not. In some parts the growth over time is not taxed. In others it is. In some parts the eventual income is ordinary, in others it is capital, and, finally, in some, it is not taxed at all. (Though the problem sometimes mentions specific types of plans that illustrate the example (e.g., a traditional deductible IRA, a Roth IRA, a § 401(k) plan)), details of those plans await subsequent reading. For this problem, you need not worry about limits on contributions or penalties for taking money out too early or too late, etc.

Use the relevant present and future values charts in CRM. pp. III-1 to III-4 to prepare this problem.

THE PROBLEM
(A)(1) Matthew (age 35) invests $10,000 in a bond (he receives no deduction for his savings). The bond will pay him 10% annual interest before tax. He will owe tax each year on the interest (i.e., no deferral). Assume that the principal and after-tax interest will be reinvested at 10% each year. How much will Matthew have after one year? After two years? After 30 years?

Summary:  Investment of $10,000. No Deduction. No Deferral. 50% Bracket.

Answer:  Year 1 cashed in: $10,500; not cashed in: $10,500.  

Year 2 cashed in: $11,025; not cashed in: $11,025.
Year 30 cashed in: $43,200; not cashed in: $43,200.

Note:  Using Chart III-2 at 5% and 30 years this yields 4.32.  Multiply this by 10000 and you get $43,200 which is same as above.
(A)(2) Same as (A)(1), except Matthew chooses to invest $10,000 in tax exempt bonds which pay 7% interest. (Again, Matthew receives no deduction when he buys the bonds.)

Summary:  Investment of $10,000.  Tax-Exempt Bond Earning 7% Interest.  No Deduction.

Answer:  Year 1 cashed in: $10,700; not cashed in: $10,700.  

Year 2 cashed in: $11,449; not cashed in: $11,449.

Year 30 cashed in: $76,122.55; not cashed in: $76,122.55.

Note:  Using Chart III-2 at 7% and 30 years this yields 7.61.  Multiply this by 10000 and you get $76,100 which is same as above.

(B) Matthew invests $10,000 in stock (for which he receives no deduction). The stock will pay no dividends but will increase 10% in value each year. Assuming Matthew sells the stock, how much will he have after one year (assume one year and a day so that the gain will be long-term)? After two years? After 30 years? Assume a 25% rate on long-term capital gains.

Summary:  Investment of $10,000 in Growth Stock (Real Estate). 25% Bracket. No Deduction. Deferral.

Answer:  Year 1 cashed in: $10,750; not cashed in: $11,000.  

Year 2 cashed in: $11,575; not cashed in: $12,100.

Year 30 cashed in: $133,370.52; not cashed in: $174,494.02.

Note:  Using Chart III-2 at 10% and 30 years this yields 17.4.  Multiply this by 10000 and you get $174,000 which is same as above.  Taxable amount is $174,000 - $10,000 (basis) = $164,000 at 25% leaves $133,000 left after taxes.
(C) Matthew invests $10,000 in a mutual fund. He can claim no deduction on his purchase of the investment, but tax on the yearly 10% income (interest, dividends, and growth in value) is deferred until the investment is cashed in (e.g., this might be a nondeductible IRA). When the investment is cashed in, the income is taxed as ordinary income. How much will Matthew have (after cashing in the investment) at the end of one year? Two years? 30 years? 

Summary:  Investment of $10,000 in Retirement Plan. No Deduction. Deferral. Ordinary Income. 50% bracket (e.g., nondeductible traditional IRA, deferred annuity, nondeductible 401(k) contribution).

Answer:  Year 1 cashed in: $10,500; not cashed in: $11,000.  

Year 2 cashed in: $11,050; not cashed in: $12,100.

Year 30 cashed in: $92,247.01; not cashed in: $174,494.02.

Note:  This problem when compared with 9(A)(1) demonstrates the beauty of deferral.  Same investment, but taxes are deferred in Part C.  This yields and extra $49,000.
(D) Matthew purchases an investment under a plan which allows him to deduct the amount of the contribution (e.g., he contributes amounts to a traditional IRA or a § 401(k) plan). Therefore (since he is willing to put aside $10,000 in after-tax dollars), Matthew pays $20,000 for the investment. (The deductible investment of $20,000 saves the taxpayer 50% or $10,000 in current taxes, and, therefore, comes to an after-tax cost of $10,000). No income tax will be owed until Matthew cashes in the investment, which investment is assumed to grow at 10% each year. Assuming he cashes in his investment at such time, how much will Matthew have at the end of one year? Two years? Thirty years?

Summary:  Investment of $20,000 in Retirement Plan. Deduction. Deferral. Ordinary Income. 50% bracket. (E.g., Deductible traditional IRA, deductible 401(k) plan).

Answer:  Year 1 cashed in: $11,000; not cashed in: $22,000.  

Year 2 cashed in: $12,100; not cashed in: $24,200.

Year 30 cashed in: $174,000; not cashed in: $348,000.

Note:  This problem shows what happens in a 401(k) or Traditional IRA.  The money is put in pretax and is taxed as ordinary income when removed.   This is why original basis is not a factor because the money has never been taxed until it is withdrawn.  This is advantageous if you will be in a higher tax bracket when depositing than withdrawing.

(E) Matthew buys an investment for $10,000. The amount contributed is not deductible, but Matthew will never be required to pay tax on the growth in the investment. (This might be (but for the high amount of the investment) a Roth IRA.) Assume the investment grows at 10% a year. How much will Matthew have at the end of one year? Two years? Thirty years?

Summary:  Investment of $10,000 in Retirement Plan. No deduction; no tax ever. (E.g., Roth IRA,  Roth-like 401(k) contribution-in future).

Answer:  Year 1 cashed in: $11,000; not cashed in: $11,000.  

Year 2 cashed in: $12,100; not cashed in: $12,100.

Year 30 cashed in: $174,000; not cashed in: $174,000.

Note:  This problem shows what happens in Roth IRA.  The money is put in after tax and is therefore taken out tax free.  This is advantageous if you will be in a higher tax bracket when withdrawing than depositing.

(F) Same facts as (D), except Matthew's employer agrees to make a matching contribution equal to 50% of the amount Matthew contributes. Matthew contributes $20,000 and the employer matches with a contribution of $10,000.  The employer's contribution of $10,000 (50% of Matthew's $20,000 deductible contribution) will be nontaxable to Matthew. Assume the total $30,000 investment grows at 10% a year (there will be no tax liability until the investment is cashed in). Assuming he cashes in his investment at such time, how much will Matthew have at the end of one year? Two years? Thirty years?

Summary:  Same as (D) except Matthew’s Employer makes matching contribution equal to 50% of Matthew’s contribution.
Answer:  Year 1 cashed in: $16,500; not cashed in: $33,000.  

Year 2 cashed in: $18,150; not cashed in: $36,300.

Year 30 cashed in: $261,741.03; not cashed in: $523,482.07.

Note:  This problem shows what happens in a 401(k) when a company matches funds.  The money is put in pretax and is taxed as ordinary income when removed.   This is why original basis is not a factor because the money has never been taxed until it is withdrawn.   This is advantageous if you will be in a higher bracket when depositing than withdrawing.  This is also the BEST investment possible due to the matching funds.  $1 = $1.50.
(G) To understand the significant effect making early contributions has on the amount available upon retirement, redo Part (D) assuming now that Matthew made the $20,000 contribution when he was aged 25 rather than 35. Again he retires at age 65. How much will he have available at retirement?  On the other hand, consider the profound effect on one’s retirement accumulation when one retires early. Assume in Part (D) that Matthew made the $20,000 contribution at age 35 but retired at age 55. How much will he have available for retirement? 

Summary:  Same as (D) except Matthew makes the $20,000 contribution at age 25 and saves for 40 years.
Answer:  Year 40 cashed in: $453,000; not cashed in: $906,000.

Note:  This problem shows what happens when you donate money early on in life.
(H) Redo the results in Parts (D) and (E) after 30 years assuming the investment earns 6% annual income (rather than 10% annual income).

Summary:  Redo Part (D) with investment return of only 6%
Answer:  Year 40 cashed in: $57,400; not cashed in: $114,800.

Note:  This problem shows what happens when your return rate is not as good.
(I)  Redo the results in Part (D) after 30 years assuming the investment earns 6% annual income (rather than 10% annual income) and Matthew is in a 20% marginal tax bracket at all relevant times.

(J)  Redo the results in Parts (D) and(E) after 30 years assuming that Matthew was (i) in a 20% tax bracket when the investment was originally made and a 50% bracket when he cashed it in. (How much would Matthew have been willing to invest originally if he was willing to give up $10,000 after-tax? See footnote 5, supra.); or (ii) in a 50% tax bracket when the investment was originally made and a 20% bracket when he cashed it in.

(K) Redo the results after 30 years in Parts (C), (D) and (E) (assuming a 50% tax rate at all relevant times and a 10% annual return) assuming that Matthew puts away $10,000 at the start of each year for 30 years (where the amount is not deductible) or $20,000 each year for 30 years (where the amount is deductible). 

PROBLEM 10
Assume for purposes of Parts (A), (B), and (C), below, that any investment will be in a Roth IRA (no deduction, no income ever). You should ignore any existing contribution limits on Roth IRAs.

(A)  Kayla wants to retire in 25 years, and would like to have accumulated

$1,000,000 by then. She can earn a 10% return (compounded annually) on her investments. How much must she deposit each year for 25 years (starting January 1, Year 1 and continuing until January 1, Year 25) to achieve her goal (of having $1,000,000 by January 1, Year 26)?

Answer:  she must deposit $9,240 each year. See chart on p. III-4 (“The Amount to be deposited at the Start of Each Period that will grow to $1 in the Future”), under 25 years/10%, where you find the figure .00924. Multiply that by 1,000,000 and you get the $9,240.

(B)  Kayla, from Part (A), realizes that, considering inflation, a $1,000,000

accumulation will not be enough for her. She assumes that there will be 5% annual inflation during the 25 years between now and her retirement, and she wants to have accumulated by the end of Year 25 an amount that will have the same buying power as $1,000,000 has today. How much must she deposit each year for 25 years (starting January 1, Year 1, and continuing until January 1, Year 25) to achieve her goal?

Answer:  See the future value table on p. III-2. Under 5% and 25 years, you find the figure 3.39. That means that you will need $3,390,000 in 25 years to have the buying power that $1,000,000 has today. To save for that, Kayla will have to put away $31,323.60/year (i.e., an amount equal to 3.39 times the amount Kayla put away each year in Part (A)).
(C)   Kayla and Benjamin both turned 35 on January 1, 2003.  They can earn 10%

annual income on their investments. Kayla will put $10,000 into her Roth IRA each year starting January 1, 2003 and continuing for the next 4 years. Specifically Kayla will make the following deposits into a Roth IRA:

January 1, 2003

$10,000

January 1, 2004

$10,000

January 1, 2005

$10,000

January 1, 2006

$10,000

January 1, 2007

$10,000

Kayla will make no deposits after January 1, 2007 but will simply let the money accumulate for an additional 26 years until January 1, 2033 (when she will turn 65).  How much will she have in her Roth IRA account on January 1, 2033?

Answer:  Given the charts we had, you should have first used the chart on p. III-4 to find how much Kayla had accumulated by December 31, 2006 (the number on p. III-4 under 5 years, 10% was 6.716). The amount accumulated by December 31, 2007 was, therefore, $67,160 ($10,000 x 6.716). (Note that there are now only 25 years left until January 1, 2033.) Then you should have gone to the future value table on p. III-2 to discover the future value of $67,160 invested at 10% for 25 years. To compute that figure we multiply $67,160 by 10.8 (see p III-2, 25 years, 10%), and arrive at the figure $725,000. That is how much Kayla would have accumulated by her 65th birthday.
Benjamin (who also turned 35 on January 1, 2003) made no deposits into his Roth IRA until he was 45 (on January 1, 2013). He then deposited $10,000 into his Roth IRA each January 1 for 20 years (i.e., from January 1, 2013 until January 1, 2032). How much will Benjamin have in his Roth IRA on January 1, 2033 (his 65th birthday)?

Answer:  You should have used the chart on p. III-4 and, under 20 years, 10%, you would have found the number 63.002. Therefore, Benjamin, on January 1, 2033, would have had $630,020 ($10,000 x 63.002).

So although Kayla invested only $50,000 in her Roth IRAs, she ended up with more money ($725,000) than Benjamin, who invested $200,000 in his Roth IRAs (and wound up with $630,020).  Why? The answer is that Kayla invested her $50,000 starting when she was 35, and Ben didn’t start his retirement investments until he was 45. Moral: Invest early (preferably at 5 years old, but, if not, better at 35 than 45).
PROBLEM 11 – (Bonds)
I
(A)  Why do investors buy zero coupon bonds? Note that a bond is simply a

glorified IOU–a promise to pay money. Corporations “issue bonds” to borrow money. Lenders “buy bonds” to lend money. Most bonds carry the obligation to pay interest at set times, perhaps twice a year.

Answer:  They offer a guaranteed rate of return unless the corporation defaults.  The interest earned is taxed as it is “received” however.  This is a tool that allows you to invest little and to know how much money you will have at a specified time in the future.
In the old days, the typical bond came on a sheet of high-quality rag paper including a strip of coupons representing the obligation to pay interest. In order to collect the interest, the lender (investor) had to clip off the coupon and present it to the borrower–hence, the jargon (perhaps now somewhat antique) of people who live by clipping coupons. In the electronic age, more and more of these deals are done on a computer screen instead of paper, but the jargon (and, indeed, the structure of the underlying deal) persists. Hence the concept of zero “coupon bonds.” 

Along about 1982, some borrowers started issuing bonds that bore no coupons at all, nor, indeed, any obligation to pay interest–hence, zero coupon bonds, or simply “zeroes.” Of course, no investor will advance money without the expectation of some kind of payment someday. But anything is a bargain at the right price. The lenders figured out that the investors would buy the bonds at a discount sufficient to compensate them for delay.

Assume, for example, that Taxpayer purchases from the XYZ Corporation for $1,490 a $10,000 zero coupon bond payable 20 years from today. The bond produces an effective rate of return of 10 percent compounded annually. The present value of $10,000 discounted for 20 years at 10% is (approximately) $1490. See Chart on p. III-1 of the CRM. What tax, if any, does the taxpayer pay after Year 1? After Year 2? See CRM, pp. IVA-1 to IVA-11 (relating to the concept of original issue discount). What is the advantage of a zero coupon bond? Would zero coupon bonds be an appropriate investment inside a Roth IRA? a traditional IRA? Why or why not?

Answer:  Zero coupon bonds offer a fixed benefit for a low initial investment.  Allowing for planning for certain events known to be happening in the future.  Zero coupon municipal bonds are not a good investment for IRAs because they are already tax exempt.  Corporate zero coupon bonds are ok, but only as an offset to riskier investments.  
(B)   Consider closely the presentation of OID in Bankman, p. 158 (bottom) and p. 159 (top). Understand how all the numbers are derived.  See § 1272. Note that the future-value table on p. III-2 (and the present value table on III-1) is based on annual, rather than semi-annual, compounding. To derive correct results for semi-annual compounding from the table, divide the interest rate by two and double the number of years. That is, the future value of $1.00 after 10 years at 10 percent, compounded semi-annually, is the same as the future value of 1.00 after 20 years at 5 percent, compounded annually. (Due to rounding, the figures won’t quite come out right using the chart on CRM III-2).

(C)  In the Bankman example (p.158), assume it is the end of Year 4. On December 31, Year 4, owner sells the bond to a third party for $557. What are the tax consequences?  See § 1272(d)(2).  What if he sells the bond after 4 years for $607?

Answer:  If he sells the bond for $557 then there are no tax consequences because he has taken all of the interest income as ordinary income over the last four years.  However, if he sells it for $607, the extra $50 will be capital gain to the seller or in the case of a loss, capital loss.
(D)  What are the tax consequences each year if Taxpayer purchases an already issued bond on the market at a discount?  See §§ 1276 through 1278. 

(E)  What if a bond is issued at a premium? What are the yearly tax consequences to the purchaser? See § 171. 

(F)  Ben buys a 20 year corporate bond paying 6% annual interest. After one-

year the market interest rate on such bonds falls to 5%. What will happen to the bond’s value? What if the market interest rate increases to 8%? Is a taxable bond an appropriate investment for a tax deferred (e.g., 401(k) plan) or tax exempt (e.g., Roth IRA) investment? Why or why not? 

II.
What yield would you have to earn on a taxable bond in order to generate

the same after-tax earnings as a tax exempt bond in each of the following alternative situations:

	Tax-Exempt Yield
	30% Tax Bracket
	40% Tax Bracket

	4%
	5.71%
	6.67%

	5%
	7.14%
	8.33%

	7%
	10%
	11.67%


Is a municipal bond an appropriate investment for a tax deferred (e.g., 401(k)) or tax exempt (e.g., Roth IRA) investment? Why or why not?

Answer:  No.  Municipal bonds are already growing tax deferred and there is no reason in the world you should ever do this.  
III
Kayla knows that if she invests in individual stocks, the value of any increase in the value of the stock will go untaxed until she finally sells the stock. (Assume that she intends to invest in stock in her own name (i.e., not as part of an IRA investment or a 

§ 401(k) plan).) She, therefore, would like to find appropriate growth stocks to invest in (stocks that pay little, if any, dividends, but which, hopefully, will substantially increase in value over time).  She intends to hold these stocks for 20 years until she retires, when she will sell them (and be taxed at capital gains rates). She is advised, however, that she should try to achieve diversity by buying one of the many mutual funds that invest in growth stocks.  If she invests in such mutual funds, will she achieve her tax deferral goals?  Why or why not?  See CRM, pp.VIA-17 to IVA-19.

PROBLEM 12 – (Annuity)
In Problem 9, Matthew was saving money for retirement. In this Problem 12, Matthew is now 65 years old and ready to retire. He has to decide what to do with the money he has accumulated–i.e., how should he invest it so as to meet his needs during retirement.

Problem 9 assumed (in computing Matthew’s after-tax savings at age 65) that Matthew took out all of the savings as a lump sum when he reached age 65 and paid all applicable taxes on the savings at that time. That, of course, is not the only or even a very likely choice for him. Certainly, Matthew might cash in some of his savings and use it to buy a vacation cottage or pay for his grandchildren’s college educations. More likely, however, Matthew will want to keep those savings invested (and not pay immediate taxes on all of the tax-free build-up). This is the money he will need to live on (hopefully, in the manner to which he was accustomed) during the rest of his life. One possibility is that Matthew will keep his principal accumulation amount intact and live off the income that it produces. (Under most retirement plans, however, Matthew will be required to begin taking out some principal once he reaches age 70½ or be hit with a major penalty.) If Matthew uses only the income (at least until he is 70½ ) from a traditional (deductible) IRA or a section 401(k) plan, that is all he will be taxed on. He will continue to defer the tax on the principal. The amount of income he takes from his Roth IRAs will be tax exempt. If Matthew uses only (or mostly) income to sustain himself for the rest of his life, he will, of course, have the principal left to bequeath to his beneficiaries (hopefully, with no estate tax, if he dies after 2009).

Matthew might also use the income from his retirement accounts to live on, but periodically invade principal when the income is insufficient to meet his needs. If he takes both income and principal out of a traditional deductible IRA or a section 401(k) plan (in which he has no basis), both the receipt of income and the receipt of principal will be taxable as ordinary income. If he takes both income and principal out of a Roth IRA, none of the proceeds will be taxable.

One additional major choice for Matthew is to use some or all of his retirement money to acquire an annuity that will provide him with monthly payments (either in a fixed or a variable amount) during the rest of his life. The problems below ask about the tax and economic consequences of a variety of types of annuity investments.

(A)  Assume Matthew has accumulated $1,000,000 in after-tax funds at the time of his retirement (at age 70). These are funds, we can assume, that Matthew has accumulated over his lifetime by investing, without tax deduction or tax deferral, in taxable (or tax exempt securities). See Problem 9(A). So Matthew has a $1,000,000 basis in his retirement funds. Now Matthew makes the decision (at age 70) to use the accumulated $1,000,000 to buy a single life fixed annuity from an insurance company. Assume Matthew’s life expectancy at the time was 15 years and the insurance company promised to pay him each year $100,000 for as long as he lived. That payment schedule is actually giving Matthew a bit less than a 6% return on his $1,000,000 investment (assuming he lives for exactly 15 years). See annuity chart on p. V-9. 

(1) To what extent, if at all, is Matthew taxable on the $100,000 payment received in the first year? §§ 72(a); 72(b)(1); 72(c)(1), (3), (4).

Answer:  He will be taxed on the pro rata method according to § 72.  The inclusion or exclusion ration is determined by the total cost divided by the total expected actuarial return.  In this case $1M / $1.5M = a 2/3 ratio of exclusion of income.  So 2/3 of each payment will not be income to Matthew until after year 15 at which point it is all income.
(2) If the law remains the same and Matthew is still alive, how will Matthew be taxed on the $100,000 received in the sixteenth year of the annuity payments? § 72(b)(2), (b)(4).

Answer:  In year 16 all of the payment will be included as income under § 72(b)(2) and (4).
(3) If Matthew died after ten years, will Matthew or his estate be allowed an income tax deduction? § 72(b)(3) and (4). How much?

Answer:  His estate will be allowed to deduct the unrecovered basis which in this case is $333,333.00.
(4) Prepare Bankman (3d edition) problems 49-55, pp. 83-89.

(B)  Assume that Individual A goes to a bank and borrows $1,000,000 to buy a

house.  The bank imposes a 6% interest charge and requires A to repay the loan (including interest and principal) in equal annual amounts. Assume Individual A will pay $100,000/year (counting interest and principal). How much interest and how much principal will A pay and the bank receive in Year 1? Year 2?  Year 3? Do you see the difference between the tax consequences of this arrangement and that of an annuity? Do you now see that the way basis is recovered in annuity transactions is tax-preferred? Note that in an annuity transaction, the person buying the annuity is like the bank in the above mortgage transaction and the insurance company is like the individual borrowing the money in the mortgage situation.

(C)  This Part (C) is taken mainly from Problem 54 on p. 88 of the Bankman book (3d. edition), which you should see. Tracy, who is 45 years old, is interested in assuring herself of adequate retirement income. Stan is an agent for a company that sells deferred annuities. Stan tells Tracy that for $100,000 his company will provide her with an annuity contract that pays $50,000 a year for life, beginning at age 65. Tracy is expected to live until age 83, so that if she lives to life expectancy, she will receive total payments of $900,000. Stan informs her that such number represents an annual return of 8 percent. “Big deal,” replies Tracy. “I can earn 8 percent on long-term government bonds; I can probably average about that on deposits with my local bank. Why should I buy the deferred annuity?” What is the best answer to Tracy’s question? What is Tracy’s exclusion and inclusion ratio when she begins to receive her annuity payments at age 65? (Note that a deferred annuity is like a nondeductible IRA, i.e., an IRA in which a taxpayer puts after-tax (nondeductible) funds into an IRA. There is no deduction up-front, but the money grows without tax until it is taken out at retirement.). 

(D)  Note that, under section 101, there is no income tax when a beneficiary

collects the proceeds of a decedent’s life insurance policy. Assume that H dies and W collects $1,000,000 under H’s life insurance contract. W has no income and, therefore, W uses the entire $1,000,000 to buy herself a life annuity. What is her investment in the annuity contract? Why?

(E)  Note that annuities come in all shapes and sizes. Many people will not want

to take fixed annuities since they do not keep up with inflation. Rather, they will want to acquire so-called variable annuities.  Today many types of variable annuities are sold, in which the monthly payments vary with interest rates, stock or mutual fund investments, etc.  Also, a married taxpayer will ordinarily buy an annuity that will also provide for his or her spouse; these are called joint and survivor annuities. They also come in many forms. The most common form is one in which yearly payments will continue in an equal amount as long as either spouse is alive. Obviously, the amount of the annual annuity payment a spouse can buy with the same investment will be lower if the measuring lives are two people. Some joint and survivor annuities reduce benefits when one spouse dies (e.g., on the death of the first to die, annual payments are reduced to 2/3 of the amount paid while both were alive). Whether one is buying an annuity for herself or for herself and her spouse, one generally wants to have a guaranteed period of 10, 15, or 20 years. That is, even if the annuitant dies the day after she purchases the annuity, payments will continue to her beneficiary for the guaranteed period. Obviously, a guarantee will reduce the annual annuity paid (usually, however, only very slightly if the annuitant is, for example, age 65 and the guarantee period is only 10-15 years).

(F)  Assume now that Matthew has accumulated $1,000,000 in untaxed dollars

at age 60 (e.g., through traditional deductible IRAs or a § 401(k) plan). He is considering retiring at age 60 and buying a single life fixed annuity (with no guaranteed period) that will start paying him an annuity immediately. Matthew will be entitled to switch his existing IRA or section 401(k) investment to an annuity (to “annuitize” his investment) without recognizing the previously deferred income. Therefore, the entire yearly annuity payment will be taxable to Matthew since he has no after-tax investment in the contract (i.e., he has never been taxed on any part of the $1,000,000 that he is using to buy the annuity). Assume Matthew’s life expectancy at age 60 is 25 years and he can buy an annuity that will provide him with a 6% return. How much will he receive each year as an annuity? See Chart on p. V-9 of CRM.  Note that if the $1,000,000 Matthew accumulated and used to acquire the annuity came from Roth IRAs, no part of the yearly payments would be taxable to him. The annuity remains a qualified Roth investment.

(G) Retiring early can be very costly. Assume that Individual A, who receives an annual salary of $150,000/year, has accumulated $1,000,000 by age 60 and wants to retire. He intends to buy a single life fixed annuity for himself to begin immediately (with no guarantee period). Assume he has no basis in the annuity (i.e., the $1,000,000 comes from a traditional IRA or section 401(k) retirement account). His life expectancy is 23 years, and the annuity will pay a return of 7%. How much will he receive each year? See chart at CRM p. V-9. The figure for 23 years at 7% (not shown on the chart) is .0887. 

Compare Individual B who also has $1,000,000 accumulated in his retirement account (with no basis) at age 60. B decides to continue working until he is 65. B spends all of his after-tax salary on consumption during the five years from age 60 to age 65. But, of course, his retirement account continues to accumulate (assume at 10%) until he is 65. See chart at CRM, p. III-1.  He then takes the accumulated amount at age 65 (when his life expectancy is 19 years) and buys a single life fixed annuity for himself to begin immediately (with no guarantee period).) What will his yearly annuity be?  See chart on p. V-9 of the CRM. The applicable figure for 19 years at 7% is .0968.

(H)  One of the most popular current authors in the field of financial planning,

Suze Orman (you will find her hanging out a lot on your local shopping channel, though she sometimes finds her way to public television), argued in her book, “You’ve Earned It, Don’t Lose It” (1994), pp. 136-141 that when a man is acquiring a joint and survivor annuity with his wife, he should always buy an annuity that does not reduce the benefit to his spouse when he dies, even if she really wouldn’t need that much money to live on. Orman explains below why it is always better for the male to give his spouse a full benefit after his death, rather than dropping the annuity amount by 50%. Read the explanation carefully.  Is she right? If not, why not? (Assume all of Orman’s assumptions regarding the amounts the annuity will pay before or after the husband dies are correct.)

“Many of you may now be convinced to take the 100 percent J&S option offered by the company. Others may still believe they need only take the 50 percent option to protect their partner. Besides urging you to reread the discussion section of this chapter to change your mind, the 100 percent option over the 50 percent option may be the best financial investment you could make [even if the spouse does not need the extra money].

Don’s basic pension is $2,090 [per month]. Even though he is reasonably sure, with their other assets, that his wife, Janet, will need only the 50 percent option to pay all the bills, he has decided to see if it makes economic sense to take the 100 percent option over [the] 50 percent option. The 50 percent J&S [joint and survivor] option will reduce his basic pension by $90 a month to $2,000, but Janet will receive only $1,000 a month when he dies. If he takes the 100 percent option, his monthly pension will be reduced by $247 a month, to $1,843. This is also how much Janet will continue to receive.

The difference to Don’s pension check between the two options is $157 a month ($2,000 minus $1,843). The difference to Janet when Don dies will be $843 a month ($1,843 minus $1,000). Don wanted to know if it was worth paying the extra $257 a month now to give Janet $843 more a month later. Here is how he would figure it out:

Don is only fifty-six years old and has a life expectancy of about twenty-seven more years. So he would take the $157 and multiply it by 12 to find out how much more it will cost per year to select the 100 percent option over the 50 percent option.

$157 X 12 = $1,884

Multiply his life expectancy of twenty-seven years by the yearly cost:

$1,884 X 27= $50,868 total cost

Over Don’s life expectancy of twenty-seven years, he will spend a total of $50,868 for the 100 percent option over the 50 percent option. That seems like a lot of money to spend. Is it worth It?

If Don chooses the 100 percent option, Janet will receive $843 more each month, or $10,116 per year.

$843 X 12= $10,116 additional yearly income

Given these figures, how much longer will Janet have to live beyond Don to recoup all $50,688? Divide the total expected cost by the additional income.

$50,688 ( $10,116= 5.01 years.

Janet will have to live only five years more than Don to get the total cost back.

Let’s go one step farther. For every year Janet lives beyond those 5 years, she will be making a 20 percent per year return on that money. How did we get this figure? Divide the additional yearly income by the total cost:

$10,116 ( $50,688 = 20%

Don realizes that the chances of Janet living at least five years longer than he are good, especially since women statistically outlive men. Besides, there are very few places that one can get a 20 percent return of funds. So Don and Janet decided to take the 100 percent joint and survivor option, even though they expected that Janet will not need the money. If Don dies before his full life expectancy, the return will be even greater.

If you are in a situation where you know that your partner will definitely not need the money, then you should consider this option strictly from an investment position.”

Comment!

(I)  Assume that it is January 1, Year 1. Benjamin, age 40, has already accumulated $200,000 in a tax-deferred retirement account (e.g., his 401(k) plan).  He intends to retire in 25 years (on January 1, Year 26) and use all of his retirement money to buy a single life fixed annuity (with no guarantee period), which will pay an effective interest rate of 6%. The $200,000 will grow during the 25 year period prior to retirement at 7% annual compound interest. Assume when he retires, Ben’s life expectancy will be 20 years. Ben would like his annuity to pay him $100,000/year (in Year 1 dollars before tax). He expects that average inflation over the next 25 years will be 3%/year. How much should Benjamin invest on January 1 of each year from Year 1 to Year 25 to achieve his goal? (Benjamin understands that a fixed annuity will not take account of inflation after his retirement, and he really intends to buy a variable annuity, but he is using the $100,000/year figure as a way of estimating his yearly retirement contributions.) See charts at CRM, pp. III-1 to III-4 and V-8 to V-9.

Answer:  1. If Ben wants an annuity that will pay him $100,000 in current dollars; he must first figure what the equivalent amount will be after 25 years taking into account 3% inflation. See future value chart on p. III-2. Under 3%/25 years, you will find the figure 2.09. So Ben will need an annual annuity of $209,000.

2. How much will such an annuity cost (assuming the annuity returns 6%, Ben’s life expectancy is 20 years, and it is a single life annuity with no guaranteed period).  Go to chart on p. V-8.  (the Current Cost of Purchasing An Annuity That Will Pay $1/Year at the End of Each Period). Under 6%, 20 years, the figure is 11.470. Multiply that by $209,000 (the desired annuity) and you find that Ben would need $2,397,230 to buy the annuity. 

3. Ben (at age 40) already had $200,000 accumulated on which he could earn 7% (according to our estimates). So that $200,000 alone would grow in 25 years to $1,086,000 ($200,000 x 5.43). See III-2 (7%, 25 years).
4. So all Ben needs is a mere $1,311,230 more when he retires ($2,397,230 - $1,086,000).  How much would Ben have to deposit each year for 25 years to reach that figure if he can get a 7% annual return. See p. III-3 (The Amount to be Deposited at the Start of Each Period to Grow to $1). Under 7%/25 years you find the figure .01478. Multiply that by $1,311,230 and you find your answer: Ben needs to deposit $19,380 a year.
PROBLEM 13 – (limits on contributions to IRAs)
(A)  The year is 2003. A is unmarried, has more than $3,000 in compensation income, is covered by an employer retirement plan, and has adjusted gross income of

(1) $25,000

(1) $90,000

(1) $100,000

(1) $200,000

Can A make a $3,000 contribution to a (i) traditional deductible IRA; or (ii) a Roth IRA? A $3,000 contribution to a nondeductible IRA is always available to any taxpayer with at least $3,000 of compensation income. Note that $3,000 is the maximum total amount an individual can contribute to all IRAs (traditional deductible, traditional nondeductible, or Roth).  So, for example, if a taxpayer contributes $3,000 to a Roth IRA, she cannot contribute anything to a traditional IRA. (The maximum deductible amount for the years 2005-2007 will be $4,000, and the maximum will be $5,000 for 2008 and thereafter. After 2008, the $5,000 contribution limit is increased to reflect a cost-of-living adjustment (COLA)).

	
	Traditional IRA
	
	
	Roth IRA
	

	AGI
	Single Taxpayer
	
	
	Single Taxpayer
	

	25K
	Yes
	
	
	Yes
	

	90K
	No
	40K – 50K AGI limit
	
	Yes
	

	100K
	No
	
	
	Partial
	95K – 110K limit

	200K
	No
	
	
	No
	


(B)  The year is 2003. A is unmarried, has more than $3,000 in compensation income, is not covered by an employer retirement plan, and has adjusted gross income of

(1) $25,000

(2) $90,000

(3) $100,000

(4) $200,000

Can she make a $3,000 contribution to a (i) traditional deductible IRA or (ii) a Roth IRA?

	
	Traditional IRA
	
	
	Roth IRA
	

	AGI
	Single Taxpayer
	
	
	Single Taxpayer
	

	25K
	Yes
	No AGI limit
	
	Yes
	

	90K
	Yes
	
	
	Yes
	

	100K
	Yes
	
	
	Partial
	95K – 110K limit

	200K
	Yes
	
	
	No
	


(C)  The year is 2003. H and W are married and file a joint tax return. Both have more than $3,000 in compensation income, and both are covered by employer retirement plans. Their combined adjusted gross income is

(1) $40,000

(2) $90,000

(3) $100,000

(4) $200,000

Can H and/or W make a $3,000 contribution to a (i) traditional deductible IRA; or (ii) a Roth IRA?

	AGI
	Traditional IRA
	Traditional IRA
	
	Roth IRA
	Roth IRA

	
	H
	W
	
	H
	W

	40K
	Yes
	Yes
	
	Yes
	Yes

	90K
	No
	No (60K – 70K AGI limit)
	
	Yes
	Yes

	100K
	No
	No
	
	Yes
	Yes

	200K
	No
	No
	
	No (150-160K AGI limit)
	No (150-160K AGI limit)


(D)  The year is 2003. H and W are married and file a joint tax return. Both have more than $3,000 in compensation income. H is covered by an employer retirement plan, but W is not. Their combined adjusted gross income is

(5) $40,000

(6) $90,000

(7) $100,000

(8) $200,000

Can H and/or W make a $3,000 contribution to a (i) traditional deductible IRA, or (ii) a Roth IRA?

	AGI
	Traditional IRA
	Traditional IRA
	
	Roth IRA
	Roth IRA

	
	H
	W
	
	H
	W

	40K
	Yes
	Yes
	
	Yes
	Yes

	90K
	No (60–70 limit)
	Yes
	
	Yes
	Yes

	100K
	No
	Yes
	
	Yes
	Yes

	200K
	No
	No
	
	No (150-160)
	No (150-160)


(E) The year is 2003. H and W are married and file a joint tax return. H has more than $3,000 in earned income, but W has none. H is covered by an employer retirement plan. Their combined adjusted gross income is

(9) $25,000

(10) $100,000

(11) $200,000

Can H and/or W make a $3,000 contribution to a (i) traditional deductible IRA; or (ii) a Roth IRA?

	AGI
	Traditional IRA
	Traditional IRA
	
	Roth IRA
	Roth IRA

	
	H
	W
	
	H
	W

	25K
	Yes (60-70)
	Yes (150-160)
	
	Yes (150-160)
	Yes (150-160)

	100K
	No
	Yes
	
	Yes
	Yes

	200K
	No
	No
	
	No
	No


PROBLEM 14
(A)  A owns traditional IRAs (with no basis) worth $50,000, which she cashes

in this year. She is 65 years old but is still working full-time. What tax consequences? What if A had previously made a $10,000 nondeductible contribution for those traditional IRAs?

(B) A owns $50,000 worth of Roth IRAs. She began acquiring these Roth IRAs 10-years ago, and has contributed $2,000 each year for them (total of $20,000).  A cashes in those Roth IRAs this year when she is 65 and still employed full-time. What tax consequences to A?

(C)  Same as Part (A), but A is only 58 when she cashes in the traditional IRAs.

Assume she has retired from work at the time, but not because of disability.

(D)  Same as Part (B), but A is only 58 when she cashes in the Roth IRAs. Assume A has retired from work at the time, but not because of disability. What if A, at age 58, cashes in only $10,000 of the Roth IRAs? See § 408A(d)(4)(B).

(E)  A owns traditional IRAs (with no basis) worth $20,000, which she cashes

in this year. She is 50 years old. She uses the money to pay for her child’s college education. What tax consequences?

(F)  A owns $20,000 worth of Roth IRAs, which she acquired starting 10 years

ago. The IRAs cost A $8,000. She cashes them in this year and uses them to pay for her daughter’s college education. A is 50 years old at the time. What tax consequences to A? 

(G)  B purchased a Roth IRA (for $2,000) when he was 55 years old. He cashed

in the Roth IRA (when it was worth $2,600) when he was 58 years old and disabled. What tax consequences? B owned no other Roth IRAs.

(H)  Are IRAs protected from creditors? See the Kaplan article in the CRM.

(I)  Note that deductible contributions to traditional IRAs reduce federal and

state income taxes, but do not reduce income for social security tax purposes.

PROBLEM 15 - (Roth vs. Traditional IRA)
(A)   Consider again Problems 9(D) and (E), but now use the smaller numbers applicable to contributions to Traditional and Roth IRAs as of 2005 (the limit in that year is $4,000). Assume it is 2005 and Melanie, a single taxpayer, is in the 50% bracket (i.e., when she contributes money and when she cashes in the investment), and is not covered by an employer retirement plan. She can earn 10% compound interest on her investment (pre-tax). She is willing to forego $2,000 of consumption this year in order to make an IRA investment. This means that if she buys a Roth IRA and gets no current deduction for the savings, she will put aside only $2,000. On the other hand, if she buys a traditional deductible IRA, she will be willing to contribute $4,000 to it. Since she gets a deduction for the $4,000, the investment only costs her $2,000 after-tax (at her 50% bracket). Is it clear to you that these investments will, over time, produce identical after-tax amounts?

(B)  Assume that Melanie, age 35, is in the 50% bracket at all times. She is not

covered by an employer plan and, is, therefore, eligible to make a contribution to either a Roth or a traditional deductible IRA. She would be willing to forego $10,000 in consumption in order to purchase an IRA, but is limited by current law to a $4,000 IRA contribution. Assume first that she makes a $4,000 contribution to a Roth IRA. Then, in the alternative, assume that she makes a $4,000 deductible contribution to a traditional IRA. In the latter situation, the contribution saves her $2,000 in taxes, which $2,000 she invests in a taxable bond, earning 10% compound interest each year. Compare the after-tax results if, after 30-years, she cashes in the Roth IRA with those that would result, after thirty years,  if she cashes in her traditional IRA and her taxable bond investment. Note the advantage in these circumstances of a Roth investment. The Roth advantage would, of course, be even greater, if Melanie, did not reinvest her tax savings from the deductible traditional IRA investment, but simply spent it on a vacation that she would not have otherwise taken. Although the problem asks you to compare results after 30 years, you can readily see the Roth advantage if you compare results after only one year (ignoring the fact that after only one year there might be penalties and the Roth distribution would not be a qualified distribution).

Answer:

Roth
4000
->4400

Trad
4000
->4400
taxed->
2200

Trad
2000
->2200
invest & taxed -> 2100(this is the extra 2000 you invest to equal a Roth)
(C)  Melanie is currently in the 50% marginal tax bracket. She is willing to

forego $2,000 of consumption this year in order to acquire an IRA. This means that if she buys a Roth IRA and gets no current deduction for the savings, she will put aside only $2,000. On the other hand, if she buys a traditional deductible IRA, she will contribute $4,000 in so-called pre-tax dollars. Since she gets a deduction for the $4,000, the investment costs her only $2,000 after-tax (at her 50% bracket). In 30 years, when she retires at age 65, she expects to be in a 20% marginal bracket. Should she choose the traditional deductible IRA or the Roth? Why?  Although the problem asks you to compare results after 30 years, you can readily see the traditional IRA advantage if you compare results after only one year (ignoring the fact that after only one year there might be penalties and the Roth distribution would not be a qualified distribution.)

Answer: Person is in 50% when they invest; 20% when they take it out. 10% return rate on all investments.

Roth
2000
->
2200

Trad
4000
->
4400
20% taxes->
3520

(D)  Melanie is in the 20% marginal tax bracket this year. She is willing to forego $2,000 in consumption this year in order to purchase an IRA. This means that if she buys a Roth IRA and gets no current deduction for the savings, she will put aside only $2,000. On the other hand, if she buys a traditional deductible IRA, she will put aside $2,500 ($2,500 less 20% of $2,500 is $2,000 in after-tax dollars). Melanie expects to be in the 50% tax bracket when she retires in 30 years. Should she choose the traditional IRA or the Roth? Why?  Although the problem asks you to compare results after 30 years, you can readily see the Roth advantage if you compare results after only one year (ignoring the fact that after only one year there might be penalties and  the Roth distribution would not be a qualified distribution.)




Answer:  Person is in 20% when they invest; 50% when they take it out. 10% return rate on all investments.

Roth
2000
->
2200

Trad
2500
->
2750
50% taxes->
1375

(E)  Assume that Melanie is 22 years old and in the 50% marginal tax bracket.

 She is willing to give up $2,000 in current consumption in order to save money so that she can take an around-the-world vacation on her fortieth birthday, 18 years from today. Melanie expects to be in a 50-percent bracket at all relevant times. She can get a return of 10 percent a year, compounded annually, by buying long-term bonds. Should Melanie save by buying the bonds directly, or should she establish a traditional or Roth IRA?  If she buys a traditional IRA she will save $4,000 ($2,000 after-tax) this year; if she buys a Roth IRA or a taxable bond, she will put aside only $2,000 this year. Note, Melanie will be subject to the 10% penalty when she cashes in her IRA investment (Roth or Traditional) at age 40.

Answer:  Are the penalties a deterrent for early withdrawal from an IRA?

Option 1:

Put money (2,000) in a taxable bond

18 years; 10% return – 50% taxable = 4,820

Option 2:

Put money in a Roth IRA

2000 x 5.55 = 11,100
Withdrawal penalties:

11,100 – AB (2000) = 9100

9100 x 60% (50% bracket + 10% penalty)= 5460 taxes owed

11,100 – 5460 = 5640 = amount available

Better than option 1, but not as good as option 3 because option 3 was going to be taxed anyway, so you only have a 10% penalty; whereas here, you have a 60% penalty.

Option 3:

Put money in a Trad. IRA

4000 x 5.55 = 22,200

22,200 x 60% (50% bracket + 10% penalty) = 13320

22200 – 13320 = 8880

Option 3 rocks if you plan to take it out early because the only penalty you will pay is the 10%.  The 50% tax was going to be paid anyway.  Just a matter of timing.

PROBLEM 16 – (Roll overs)
The rules governing traditional IRAs and Qualified Retirement Plans permit a taxpayer to transfer (roll-over), tax free, assets from other retirement programs (including traditional IRAs) to a traditional IRA. Similarly, Roth IRAs can be rolled over, tax-free, into other Roth IRAs. But what happens if a taxpayer wants to convert a traditional IRA into a Roth IRA? (Why wouldn’t someone ever convert a Roth IRA into a traditional IRA?)  Assets from retirement plans (other than traditional IRAs) cannot be converted (rolled over) directly into a Roth IRA; they must be converted (rolled over) first into a traditional IRA, which can then be converted (if the statutory requirements are met) into a Roth IRA.

A taxpayer can convert (roll over) a traditional IRA into a Roth IRA only if the taxpayer’s modified adjusted gross income in the year of conversion is not more than $100,000. (This rule applies to single individuals as well as to a married couple filing jointly.) For the purpose of computing modified AGI, the taxpayer does not include the gain resulting from the conversion of the traditional IRA to the Roth IRA.

(A)  The year is 2003. A is single, under 59 ½, and has $80,000 of adjusted

gross income (without regard to the income from converting a traditional IRA to a Roth IRA). A is in the 20% marginal tax bracket.  He owns traditional IRAs (with no basis) worth $25,000. (1) What tax consequences if he converts (rolls over) these traditional IRAs into Roth IRAs and pays any tax due from other savings? (2) What happens if A cashes in his traditional IRAs, pays a tax of $5,000 on the conversion and, within 60 days, rolls over only the remaining $20,000 into a Roth IRA?

Answer:  Fair Market Value = 25,000
x 20% = 5000  
AB=0

But since he did not put all 25,000 back into Roth, he must also pay 10% on the 5,000 he kept out = 500 more tax.
Rollovers:  You could always rollover a 401(k) into an IRA.  Now you can go both ways.  You can also roll from one plan to the next.
Two ways to do a rollover:

Best way is a trustee to trustee rollover.  You never see the money.  The investor takes care of all the details.

The alternative is to have 1st trustee cut you a check.  And then you roll it over yourself. But you lose 20% when you do this because the 1st trustee must withhold the 20%, which you can get back in your tax return.  You have 60 days to do this.  You must pony up the missing money in order to avoid further penalties.

To rollover a traditional IRA or 401(k) to a Roth IRA is doable but requires some planning.

Rule is now: you can only do if your AGI is less than 150,000 not counting taxes you will pay.  You have to pay the tax you owe on the rollover from pre-tax dollars to post-tax dollars.

(B)  In 2003, A converted $25,000 of traditional IRAs (with no basis) into Roth

IRAs. (Assume A qualified for the rollover and paid the taxes due out of other money.) In 2008, when A was 58 years old and not disabled, he cashes in the Roth IRAs and received their then value of $40,000. What tax consequences on the conversion to and on the cashing in of the Roth IRAs?

Answer:  When he cashes in for 40 he invalidates his Roth IRA because there is a 5 year holding period from the date of rollover.  In this case he met the rollover holding period requirement, but he does not meet the requirement for not paying tax on the Roth.  Therefore he pays a tax on 40-25(AB) = 15 at 30% (20% his bracket + 10% penalty) = 4500.

If he did not wait five years – he now fails both tests! He pays tax as in above but he also pays a 10% penalty on the entire 40K.  Not just the 25 as above.  This prevents people from dodging the penalty

(C)  Same facts as (B), except A cashed in the Roth IRAs in 2007 (assume they

were worth $40,000 then). What tax consequences? See CRM, p. VI-21 (first full paragraph). Why does this result make sense?

(D)  Melanie (age 55) is in the 50% marginal tax bracket at all relevant times. She

has accumulated $100,000 in traditional IRAs (in which she has no basis). The IRA is earning 10% per annum, compounded annually. She also has $50,000 invested in a bond earning 10% taxable compound interest each year. One choice for Melanie is to keep her traditional IRAs and her taxable bond investment for 10 years and then cash them in. The other choice is to convert the traditional IRAs to Roth IRAs. If she does, she will owe a $50,000 tax this year, which she will pay by cashing in her $50,000 bond investment. She will then keep her new Roth IRA investment for 10 years and cash it in. 

(1)  Which is the better choice? 

Answer:  If she converts and pays the tax with the bond and leaves it in the Roth she will end up with $259,000.  Chart III-2 (10% / 10 yrs).

If she does not convert, she ends up with $129,500 from the traditional IRA.  The bond will end up being worth 81,500 (10% - taxed at 50% yielding 5% / 10 yrs).  The total is $211,000.

Therefore with no other factors affecting the decision, a Roth is better.  Growing tax free is better.  However, there may be psychological problems with asking people to drop the 50K on taxes up front to benefit in the end. 

(2)  Would your answer to Part (1) change if Melanie was in the 30% bracket at all relevant times? 

Answer:  No.

(3)  Would your answer to Part (1) change if Melanie was in the 50% marginal bracket at the time of conversion, but expected to be in a 20% marginal bracket 10 years from now? Assume the switch from the 50% to the 20% bracket takes place in the year of retirement.

Answer:  At this point the changes in tax brackets make it worthwhile not to rollover.  She will end up with $288,300 vs. $259,000 in the Roth.  

(E) What if Melanie, in Part (D)(1)), did not have an additional $50,000 available to pay the tax on the conversion of the traditional IRA to a Roth IRA. She, therefore, cashed in the entire traditional IRA, rolled over $50,000 of the proceeds into a Roth IRA and retained the other $50,000 to pay the taxes due on the transaction. What is the problem?

Answer:  She will pay a 10% penalty tax on not rolling over all of the money.

PROBLEM 17 – (Required Minimum Distributions)   

(A)  When must a taxpayer begin taking a required minimum distribution (RMD) from a traditional IRA? What is the penalty if the taxpayer does not take the RMD?  Does this rule apply to a Roth IRA?

(B)  Assume that A, who owned a traditional IRA, turned 70 on March 1, 2003,

and 70 ½ on September 1, 2003. The year 2003 is the first year for which A must make a required minimum distribution (RMD). However, the payment of the 2003 RMD may be paid as late as April 1, 2004. Note, however, that an additional RMD for the year 2004 must be made by December 31, 2004. If A did not turn 70 until December 1, 2003 (and 70 ½ on June 1, 2004), then 2004 is the first year for which an RMD is due (and it would not have to be paid until April 1, 2005).

(C)  Based on the following facts, what is the amount of the yearly required minimum distribution (RMD)? Assume that B turns 70 on February 1, 2003, and makes the first RMD in the year 2003 (although he could have waited until April 1, 2004). Assume that on December 31, 2002, A owned $2,620,000 worth of traditional IRAs. The RMD for 2003 equals the $2,620,000 value of the IRAs on December 31, 2002, divided by a so-called “life expectancy divisor,” provided by the Treasury Regulations. The life expectancy divisor  is basically a chart that provides a life expectancy figure which takes account of the joint life expectancy of the owner and a hypothetical person who is 10 years younger than the owner.  The divisor for a person age 70 is 26.2. Therefore, the RMD for 2003 equals $100,000 ($2,620,000 divided by 26.2). Assume further that the value of the traditional IRAs on December 31, 2003 was $2,650,000 (after adding income for the year and subtracting the $100,000 RMD). The life expectancy divisor for a taxpayer 71 is 25.3, and the RMD for 2004 is approximately $105,000. You then continue each year to recalculate the RMD, using an ever reducing divisor.

(D)  D owned, at her death, $50,000 worth of traditional IRAs (with a zero basis). What tax consequences (estate and income) when the beneficiaries (other than the decedent’s spouse) inherit these IRAs? What tax consequences when they collect them? Assume they immediately cash them in so there is no issue of minimum distribution. See Problem 5, supra, relating to income in respect of a decedent (IRD). How would your answer change if the beneficiary was the decedent’s spouse? 

Answer:  Decedent owns 50K trad. IRA.  AB = 0; FMV = 50.  The IRA is included in the gross estate.  It is a special type of IRD (income in respect to decedent) does not get a stepped up basis.  This income stems from your earnings.  The beneficiary will inherit the IRA and steps into your shoes and will get 50K of ordinary income.  There is no penalty assessed because death of owner is an allowable event of sale. 

Look at 5(B) AND 5(C) to determine the effects of IRD.

If spouse inherited, no step up but no estate tax owed due to marital deduction.

There are rollover limits (100K of AGI not including the amount that will be rolled over).

With respect to traditional IRA, if you don’t take out enough money RMD (required minimum distribution) you are also taxed.  This is not a gross estate builder.  If you take out less than RMD, there is a 50% penalty on amount you should have taken out.  Pretty tough!!  Does not apply to Roth IRA.

(E)  E owned, at her death, $50,000 worth of Roth IRAs. What tax consequences (estate and income) when the beneficiaries inherit these IRAs? What tax consequences when they collect them? By when must the beneficiaries cash in the IRAs to avoid penalties? Note that the rules are different for a spouse than for other beneficiaries. A spouse may (and generally does) elect to treat an IRA as her own (whether it be a Roth or Traditional). If the spouse makes this election, then all IRA rules work as if this IRA were actually purchased by the spouse (although the five year holding period for Roth IRAs are treated as beginning on the earlier of the day the decedent or the inheriting spouse first purchased a Roth IRA).

Answer:  It will be part of your gross estate and tax will be paid on it.  But it retains its no taxable status to the holder of the IRA. Therefore the beneficiary will not have to take the value of it into income. 

If spouse inherits a Roth IRA which had not been held for 5 years and she already had a Roth IRA for more than 5 years, she treats it as her own and therefore can sell it next day without penalty.

With respect to traditional IRA, if you don’t take out enough money RMD (required minimum distribution) you are also taxed.  This is not a gross estate builder.  If you take out less than RMD, there is a 50% penalty on amount you should have taken out.  Pretty tough!!  Does not apply to Roth IRA.

(F)  Assume Melanie, a single taxpayer, age 55, is in the 50% bracket at all relevant times (i.e., when she contributes money and when she cashes in the investment) and is willing to forego $2,000 in consumption this year in order to purchase an IRA. This means that if she buys a Roth IRA and gets no current deduction for the savings, she will put aside only $2,000. On the other hand, if she buys a traditional deductible IRA, she will put aside $4,000 in so-called pre-tax dollars. Since she gets a deduction for the $4,000, the investment costs her only $2,000 after-tax (at her 50% bracket). Melanie will not need this IRA for her retirement and would like to leave it on her death to her children. Her life expectancy when she buys the IRA is 30 years. (Assume the children are also in the 50% tax bracket.) Should she buy the Roth IRA or the traditional deductible IRA? Why?

Answer:  The amounts are most likely to be the same growth wise, however, with the increased life expectancy, it is probably wiser to put more into 

PROBLEM 18 – (Defined benefit vs. defined contribution plans)
(A)  Explain the difference between a defined-benefit plan and a defined-

contribution plan. Why, over the years, have companies moved from the former to the latter?

(B)  To get the most out of a defined-benefit plan, one should not job-hop too 

readily. Traditional defined-benefit pensions pay the most to workers with the longest service.

One may think it’s okay to quit the company after only a few years because one is vested in the plan (you “vest” when the money in your pension account becomes yours to keep). Full vesting may come in one to seven years, depending on the plan. But consider the following example:

Two brothers are earning the same starting salary, receiving 5% annual raises, and working for companies with exactly the same pension rules. Itchy Brown worked for four different companies, 10 years each. His brother, Boring, spent 40 years in the same place. Boring’s pension is nearly twice as large. See the chart below. Why is this happening?

	
	Itchy Brown
	Boring Brown

	First-job pension
	$ 5,289
	$91,438

	Second-job pension
	   8,616
	

	Third-job pension
	 14,034
	

	Fourth-job pension
	 22,860
	

	Total Annual Pension
	$50,799
	$91,438


PROBLEM 19 – (401(k) and other qualified plans)
(A)  Technically, section 401(k) applies only to the voluntary employee

contributions to the plan. However, most people, when talking about a section 401(k) plan, include the employer contributions as well. The employer contribution often takes the form of a matching grant. The most typical employer match is one in which an employer agrees to match 50% of the amount voluntarily contributed by an employee, up to 6% of the employee’s compensation. So, under such a plan, if Kayla received a salary of $120,000 and voluntarily contributed $10,000 to the 401(k) plan, the employer would contribute an additional $3,600 on Kayla’s behalf (i.e., 50% of $7,200). The employer’s contribution would remain the same $3,600 so long as Kayla’s contribution was $7,200 or more. Some employer plans provide that, in addition to, or in lieu of the matching contribution, the employer will, each year, contribute a fixed percentage of an employer’s salary to the plan. Sometimes the percentage contributed is discretionary with the employer. The percentage contributed during a year cannot discriminate in favor of highly paid employees, although, oddly, under some circumstances, the percentage might be slightly higher for some highly paid employees. (This has to do with a complex notion called social security integration.) In any event, for purposes of section 401(k) plans, no employee is deemed to be receiving a salary of more than $200,000 (even if the actual salary is $5,000,000). So if the employer agrees to contribute 10% of an employee’s salary to a section 401(k) plan (broadly defined), the executive earning $5,000,000 will get an employer contribution of $20,000 (10% of $200,000). 

(B)  Describe the tax benefits of a section 401(k) plan to the employer and

employee. How do employer and voluntary employee contributions affect the FICA income of the employee?

(C)  Compare a section 401(k) plan with Traditional and Roth IRAs. Are there any

income limits for 401(k) plans? How much may an individual voluntarily contribute to a 401(k) plan? What is the total amount that may be contributed by the employee and the employer to the plan? Why will the 2006 changes to 401(k) (allowing Roth-like contributions to 401(k) Plans) effectively change the contribution limits of such plans? When may a section 401(k) plan permit distributions to a participant? When are distributions from a 401(k) plan subject to the 10% penalty? the minimum distribution penalty?

(D)  What happens if a taxpayer borrows from his 401(k) and doesn’t pay the interest or principal when due?

(E)  Assume a taxpayer is 50 years old and leaves her job. What can/should she do with her 401(k) accumulation? What factors will be relevant to her determination to keep the money in the company plan rather than rolling it over to an IRA? What if she was over 55 and was retiring?

(F)  Can creditors attach a person’s 401(k) accumulation?

PROBLEM 21 – (Saving for College)

PART I
Russ and Melanie have a three year old daughter named Kayla.  They, of course, consider Kayla to be a child prodigy and want to be certain that funds will be available to send her to college–even the fancy private type–when the time comes. They have heard of a variety of tax-preferred savings plans and are wondering which one or ones they should take advantage of.

In Part I, we consider a variety of possible investments, some of which are tax preferred and some of which are not. We are ignoring in Part I any limits imposed by the Internal Revenue Code on the amount of contributions that can be made to such plans (or any AGI limits on who may make such a contribution). For simplicity, it is assumed that Russ and Melanie are saving for only one year of Kayla’s college education (although, if the investment produces more than is necessary for Kayla’s first year college costs, the remainder will be used to pay for subsequent years). It is now September 1, 2003. Kayla will enter college on September 1, 2018 (i.e., in 15 years). 

Consider the value in 15 years of each of the following investments (before they are cashed in to pay for college costs); assume the investments grow at a pre-tax rate of 10% per annum compounded annually. Also assume Russ and Melanie are in a 50% marginal bracket at all relevant times; they will pay a 20% rate on long-term capital gains. Kayla, herself, until the time she begins college will have no income (other than that specified in the problem below). If Kayla has taxable income at any time (that is income which is taxable at her own marginal rate and not that of her parents), it will be taxable in her 10% marginal bracket up to $6,000 and then in the 15% bracket (10% for long-term capital gains).

Parents will set aside $5,000 of after-tax money. Therefore, if the initial investment is deductible, they will invest $10,000.

All of the following investments are made on September 1, 2003.

(A)  Russ and Melanie put $5,000 into a Coverdale ESA (formerly known as an

Education IRA). (As with all investments in this Part I, we are ignoring existing limits on the amount of the allowable investment.) How much will they have accumulated in 15 years? Assume all accumulated amounts are used to pay for qualified higher education expenses of Kayla. Will any taxes be owed? Note the possibility of using a Coverdale ESA for private grade school and high school.

(B)  Russ and Melanie, Maryland residents, deposit $5,000 into the Maryland

College Savings Plans for Kayla. See § 529.  How much will be available for Kayla’s college costs in 15 years. Assume the entire accumulation is used to pay for Kayla’s college education. What taxes, if any, will be owed? Assume Russ and Melanie will save $300 in state taxes (note they will be entitled to deduct $5,000 on their Maryland income tax return), and will redeposit that $300 into the Maryland College Savings Plan (ignore any possible state tax benefit on this additional $300).

(C)  Russ and Melanie, Maryland residents, deposit $5,000 into the Maryland

Prepaid Tuition Plan. Assume that Russ and Melanie save $300 in state taxes because the contribution is deductible for purposes of the Maryland income tax; the $300 is invested by Russ and Melanie for 15 years at 10% before tax (5% after-tax). The Maryland plan promises to provide Kayla with her first college year at the University of Maryland, College Park,  tuition-free or, in the alternative, to give her an amount of cash equal to the first year tuition at  College Park (during the 2018-2019 academic year), which she can use toward paying tuition at any other college. Assume the annual tuition at the University of Maryland in 2018 is $14,800. At what annual rate (approximately) has the $5,000 deposit grown? What is the relevance of the investment of the extra $300 in comparing the various plans for college savings? What tax consequences when the money is applied to pay tuition (or when Kayla receives free tuition at College Park)? What if the College Park tuition in 2018 were $25,000? At what annual rate (approximately) has the $5,000 initial deposit then grown? Why do you think there was a major increase in the last year in the number of persons signing up (throughout the country) for prepaid tuition plans rather than college savings plans?

(D)  Kayla’s father, Russ, deposits $5,000 into a Roth IRA (in his own name).

Then, on September 1, 2018, when Russ is under 59 ½, Russ cashes in the Roth IRA and uses the proceeds to pay for Kayla’s college costs. Assume any liability for taxes will be paid out of other funds. How much will be available to pay tuition? What taxes will be owed? (What if Russ cashes in only $5,000 of the Roth IRA to pay for Kayla’s college costs and allows the remaining amount to continue to accumulate for his own retirement?)

Answer:  No 10% penalty under IRA’s if you use the money for education, but the Roth IRA does not get this benefit and while you do not pay the penalty you lose the tax benefit which makes this a bad vehicle for this.

Therefore you have to take into income everything minus your basis because you can always take out your basis in the Roth and you will not pay any tax.

20,850  -  (5000) = 15,850  x 50% tax rate = 7925 = 12,925 left to spend on your education.

(E)  Russ deposits $10,000 into a traditional deductible IRA (in his own name).

Then, on September 1, 2018, when Russ is under 59 ½, he cashes in the traditional IRA and uses the proceeds to pay for Kayla’s college costs.  Assume any liability for taxes will be paid out of other funds. How much will be available to pay tuition? What taxes will be owed?

Answer:  It grows to 41,700.  You pay a tax but no penalty on the growth, which leaves you with 20,850.  But if you pay the tax out of the IRA funds, the part you use to pay the taxes with will be subject to the 10% penalty.

(F)  Parents transfer $5,000 into Kayla’s name under the Uniform Gift or 

Uniform Transfers to Minors Act (UGMA/UTMA). The money will be invested in bonds producing annual taxable interest income of 10%. All after-tax amounts will be reinvested at the same interest rate.  See §§ 1(g); 151(d)(2); 63(c)(5).  Kayla will then (on September 1, 2018) use the accumulated (after-tax) funds to pay her college costs. How much will she have accumulated by September 1, 2018? Assume the figures on “The Kiddie Tax” handout (CRM, p. VIII-22) will be applicable throughout the 15 year period, and that Kayla’s tax rate will be 10% on the first $6,000 and 15% on income above that. Her parents are assumed to be in the 50% bracket. Assume the personal exemption amount at all times is $3,000 and the standard deduction for a single individual is $4,700. 

Answer:

	Beginning of Year
	Starting Principal
	Interest Income
	(less Tax)

	2003 (Kayla is 3 in September)
	5,000
	167 (4 months)
	none

	2004
	5,167
	517
	none

	2005
	5,684
	568
	none

	2006 
	6,252
	625
	none

	2007 
	6,877
	688
	none

	2008
	7,565
	757
	(tax is 70 cents which we will ignore)

	2009
	8,322
	832
	(8)

	2010
	9,146
	915
	(17)

	2011
	10,044
	1,004
	(25)

	2012
	11,023
	1,102
	(35)

	2013 (Kayla is 13 in September) 
	12,090
	1,209
	(46)

	2014 (Kayla is 14 in September)
	13,253
	1,325
	(58)

	2015
	14,520
	1,452
	(70)

	2016
	15,902
	1,590
	(84)

	2017
	17,408
	1,741
	(99)

	2018 (Kayla is 18 on September 1 and begins college)—8 months interest
	19,050
	1,269 (8 months)
	(52)

	Principal Available for College on September 1, 2018
	20,267
	
	



PART II

Consider the various education savings plans mentioned above. For each one, be able to explain the tax and non-tax advantages and disadvantages. Consider specifically questions of eligibility, limits on yearly contributions, deductibility when money is put into the plan, taxability during the years the money is invested, and taxability when the money is spent on education. (What expenses other than tuition qualify as education expenses for the particular program?) Consider also what penalties apply if the savings are used for purposes other than education. If you would like to take advantage of more than one of these plans, will you be allowed to do son? Take note of any limits these plans impose on investment flexibility. Will contributing to these plans affect Kayla’s right to scholarship funds (assuming she would otherwise qualify)? Which of the plans mentioned in Part I would allow a wayward Kayla to take the money and not go to college?

PROBLEM 23 – (Divorce)
H is in the 50% marginal tax bracket and W is in the 15% marginal bracket. They

are currently negotiating a divorce settlement. W is insisting that she wants to receive $20,000 annually from H and that none of it should be taxable to her (which means that any payment will be nondeductible to H).  H refuses this offer, but makes the following alternative suggestion: he says that instead of paying W $20,000 in a form that will be nontaxable to her (and nondeductible to him), he will increase the payment to $30,000 if W agrees to make it a taxable alimony payment (i.e., taxable to her and deductible by him). Is this a reasonable alternative for W? for H? Why?

PROBLEM 24 – (Divorce)
(A)  H agrees to pay W $1,000 a month for the next 10 years under the terms of

their written separation agreement, but payments will terminate if W dies.  Determine the income tax consequences to H and W.  See § 71(b) and (c).

Answer:  It is all considered alimony and is therefore deductible to H and included as income to W.

(B)  H agrees to pay W $25,000/year for 10 years under a divorce agreement. If,

however, W dies within the 10 year period, then H (or H’s estate) must continue to pay $10,000 to the estate (or beneficiary) of W until the 10 years has elapsed. What tax consequences to H and W in Year 1 when H pays W $25,000? Why?

Answer:  It is not all considered alimony and is therefore only partly deductible to H and partly included as income to W.  The $15,000 a year that terminates on death is alimony because it meets all of the requirements.  The $10,000 that would continue upon the death of H is not considered to be alimony and is therefore not deductible to H and not included as income to W.
(C)  H is required to pay W $3,000 per month under the terms of their divorce

decree. The payments are reduced by $1,000 per month when their only child, who is living with W, reaches age 21 or graduates from college, whichever is later.  In the event W dies, the payments terminate.  If W remarries, the payments are reduced by $2,000 per month.  Determine the income tax consequences of these payments to H and W. See § 71(a), (b), and (c). Reg. § 1.71-1T(c), Q & A 16, 17, and 18.

Answer:  Of the 3000 per month, 1000 is child support and therefore not income to W and not deductible to H.  The other 2000 is income to W and deductible to H.

(D)  H and W are divorced.  Pursuant to their written separation agreement

incorporated in the divorce decree, H is required to make the following alternative payments which satisfy the § 71(b) requirements.  Discuss the tax consequences to both H and W.

(A) Rental payments of $1,000 per month to W's landlord. Reg. § 1.71-1T(b), Q & A-6; § 71(b)(1)(A).

Answer:  This is alimony assuming all parts of § 71 are also being met.  It’s income to her and a deduction to him.  See page 920 T.R. 1.71-1T(b), Q&A 6.

(2) 
Mortgage payments of $1,400 per month on their family home which is transferred outright to W in the divorce proceedings.  The payments consist of (i) $800 mortgage interest; (ii) $200 repayment of principal; (iii) $300 real property taxes; and (iv) $100 liability insurance. Assume W is solely liable for the mortgage payments. See Reg. § 1.71-1T(b), Q&A 6; IRC §§ 163(h)(4)(A), 280A(d)(1), 121(d)(3)(B).

Answer:  See handout (example 1).
(3)  Same as (2), except that while W is allowed to live in the house, it is owned outright by H, who is solely liable on the mortgage. Reg. § 1.71-1T(b), Q & A 6.

Answer:  See handout (example 2).
§ 164(a)(1) – allows people to take a deduction for people that own the house, not whether the live their or not.

§ 163(h)(4)(A) [p. 151] – can he claim at as a second residence?

§ 280A(d)(2), (d)(2) – if anyone in their family is using it, then he can claim it.

This is similar to a property settlement.  No deduction for the money spent on W and she gets no income.  But he can claim the mortgage interest payments and real property taxes.
(4) Same as (3), except the house remains owned jointly by H and W, with a right of survivorship. H and W are jointly liable for the mortgage. W lives in the house.

Answer:  See handout (example 3).
800
Mortgage interest

200
principal repayment

300
Real property taxes

100
liability insurance

1400
total monthly payment to W

Divide everything down the middle would be the easy way.  ½ for H and W.  But you treat each half separately.  It combines Example 1 and example 2.
(E)  In Bankman, read the assigned materials about section 71(f) and be able to

prepare the assigned problems. Why did Congress enact section 71(f)? How do you draft around it?

PROBLEM 25 – (Divorce)
(A)  Review section 1015. Consider the following examples: 

(1) Individual H gives property to his daughter, D, with a basis of $8,000 and a value of $20,000. What tax and basis consequences for H and D? (Assume no gift tax was paid).

Answer:  No tax consequences to H or D.  D takes a basis of 8 and the holding period H had.

(2) Individual H gives to his daughter, D, property with a basis of $20,000 and a value of $15,000. What tax and basis consequences for H and D?  (Assume no gift tax was paid). 

Answer:  Two basis:
for a gain = 20




For a loss= 15

The area in the middle between 15-20 is unaccounted for in both ways.

(3) How, if at all, would your answers to Parts (1) and (2) change if H was transferring these properties to his ex-wife, W, pursuant to a divorce agreement? See § 1041(a)(2) and § 1041(c). See also Reg. § 1.1041-1T(b), Q & A 7. What were the tax and basis consequences of such transactions prior to the effective date of § 1041? Consider the Davis case discussed on p. 140 of Bankman (3d ed). What was wrong with the Davis results?

Answer:  Part (1) would remain the same.  Part (2) would change because § 1015 would not apply.  Therefore, W’s basis would be 20; not the double basis.

(B)  W is an accountant and knows the tax law well. H does not. W owns land

with a basis of $5,000 and a value of $60,000. H has always wanted to own this property. H and W have just gone through a bitter divorce. Nevertheless, W “generously” offers to sell the land to H (within one year of the divorce) for $60,000. What tax and basis consequences for H and W?  Is Davis still relevant? See Part (E), below.

Answer:  H’s basis is 5.  Even though he paid 60.  Tool!  § 1041(a) applies.  W gets no gain either.  It’s not alimony because it was not in separation agreement and it does not terminate.

(C)  H and W own stock in their joint names. The cost of the stock is $30,000,

and it is now worth $40,000. Pursuant to the divorce agreement, H transfers his one-half interest in the stock to W. What tax consequences?

Answer:  Same as in part (C) above. § 1041(a) applies and H loses out and W gets the better deal.

(D)  H owns Property I worth $40,000 with a basis to him of $15,000. W owns

Property II worth $40,000 with a basis to her of $35,000. H and W are negotiating their divorce property settlement. H would like W's property and W would like H's property. You are W's advisor. Do you have any problem with H and W simply swapping Properties I and II? If so, what would you suggest?

(E)  H and W enter into a pre-nuptial agreement. Under this agreement, W will

give up all of her rights to marital property in consideration of H’s transferring to W $1 million worth of XYZ stock. H, in fact, transfers to W the stock (which stock has a basis to H of $200,000). What tax and basis consequences to H and W?  Does it matter whether the stock is transferred before or after the marriage takes place? See the Davis case, discussed on p. 140 of Bankman (3d ed.).

PROBLEM 26 – (Divorce)
(A)  H and W jointly owned their personal residence.  H and W were divorced six years ago.  H was awarded custody of their two children. The decree of divorce provided that H was to remain in the family home until the younger child reached age 18 and the house would then be sold, with the proceeds divided equally between H and W.  Last month, when the younger child turned 18, the house was sold for $400,000. Its basis was $100,000. Can W, who currently lives in an apartment, exclude her $150,000 gain from income under § 121? See § 121(d)(3)(B). What about H?

Answer:  Yes, see § 121(d)(3)(B).  There is no problem for H.

(B)  H and W jointly own a personal residence with a total basis of $100,000

and a value of $400,000.  In an agreement reached by H and W (more than one year after the divorce and not pursuant to the divorce decree), H sells his one-half interest in the house to W for $200,000. They had been living together in the family residence for four years and W has been living there alone for the last two years. (She was given the use of the house for two years under the divorce decree.) Does § 1041 apply to the sale? If not, what are the tax consequences for H and W?  See §121. How would your answer change if the sale from H to W of the one-half interest took place within one year after the divorce (or was pursuant to the divorce decree)?

Answer:  No.  The incident to divorce section in § 1041(c) is not met.  § 1041 would apply if the sale took place within one year of the divorce.  § 121(d) does not apply but, the regular § 121 does apply and therefore it is immaterial to H in this situation.  But it matters to W.  W now gets a basis of $250 (her 50 + the 200).  But if § 1041 had applied, she gets the lower basis because § 1041 trumps § 121 and treats it as a gift.  This basis would be $100K (her 50 + his 50).

(C)  Assume that in Part (B), above, W had purchased H’s one-half interest in

the residence during the one year following their divorce. Now W marries H2, who moves into the residence. (W is still the sole owner of the residence.) Three years after the marriage to H2, W sells the residence for $500,000. (Assume W and H2 file a joint return in the year of the sale.) What tax consequences? See § 121(b)(2)(A).

Answer:  Not taken into income.  All parts of § 121(b)(2)(A) are met.

PROBLEM 27 – (Divorce)
Ben Derrick, the senior partner in your law firm, would like your views on the income tax consequences of a draft of the combined property settlement and support and maintenance paragraph of a written separation agreement, set forth below, which he has just prepared for Norman J. Peters (age 44), husband of Clara K. Peters (age 40), and father of Sarah L. Peters (age 11) and Daniel M. Peters (age 6). The Peters who live in a community property state, own no separate property but do own as community property “Peters’ Hardware,” a relatively successful local business worth an estimated $320,000, and their personal residence which is worth an estimated $240,000 net after subtracting all liabilities. Ms. Peters is fully able to support herself with her earnings as a floor supervisor at Grace Brothers Department Store. Mr. Derrick and Ms. Peters’ attorney agree that, in the absence of this negotiated separation agreement, the courts would give Mrs. Peters one-half of all community property or approximately $280,000 and alimony of between $2,800 and $3,600 per month exclusive of child support which both parties estimate would amount to approximately $800 per month per child.

Mr. Derrick is most anxious that all payments by Mr. Peters under the agreement be deductible. He would like to hear any suggestions which you might have for improving the chances of obtaining the desired tax treatment. How is opposing counsel likely to react to your suggestions?

________________________________________________________________________

PROPERTY SETTLEMENT AND SUPPORT AND

MAINTENANCE OF WIFE AND CHILDREN
In full settlement and satisfaction of their respective rights and claims to support and maintenance, to all marital property rights (including all interests in community property), and to property, if any, separately held by one another, wife agrees to transfer to husband and husband agrees to accept wife’s interest in all community property and husband agrees to transfer to wife and wife agrees to accept the following amounts:

(A)  seven thousand two hundred dollars ($7,200) per month for a period of

eight years from the date of this agreement and thereafter three thousand two hundred dollars ($3,200) per month until the death of wife, death of husband, or remarriage of wife, whichever event shall first occur, provided, however, that if any such event shall occur before the expiration of eight years, wife, or her estate, shall be entitled to receive four thousand dollars ($4,000) per month from husband or his estate until the expiration of eight years from the date of this agreement; and

(B)  one thousand six hundred dollars ($1,600) per month provided,

however, that such amount shall be reduced by eight hundred dollars ($800) per month whenever Sarah L. Peters or Daniel M. Peters shall die, reach the age of twenty-one while not enrolled as a full- or part-time student at an institution of higher learning, or reach the age of twenty-five while so enrolled.

Husband shall be under no further obligation to make any payments in support of Sarah L. Peters or Daniel M. Peters; it being understood that wife shall provide for their full support with the above mentioned sums provided to her by her husband.

PROBLEM 28 – (Divorce)
What are the special issues involved when, as part of a divorce, H is transferring to W a 50% interest (or a 100% interest) in H’s qualified retirement plan? in H’s IRA? in H’s non-qualified retirement plan? See CRM, pp. XI-15 (Rev. Rul. 2002-22).  

Answer:  As to non-qualified retirement plan, H does not take it into income and W does.  For an IRA it is treated as the receiving spouse’s IRA and there are no tax consequences on the transfer.  As for other qualified retirement plans I do not know.
PROBLEM 31 – (Charitable Giving)
(A)  Investor who earns $80,000 per year has a stock and bond portfolio worth

about $100,000. Some of her investments have substantially appreciated in value and some have declined in value. Taxpayer generally makes several charitable gifts to her church and her college alma mater. From a planning perspective, what advice do you have for investor? Would taxpayer gain any advantage if she gave the appreciated property to charity but immediately repurchased the same stock on the market? What if Investor sells her loss property and then repurchases the same property sold on the market. See § 1091.

(B)  Mom has adjusted gross income, without regard to charitable deductions of $5,000,000. In Year Two, she would like to give $1,000,000 to her private foundation, and $300,000 to suitable public charities. The property that Mom has to give away includes: (1) Stock A, which is publicly traded, has a value of $500,000 and a basis of $300,000, and which Mom has held for two years; (2) Stock B, which is publicly traded, has a value of $200,000 and a basis of $300,000, and which Mom has held for two years; (3) Stock C, which is publicly traded, has a value of $100,000 and a basis of $25,000, and which Mom has held for six months; (4) a violin worth $200,000, with a basis of $10,000, and which Mom has held for ten years; and (5) Stock D, which is closely held, has a value of $300,000 and a basis of $100,000, and which Mom has held for two years. What do you advise Mom with respect to maximizing the tax effectiveness of her contributions? 

	
	Basis
	Value
	Period held
	Traded on securities market
	Double benefit if given to public?
	Double benefit if given to private?

	Stock A
	300,000
	500,000
	2 years
	Yes
	Yes
	Yes

	Stock B
	300,000
	200,000
	2 years
	Yes
	No
	No

	Stock C
	25,000
	100,000
	6 months
	Yes
	No
	No

	Stock D
	100,000
	300,000
	2 years
	No
	Yes
	No.

	Violin
	10,000
	200,000
	10 years
	N/A
	Maybe.
	Never


If you give them to Public Charities:

Stock A: you get the stepped up basis deduction of 500,000 and no gain on the transaction.

Stock B: Should they go to charity or should they be sold and proceeds given to charity? On any type of depreciated property all you get is a Fair Market Value basis.  NEVER give loss property to a charity.  Same as death, get rid of loss property or the loss will evaporate.  Definitely sell the stock, take the 100K capital loss and give the proceeds to charity.

Stock C:  If you give it, you get a 25 deduction.  If you sell it, you get 75 stcg and then get a 100 deduction.  Take option A because it reduces your AGI, even though the results are pretty darn close.  

Stock D:  This should be given to a public charity.  The market quote limitation only applies to private charities and the double benefit would be available if given to a public charity.
Violin:  The only time you get a double benefit for giving to a charity is for marketable securities.  Never give tangible items unless you have to or are dying to.  At a minimum try to give it to a public charity who will use it for its tax exempt purpose and increase your deduction.

Four options for Stocks B and C:

	
	Sell Both
	Sell B/Donate C
	Donate B/Sell C
	Donate both

	Charitable deduction
	B – 200,000

C – 100,000
	B – 200,000

C – 25,000
	B – 200,000

C – 100,000
	B – 200,000

C – 25,000

	Gain/Loss on sale of stocks
	B - 100,000 LTCL

C - 75,000 STCG
	B - 100,000 LTCL


	C - 75,000 STCG
	0

	Carry over loss
	(22,000)
	(97,000)
	0
	0

	Loss used vs O.I.
	(3,000)
	(3,000)
	0
	0

	Now: Deduction

Income
	(303,000)
	(228,000)
	(300,000)

+75,000 STCG
	(225,000)


	Amount of $100K FMV Paid to Donor by Charity
	Amount of $40K Basis Allocated to Sale
	Long-Term Capital Gain
	Amount of Charitable Deduction

	zero
	N/A
	N/A
	$100,000

	$10,000
	$ 4,000 (10%)
	$ 6,000
	$  90,000

	$20,000
	$ 8,000 (20%)
	$12,000
	$  80,000

	$30,000
	$12,000 (30%)
	$18,000
	$  70,000

	$40,000
	$16,000 (40%)
	$24,000
	$  60,000

	$50,000
	$20,000 (50%)
	$30,000
	$  50,000

	$60,000
	$24,000 (60%)
	$36,000
	$  40,000

	$70,000
	$28,000 (70%)
	$42,000
	$  30,000

	$80,000
	$32,000 (80%)
	$48,000
	$  20,000

	$90,000
	$36,000 (90%)
	$54,000
	$  10,000

	$100,000
	$40,000 (100%)
	$60,000
	None


�Technically, the estate and gift tax system refers to a tax credit which is the equivalent of a certain exclusion amount. Using the hypothetical tax rate schedule in Problems 1 and 2, we would say that technically the $500,000 exclusion amount in Problem 2 is really a tax credit of $50,000 (or, as is typically said, a $50,000 tax credit, which is the same as a $500,000 exclusion amount). So, assume again that a person, in a given year, makes his first taxable gift transfer of $1,000,000. The tax under the hypothetical schedule is $200,000 (i.e., $50,000 + 30% of $500,000), less a tax credit of $50,000, for a net tax of $150,000.  Note that is the same number indicated in the text.


�Often referred to as a “unified credit.”


�Or a “disunified credit.”


     �A minor exception to this rule can occur in the case of people who compute their taxes by using the "tax tables" authorized by § 3. Because the tax tables are less precise than the rate schedules of § 1, a difference of a dollar or two of income can produce a difference of several dollars in tax, but the amounts involved are small.


� If Matthew were in the 40% marginal bracket, he would be willing to put aside $16,666 in pre-tax money. If Matthew is willing to put aside $10,000 of after-tax dollars, then the formula for determining the amount he would be willing to put aside in funds deductible at a 40% marginal rate is:  


X - 40%X=$10,000


.6X=$10,000


X=$16,666. 





 If Matthew were in the 30% marginal bracket, he would be willing to put aside $14,527 in pre-tax dollars. The formula and computation is as follows:





X - 30%X=$10,000. 


.7X=$10,000


X=$14,257
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