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Last month, our commentary included data
from USDebtClock.org. It was intended to
increase your awareness of some of the
financial challenges our country is facing and to
get you thinking about possible solutions. This
month, we'd like to take the mental exercise a
bit further and see what ideas you have on how
the U.S. might begin to get its financial house in
order. Regardless of your political persuasion,
how we address these issues will have far
reaching consequences for all of us.

Data from the debt clock showed that our
Federal Government took in about $2.2 trillion
dollars in 2010 but spent about $3.55 trillion.
While it might seem self evident that this level
of overspending cannot be sustained
indefinitely, the political and financial
challenges involved in averting this looming
financial train wreck are huge.

Government (state, local and federal) is NOT a
for-profit business; it doesn't generate revenue
by creating and marketing a tangible product.
One could argue instead that government is a
"service" business. However, considering that
government currently spends 60% more to
provide that service than it brings in, it's difficult
not to conclude that it is not a terribly efficient
one. A business owner might consider raising
prices which, in the case of the government,
would mean raising taxes. Let's look at some
taxes already in place based on statistics
readily found online:

- Federal Income Taxes: Varies based on
actual income; a typical "average" is about 20%
- State Income Taxes: Varies state to state; in
Illinois, it is now 5%
- FICA (Social Security & Medicare): The
typical person and their employer each pays
about 7.5%.
- Real Estate taxes: Varies based on location;
2% of home value is not unusual. On a
$500,000 house, that would be $10,000.
- Sales tax: On regular items (excluding gas,
tobacco, alcohol) it is about 7%. On the
excluded items, the taxes can often be 2X that
amount.

Do a quick addition of all of the numbers, and
you will see the total taxes on a two-income
family making $125,000 potentially approaching
50% of income with those in the higher
brackets paying significantly more.

This leads us back to your opportunity to
temporarily stand in for the President and
Congress. Your goal is to get actual spending
(currently $3.55 trillion) down as close as
possible to what you collect in taxes (currently
$2.4 trillion). If you don't, then the only answer
is borrowing more money, which, as we've
discussed, simply cranks up the speed on our
runaway train. So that you can properly do this
exercise, here again is the list of categories that
make up the current $3.55 trillion you have
been spending on each year:

- $815 billion (23% of total) on Medicare
- $710 billion (20% of total) on Social Security
- $700 billion (20% of total) on National
Defense and Security
- $425 billion (12%of total) on Income Security
programs (unemployment, education, etc.)
- $210 billion (6% of total) on "interest" on the
national debt. (Note: This one has to be paid.)
- $205 billion (6% of total) on Federal Employee
pensions.
- $490 billion (13% of total) on "all other
programs" sponsored by the government.

Somehow, during your brief reign, you need to
"cut" more than $1,000,000,000,000 from
spending to get reasonably close to the money
you collect in taxes. Given the above data, what
programs would you make cuts to in order to
begin moving the budget back into balance?
We're looking forward to your feedback. If
nothing else, thinking through the process will
almost certainly give you a better sense of the
kind of letters you might want to send your local
representatives.

Once you have solved the financial challenges
of the country, please call and make an
appointment with us so we can make sure we
help keep your financial plans and goals on
track.
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The tax treatment of nonqualified deferred
annuities (annuities that are not part of a
tax-qualified plan such as an IRA or 401(k))
appears to be fairly clear-cut:

• A distribution that represents a return of your
investment in the contract is not taxed

• Earnings aren't taxed until they're withdrawn
• Earnings are taxed as ordinary income and

not capital gains, and
• A distribution of earnings taken before age

59½ is subject to a 10% tax penalty unless an
exception applies

Simple, right? Yes--except for those particular
circumstances that trigger unexpected tax
consequences.

Ownership by a "non-natural entity"
"Non-natural entity" is tax speak meaning the
annuity owner is not a human being, but is an
entity (e.g., trust, partnership, corporation). This
creates a situation where the annuity is not
treated as a tax-deferred annuity, so any
earnings will be taxed to the annuity
owner/entity as ordinary income during the
current year--even if the earnings haven't been
distributed.

There are some exceptions to this rule. It
doesn't apply to immediate annuities or those
considered qualified funding assets (e.g.,
annuities held for periodic payments due to
personal injury settlements). Also, the annuity
may not lose its tax-deferred status if the
non-natural entity/owner is acting as the agent
for a natural person. For example, ownership of
the annuity by the estate of a deceased annuity
owner, or the trustee of an IRA or qualified
plan, will not, in and of itself, remove its
tax-deferred status.

Certain revocable (grantor) trusts may also be
the annuity owner without negating the
annuity's tax-deferred status, as long as all of
the trust beneficiaries are natural persons.
However, if an irrevocable (non-grantor) trust,
such as a credit shelter trust, is the annuity
owner, distributions of earnings from the
annuity may be subject to an additional 10% tax
penalty. That's because exceptions to this
penalty that are available to a person/annuity
owner don't apply to a non-natural entity. For
example, a non-natural entity can't claim to be
over age 59½, nor can it be disabled from work.

Gifting an annuity contract
If you make a gift of an annuity you own,
special income tax rules apply. If you owned
the annuity for some time before making the
gift, you are subject to a tax on the difference
between the value of the annuity (its cash

surrender value) and the amount you have
invested in the contract (your premiums). You
would have to claim the income in the tax year
you make the gift. This rule applies to gifts of
annuities to charities and charitable remainder
trusts as well. A gift of an annuity contract
between spouses generally does not trigger this
tax, however.

A trust as your annuity beneficiary
Revocable living trusts are a common estate
planning tool. Often, an annuity owner/trustor
will name the trust as beneficiary of an annuity.
However, if you're survived by a spouse,
naming the trust as the annuity beneficiary may
remove some settlement options your spouse
would otherwise have.

Generally, a surviving spouse named as
beneficiary of a deferred annuity has four
options available: (1) take the full death benefit
in a lump sum (the earnings will be treated as
taxable income at the time the benefit is paid);
(2) take the annuity proceeds over a period of
five years; (3) elect to receive the annuity
payments over a period of time not to exceed
his or her lifetime (with the last two options,
each payment is part nontaxable return of
investment and part taxable earnings); or (4)
the surviving spouse may also have the unique
option of becoming the new owner of the
inherited annuity, in which case the annuity can
continue in deferral (the spouse doesn't have to
take any payments).

However, by naming the trust as beneficiary
instead of your spouse, you'd be eliminating the
last two options for your spouse--even if your
spouse is the beneficiary of the trust. With the
trust as beneficiary, the annuity proceeds would
have to be paid in a lump sum or over five
years following your death. If your annuity has
significant earnings, those earnings would be
taxed upon distribution, even if your spouse
neither needs nor wants the proceeds.

Using an annuity as collateral for a loan
Using your deferred annuity as collateral for a
loan may result in the unwanted realization of
taxable income to you. For instance, say the
basis (premiums paid) in your annuity is
$100,000 and it's now worth $150,000. If you
use this annuity as collateral for a loan, the
collateral assignment is treated like a
distribution and all of the gain (i.e., $50,000) will
be taxable to you as ordinary income.

The income tax rules for deferred annuities can
be tricky, so before making any ownership or
beneficiary designation changes, consult your
financial or tax professional.

The situations described
here relate to deferred
annuities. Different tax rules
may apply to annuities in
the payment stage
(annuitization).
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Health savings accounts (HSAs), Archer
medical savings accounts (MSAs), health
reimbursement arrangements (HRAs), and
flexible spending arrangements (FSAs) are all
personal health accounts that may help you
control your health-care costs. But trying to
figure out what's what can be confusing. Here's
a brief description of each type of account,
including some of their major features and
benefits.

MSAs/HSAs
As of January 1, 2008, the MSA program
expired and no new MSAs can be established,
although if you already participate in an MSA,
you can continue to receive contributions.
HSAs have generally taken the place of MSAs
because of their greater flexibility and options.
In fact, in most instances you can roll over an
existing MSA into an HSA. MSAs and HSAs are
set up in a trust account with a financial entity.
Contributions made through your employer are
pretax dollars (or you can contribute to the
account directly and deduct the contribution),
no tax is due on funds in the account, or on any
earnings until withdrawn, and if funds are used
for qualified medical expenses, the withdrawals
are not taxed. However, account withdrawals
that aren't used for qualified medical expenses
are subject to a tax penalty of 20%, in addition
to regular income tax. Your account is portable,
meaning if you change employers or leave the
workforce, you can keep the account. To be
eligible, you must be insured by a high
deductible health plan (HDHP) that you
maintain (if self-employed) or that's provided
through your employer.

However, there are also differences between
MSAs and HSAs. Generally, anyone with an
HDHP can participate in an HSA. But to qualify
for an MSA, you must have been either an
employee of a company that employs 50 or
fewer people, or be self-employed (or the
spouse of such an employee or self-employed
person). With an HSA, contributions can be
made by you, your employer, or anyone else on
your behalf within the same plan year. But MSA
contributions can only be made by either your
employer or yourself, but not both, in the same
plan year. Contribution amounts also differ. In
2011, maximum HSA contributions are limited
to $3,050 for single HDHP coverage and
$6,150 for family HDHP coverage. MSA
contributions can be up to 75% (65% if you
participate in a self-only plan) of the annual
deductible of your HDHP, but no more than
your annual earnings from employment.

FSAs
If you don't participate in an HDHP, you still can
set money aside for uninsured medical
expenses through an employer-established
FSA. Unlike an HSA, you must be an employee
of the employer providing the FSA in order to
participate (self-employed persons are not
eligible and certain limitations may apply if you
are a highly compensated participant or key
employee). Pretax contributions can be made
by either you, your employer, or both of you
(except employer contributions used to pay
long-term care premiums must be included in
income). You determine how much money you
want deposited each year up to the plan's
maximum dollar amount or percentage of
compensation; funds in the account are not
subject to tax; and distributions are tax free if
used to pay for qualified, unreimbursed medical
expenses you've incurred (no advance
payments for anticipated expenses). Unlike
HSAs, if you leave your employer, you can't
keep the money in the account or take it with
you to another employer (it's not portable).
Also, what you don't spend on medical
expenses by the end of the plan year is
forfeited and not available the following year
(i.e., you must use it or lose it).

HRAs
Like FSAs, HRAs are only available to
employees, not to self-employed individuals.
And HRAs must be funded solely by an
employer; you can't contribute directly to the
account. The terms of the HRA are generally
determined by the employer. For example, your
employer's plan may or may not require you to
have health insurance in order to participate.
The plan sets the maximum amount of
contributions, and determines whether a credit
balance in the account can be rolled over from
year to year, and if so, how much of the
account can be rolled over. But contributions
and reimbursements for qualified medical
expenses are tax free. Reimbursements can be
made to current and former employees,
including spouses and dependents of
employees and deceased employees.
However, if the plan allows for any distribution
to you or anyone else (e.g., spouse, dependent,
estate at your death) for other than
reimbursement for qualified medical expenses,
then any distribution, whether for qualified
medical expenses or not, is included in gross
income.

Beginning January 1, 2011,
for HSA, MSA, FSA, and
HRA programs, a drug or
medicine is considered a
qualified medical expense
only if it is obtained with a
prescription, or is insulin.

Effective January 1, 2013,
contributions to a flexible
spending account will be
limited to $2,500 per year,
increased annually by
cost-of-living adjustments.
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For more information, contact Preferred Planning Concepts
at (847) 375-0505.
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What is the IRA one-rollover-per-year rule?
The one-rollover-per-year rule
is a little known provision that
says you can only make one
rollover from a particular IRA
to any other IRA in any
12-month period. A violation of

the rule can have serious adverse tax
consequences. Luckily, it's a problem that's
very easy to avoid.

Here's how the IRS states the rule: "If you make
a tax-free rollover of any part of a distribution
from an IRA, you cannot, within a 1-year period,
make a tax-free rollover of any later distribution
from that same IRA. You also cannot make a
tax-free rollover of any amount distributed,
within the same 1-year period, from the IRA into
which you made the tax-free rollover. The
1-year period begins on the date you receive
the IRA distribution, not on the date you roll it
over to an IRA."

This is best understood with an example.
Assume you have three IRAs, A, B, and C. On
January 1, 2011, you receive a distribution from
IRA A and, within 60 days, you roll that
distribution over to IRA B. The
one-rollover-per-year rule says that any other
distribution from IRA A that you receive before
January 1, 2012, can't be rolled over. Similarly,

any distribution from IRA B that you receive
before January 1, 2012, can't be rolled over.
You can, however, receive a distribution from
IRA C and roll it over to any other IRA without
restriction.

What happens if you violate the rule? The
disallowed rollover is taxed as a distribution to
you; if you're not age 59½, the additional 10%
early distribution penalty may apply; you're
treated as having made a regular, rather than
rollover, contribution to the receiving IRA, so a
6% excess contribution penalty may apply; and
you may be subject to additional penalties if
you fail to report the "rollover" as a distribution
on your income tax return.

So how do you avoid the problem? It's easy.
Use direct transfers instead of 60-day rollovers.
The rule doesn't apply when IRA funds are
transferred directly from one trustee to another
trustee (you never receive the funds). The rule
also doesn't apply to conversions of traditional
IRAs to Roth IRAs. So you can make as many
trustee-to-trustee transfers, or Roth IRA
conversions, as you like in any year--the
one-rollover-per-year rule will not apply.

Can the IRS waive the 60-day IRA rollover deadline?
If you take a distribution from
your IRA intending to make a
60-day rollover, but for some
reason the funds don't get to
the new IRA trustee in time,

the tax impact can be devastating. In general,
the rollover is invalid, the distribution becomes
a taxable event, and you're treated as having
made a regular, instead of a rollover,
contribution to the new IRA. But all may not be
lost. The 60-day requirement can be
automatically waived in some cases, and the
IRS has the discretion to waive the rule in
others. The 60-day requirement is automatically
waived if all of the following apply:

• The financial institution receives the funds on
your behalf before the end of the 60-day
rollover period

• You followed all the procedures set by the
financial institution for depositing funds into
an IRA within the 60-day period (including
giving instructions to deposit the funds into an
IRA)

• The funds are not deposited into an IRA
within the 60-day rollover period solely
because of an error on the part of the
financial institution

• The funds are deposited within 1 year from
the beginning of the 60-day rollover period

• It would have been a valid rollover if the
financial institution had deposited the funds
as instructed

If you don't qualify for an automatic waiver, you
can apply to the IRS for a discretionary waiver.
The IRS may waive the 60-day requirement
where failure to do so would be against equity
or good conscience, such as in the event of a
casualty, disaster, or other event beyond your
reasonable control. The IRS will consider all
relevant facts and circumstances, including:

• Whether errors were made by the financial
institution (in addition to those described
under automatic waiver, above)

• Whether you were unable to complete the
rollover on a timely basis due to death,
disability, hospitalization, incarceration,
restrictions imposed by a foreign country, or
postal error

• Whether you used the amount distributed
• How much time has passed since the date of

distribution


