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We believe “there is no free lunch” — someone
paid for it. We also believe that the tax-deferred
savings available with traditional profit sharing,
401(k), and pension plans, and individual retirement
accounts (IRAs) are for most savers a tremendous
aid, if not essential, to achieving financial security.
While not a “free lunch,” Roth IRAs are at least a
“tax-free lunch.”

Until 2010, high-income taxpayers did not have
access to the tax-free (not just tax-deferred) earnings,
accumulation, and compounding of investment
income available in Roth IRAs. Now, high-income
taxpayers can enjoy tax-free benefits while earning
at taxable rates. Access to the benefits of Roth IRAs
is, however, available to high-income taxpayers only
through transfers (rollovers) from traditional IRAs
and is not directly available by contributions to Roth
IRAs.

Many high-income taxpayers participate in profit
sharing plans, which allow (or could be changed to
allow) current in-service distributions. Participants
eligible for in-service distributions can have
distributions made to a traditional IRA with no
income tax consequence. The traditional IRA can
then be converted to a Roth IRA and the conversion
income tax paid at ordinary rates. Thereafter, the
Roth funds can be invested with no lifetime required
distributions and with all distributions being free of
income tax. Traditional IRA distributions are, of
course, subject to income tax and to force-out
distributions beginning at age 70%.

Traditional IRAs are preferable to Roth IRAs for
those taxpayers who expect future IRA distributions
be to taxed at a rate lower than their tax rate on a

Roth conversion. Conversions probably should not
be made when the taxpayer would have to use IRA
funds or other tax-deferred funds to pay the tax —
especially if an early withdrawal penalty would
apply. Those who should consider converting to a
Roth IRA include:

1. Those who expect higher tax rates in the future.

2. Young people - they receive a longer period of
tax-free compounding and might achieve a
conversion at lower tax rates.

3. Those who will likely not need to consume their
IRA funds during retirement. They can leave
their IRAs as stretch Roth IRAs to their children
or grandchildren, thereby increasing the length
of tax-free compounding and greatly increasing
the family benefit.

4. Those who will pay death taxes — they will thin
their estates by the amount of income tax paid
on conversion to Roth. They will leave an asset
with the very valuable characteristic of long-
term, tax-free compounding, but it will be
valued for death tax purposes identically to
assets without that characteristic.

5. Those who are leaving IRAs to a trust that might
want to accumulate trust income because the
compressed trust tax brackets are avoided.

6. Those expecting
appreciation in the IRA.

above-average asset

The decision to convert tax-deferred savings to
tax-free savings is complex and is discussed at length
in our recently revised article “To Roth or Not” found
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on our website, www.cepcpa.com. The income of a
Roth IRA is tax-free income, which can be earned at
taxable rates. In the world of taxation, that is as close

to a “free lunch” as we expect to get. We would be
happy to answer any questions you may have on the
choices available to you.

“WHAT HAS BEEN DONE WiLL BE DONE AGAIN”

These words of Solomon are certainly true
when it comes to breaches of trust and theft. That
some people are not trustworthy is, unfortunately,
a harsh lesson that is taught and retaught when a
trusted associate is caught stealing. It is
impossible to prevent employee dishonesty losses
cost-effectively in small organizations. However,
the adherence to a few basic rules will
significantly reduce the likelihood and extent of
such losses. We hope you will consider the
following for your organization.

An effective system of internal control separates
the duties and responsibilities of employees in a
manner that provides for the safeguarding of assets
and generation of accurate data. In small
organizations, ideal internal control is difficult to
achieve because it is so difficult to separate duties.
There are certain steps, however, that the manager
or owner can take to strengthen internal control.
Some of these are:

1. Personally open and review your monthly bank
statement.  (This one monthly effort would
probably result in the early detection of most
disbursement thefts.) Look carefully at your
cancelled checks or check copies and question
anything that you do not understand prior to
giving the statement to the employee who
prepares the bank reconciliation.

2. Require that supporting documents (which bear
approval and evidence of receipt of goods or
services) accompany checks presented for
signature. Documentation should be marked

"paid" with the date and the check number to
prevent its reuse.

3. Restrict signature authority on checks to
employees who do not have access to
accounting records.

4. Be aware of the basic procedures of your system
(however informal) and set a good example by
adhering to these procedures. Understand your
procedures for paying and receiving funds,
consider apparent weaknesses, and make the
necessary adjustments.

5. Require that all cash received be deposited daily
and intact, whether or not convenient. Require
that all control forms for collections, charges,

invoices, etc., be completed daily.

6. Require that vacations be taken and ensure that
all of the vacationing employee's duties are
performed by another person.

7. Restrict access to petty cash and change funds to
one employee.

8. Do not allow any check cashing or borrowing
from cash on hand.

9. Use employee fidelity bonds. (Please see

following article).

Adherence to a few common sense rules and
alertness by the owner or manager will prevent
most employee misappropriation in  small
businesses. In almost all cases of losses in small
business, two or more of the above policies were
not followed.

EMPLOYEE FIDELITY INSURANCE

You might want to purchase insurance covering
employee dishonesty. Many small businesses can
be so insured with modest premiums. It makes
good sense to have such insurance since cash and
record handling in small businesses is often done
by the same people. The source of employer
resistance to such insurance is usually not the cost

but, rather, the employer's concern that long-term
employees might be offended by being asked to
complete the questionnaires, etc. sometimes
necessary for bonding. In spite of the cost and the
possible offense to some employees, we believe
such insurance should be carried. You might want
to discuss this coverage with your agent.


http://www.cepcpa.com/newsletters/ToRothorNot.pdf
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une is known traditionally as a popular

month for weddings, so we thought the
June issue of Tax and Business Alert would
be a good place to mention a tax-saving
opportunity available to newlyweds as well
as other taxpayers.

One of the most common large-scale financial
transactions most of us encounter is the sale
of our home, and newlyweds have a unique
opportunity to exclude home sale gains. As
background, taxpayers are allowed to exclude
from federal taxation up to $250,000 ($500,000
if married filing jointly) of gain realized on
the sale or exchange of a principal personal
residence. Gain is computed based on the
selling price less the adjusted cost basis of the
residence plus any selling expenses.

Married taxpayers filing a joint return for the
year of sale may exclude up to $500,000 of gain
if (a) either spouse owned the home at least
two of the five years prior to the sale, (b) both
spouses used the home as a principal residence
for at least two of the five years prior to the
sale, and (c) neither spouse is ineligible for the
exclusion because he or she had sold another
home within the two-year period ending on
the sale date to which the exclusion applied.

Home Sales by Newlyweds

If only one

spouse meets the
qualifications of items
(b) and (c), that spouse
may still be entitled to
exclude up to $250,000
of gain on the joint
return. When only one
individual entering a marriage owns a principal
residence, close attention to the calendar and to
usage by the nonowning spouse can make the
difference between a completely tax-free and
partially taxed gain.

If both parties entering a marriage intend to
move into a new (to them) principal residence
after their marriage, each can sell his or her
former residence and exclude up to $250,000 of
gain if they each meet the three qualifications.
The provision limiting the exclusion to only
one sale every two years by the taxpayer does
not prevent a husband and wife from filing a
joint return and each excluding up to $250,000
of gain from the sale or exchange of each
spouse’s principal residence owned at the time
of marriage. However, this is only the case when

(Continued on page 3.)

The information contained in this newsletter was not intended or written to be used and
cannot be used for the purpose of (1) avoiding tax-related penalties prescribed by the Internal
Revenue Code or (2) promoting or marketing any tax-related matter addressed herein.




Tax Freedom Day®

ccording to the Tax Foundation, Tax

Freedom Day® was April 12, the 102nd
day of 2011. This is an indication that taxpayers
worked more than three months before they

2010 IRS Data Book

he IRS recently released its 2010 Data Book.

The Data Book is an annual summary of
IRS activities for the fiscal year. The recent
report describes activities conducted by the
IRS from October 1, 2009, to September 30,
2010. It includes information on returns filed,

Assisting Grandchildren
with College Costs

Contributing to a Section 529 college savings
program is a great way for grandparents
to help their grandchildren pay for college. It is
' = also a great way to
remove assets from
the grandparent’s
estate without
paying estate
tax. As an added
feature, money in
a 529 plan owned
by a grandparent
is not assessed by the federal financial aid
formula when qualifying for student aid.

Photos.com

Grandparents, as well as other taxpayers, have
a unique opportunity for gifting to Section 529
college savings plans by contributing up to
$65,000 at one time, which currently represents
five years of gifts at $13,000 per year. ($13,000 is

earned enough money to pay this year’s federal,
state, and local taxes. Tax Freedom Day® arrived
three days later in 2011 than it did in 2010, but
nearly two weeks earlier than in 2007. The Tax
Foundation estimates that Americans will pay
more in taxes in 2011 than they will spend on
groceries, clothing, and shelter combined. @

tax collections, enforcement, and taxpayer
assistance, as well as the IRS budget and
workforce.

During fiscal year 2010, the IRS collected

$2.3 trillion in revenue and processed 230
million returns. More than 119 million
individual income tax return filers received

tax refunds totaling $358 billion. @

the annual gift tax exclusion amount for 2011.)
A married couple who elects gift-splitting can
contribute up to double that amount ($130,000
in 2011) to a beneficiary’s 529 Plan account(s)

with no adverse federal gift tax consequences.

Example: Electing to spread a 529 Plan gift
over five years.

In 2011, Linda contributes $75,000 to a 529
Plan account for the benefit of her grandson,
James. She makes no other gifts to James in
2011. Because the gift exceeds the $13,000 an-
nual gift tax exclusion, Linda elects to account
for the gift ratably over five years beginning
with 2011. Only $65,000 (five times the current
annual gift tax exclusion) is eligible for the
election; therefore, Linda is treated as having
made an excludible gift of $13,000 in years
2011-2015, and a taxable gift of the remainder
($10,000) in 2011.

See the related article on page four for more
information on nontaxable gifts, and contact us
if you have questions concerning tax-effective
college planning. L7




he political debate on tax reform touches
many topics, including the federal tax
deduction for interest on home loans. There
is no way to determine if this deduction will
continue or at what level, but we thought it
would be a good time to review current federal
law on deducting residential interest.

Interest paid on qualified residence debt is
deductible, but limitations apply. Qualified
residence debt can be either (a) home
acquisition indebtedness, or (b) home equity
indebtedness. Qualified residence interest
expense incurred on up to $1 million ($500,000
for married filing separately) of home
acquisition indebtedness is fully deductible for
regular tax purposes as an itemized deduction.
Taxpayers generally can deduct interest on

up to $100,000 (550,000 for married filing
separately) of home equity indebtedness.
However, there are restrictions on the
deductibility of qualified residence and home
equity interest for AMT purposes.

Mortgage interest is only deductible when paid
by the taxpayer who is the legal or equitable
owner of the property. Thus, a taxpayer cannot
deduct interest he or she pays on the mortgage
of another person. This may occur, for example,
if parents make mortgage payments for their
adult children. Similarly, a taxpayer who holds
a mortgage generally cannot deduct the interest
if it is paid by another person.

A qualified residence (for determining if the
underlying debt is qualified residence debt)
can be the taxpaver’s principal residence and
one other residence selected by the taxpayer
for the tax year. In other words, if the taxpayer
has several vacation homes in addition to a
principal residence, the taxpayer can designate a
different vacation home as the second qualified
residence for different tax years. A residence is
defined as (a) a house, (b) a condominium, (c)
a mobile home, (d) a boal, (e) a house trailer, or
(f) other property that under all the facts and
circumstances can be considered a residence.
Vacant land used for occasional camping does
not qualify as a residence.

Planning Tip: Taxpayers with more than two
homes should consider keeping a mortgage

Deducting Interest on
Home Loans

on their principal residence and
one other residence selected

as a qualified residence and
paying off debt on any house(s)
for which interest will not be
deductible.

Photos.com

Spouses who file a joint return
may treat their common principal
residence, as well as property
that otherwise qualifies as a
second residence, whether it

is owned jointly or by one spouse only, as a
qualified residence. Conversely, spouses who
file separate returns may each take into account
only one residence as the qualified residence,
regardless of how the properties are owned.
However, a deduction for a second residence

is available if both spouses consent in writing
to one of them taking into account both the
principal and the second residence.

A residence under construction can be treated
as a qualified residence for up to 24 months,
but only if the residence actually becomes

a qualified residence when it is ready for
occupancy. However, the land a home is
constructed on does not qualify as a residence
under the above rule until construction
begins. Interest on debt to acquire a lot that is
incurred before construction begins would be
personal interest. However, that interest could
be deductible if a home equity loan is used to
acquire the lot.

Please contact us to discuss the tax treatment
for interest on your home loan or any other
tax compliance or planning issue.

Home Sales by Newlyweds

(Continued from page 1.)

each spouse would be permitted to exclude up
to $250,000 of gain if they filed separate returns.

Home sale gain exclusion qualifications can be
mystifying, so please contact us to discuss the
technical and tax-saving aspects of excluding
a home sale gain. L7




When Are Gifts Taxable?

Photos.com

he new federal estate and gift tax

provisions signed into law late last year
have received considerable attention and may
have created some confusion concerning the
taxability of gifts. So, we thought
it would be a good time to
review some basic information
on the annual gift tax exclusion.

Most gifts are not subject to the
gift tax. For example, there is
usually no tax when you make a
gift to your spouse or a charity.
If you make a gift to someone
else, the gift tax usually does
not apply until the cumulative
value of the gifts you give to that person during
the year exceeds the annual gift tax exclusion.
In 2011, the annual federal gift tax exclusion
amount is $13,000. A federal gift tax return
generally does not have to be filed unless you
give someone, other than your spouse or a
qualifying charity, money or property worth
more than the annual gifl tax exclusion.

If federal gift tax is due, it typically will be

paid by the person making the gift. The person
receiving the gift does not pay federal gift tax

or federal income tax on the value of the gift
received. However, the person making the gift
will not be able to deduct the value of the gift on
his or her federal tax return, other than gifts that
are deductible charitable contributions.

The Tax and

Business Alert is
designed to provide
accurate information
regarding the
subject matter
covered. However,
before completing
any significant
transactions based
on the information
contained herein,
please contact us for
advice on how the
information applies
in your specific
situation.

Tax and Business Alert
is a trademark used
herein under license.
@ Copyright 2011.

Thus far, we have indicated that gifts (a) for
not more than the annual exclusion during the
calendar year, (b) made to your spouse, or (c)
made to a qualifying charity, generally are not
subject to the federal gift tax. In addition to
these provisions, tuition or medical expenses
you pay directly to an educational or medical
institution for someone else are not subject to
federal gift tax, either.

Caution: You cannot first give the money to an
individual for the purpose of paying the end
recipient. To avoid federal gift tax liability, the
money must be paid directly to the institution.

Gift-splitting is a technique available to mar-
ried persons wanting to individually make a
non-taxable gift of up to $26,000 in a single
year. For split gifts, the donor’s spouse must
elect to split the gift with him or her. The gift is
considered to be made half by the donor and
half by the spouse. When a taxpayer elects to
split a gift, a federal gift tax return must be
filed to show that the spouses agree to use gift-
splitting, even if the split gift is less than the
annual exclusion ($13,000 in 2011).

Application of and aspects concerning the

gift tax, including the impact of the $5 million
unified estate and gift tax exclusion (not
covered in this article), can be daunting,. So,
please contact us to discuss the tax aspects

of gifting or any other tax compliance or
planning issue. <



