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After threatening to
go over the fiscal
cliff, the gift tax,
estate tax, and
generation-skipping
transfer (GST) tax
have come in for a
soft landing. The
American Taxpayer
Relief Act of 2012
(ATRA 2012),

enacted on January 2, 2013, permanently
extended the $5 million (as indexed) gift tax
and estate tax applicable exclusion amount and
GST tax exemption. It also permanently
extended portability of the gift tax and estate
tax applicable exclusion amount between
spouses. However, it also increased the top
gift, estate, and GST tax rate to 40% starting in
2013. A number of other provisions were also
permanently extended.

Top gift, estate, and GST tax rate
In 2012, there was a 35% top tax rate for gift,
estate, and GST taxes. It was scheduled to
increase to 55% in 2013. ATRA 2012 provides
a permanent 40% top rate, starting in 2013.

Applicable exclusion amount
You have an applicable exclusion amount that
can protect a certain amount of property from
the federal gift tax and estate tax. The basic
exclusion amount was $5,120,000 in 2012 ($5
million as indexed for inflation), but was
scheduled to drop to $1 million in 2013. ATRA
2012 permanently extends the basic exclusion
amount at $5 million as indexed for inflation.

Portability of exclusion
The estate of a person who died in 2011 or
2012 could transfer the decedent's unused
applicable exclusion amount to his or her
surviving spouse, who could use the unused
exclusion, along with his or her own basic
exclusion amount, to shelter property from gift
and estate tax (referred to as portability). The
provision was scheduled to sunset in 2013.
ATRA 2012 has permanently extended the
portability provision.

GST tax exemption
You have a GST tax exemption that can protect
a certain amount of property from the GST tax.
The GST tax exemption was $5,120,000 in
2012 ($5 million as indexed for inflation), but
was scheduled to drop to $1 million (as indexed
for inflation) in 2013. ATRA 2012 permanently
extends the GST tax exemption at $5 million as
indexed for inflation (it is $5,250,000 in 2013).

State death taxes
In 2012, your estate could take an estate tax
deduction for death taxes (estate tax or
inheritance tax) paid to a state. In 2013, it was
scheduled to change back into a credit for state
death taxes, as available back in 2001.
However, ATRA 2012 permanently extends the
deduction for state death taxes.

Conservation easement exclusion
An estate tax exclusion is available for qualified
conservation easements. In 2012, the exclusion
was generally available if the property was
located anywhere in the United States. In 2013,
the exclusion was scheduled to be available, as
in 2001, only if the property was located within
a limited number of miles from a National
Wilderness Preservation System or an Urban
National Forest. ATRA 2012 permanently
extends the provision that the property can
generally be located anywhere in the United
States and the mileage requirements do not
apply.

Estate tax deferral for closely held
business
Where the value of a closely held business
exceeds 35% of the value of the adjusted gross
estate, payment of estate tax attributable to the
business can be deferred for up to 5 years and
then paid in installments over 10 years, all at
favorable interest rates. In 2012, a closely held
business could have 45 partners or
shareholders. In 2013, the permissible number
of partners or shareholders was scheduled to
drop to 15, as in 2001. ATRA 2012 permanently
extends the provision allowing up to 45 partners
or shareholders.
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Looking Backward and Forward on Entitlement Programs
Last year's presidential election, along with the
more recent fiscal cliff and debt ceiling
negotiations, have put the spotlight on our
nation's tax policy, deficit, and entitlement
programs. For some, entitlement programs are
necessary--a social compact for America in an
era of longer life spans, the decline of
employer-provided pensions and health
insurance in retirement, and a widening gap
between the haves and the have-nots. For
others, the current level of entitlement spending
is jeopardizing our country's fiscal health and
creating an "entitlement lifestyle." No matter
where you stand in the debate, do you know
the basic facts on our country's largest
entitlement programs?

Where the money goes
All entitlement spending isn't created equal.
The "Big Three" of Social Security, Medicare,
and Medicaid account for more than two-thirds
of all federal entitlement spending. Social
Security and Medicare are primarily age-based
programs, whereas Medicaid is based on
income level. According to the U.S. Bureau of
Economic Analysis, in 2010, the federal
government spent a total of $2.2 trillion on
entitlement programs, with the Big Three
accounting for $1.6 trillion of this total. The
largest expenditure was for Social Security
($690 billion), followed by Medicare ($518
billion) and Medicaid ($405 billion).

A history of growth
Alexis de Tocqueville, the famous French
political thinker who traveled to the United
States in the early 1830s and wrote about the
uniqueness of our young nation's individual
self-reliance in his famous book, Democracy in
America, would likely be surprised to observe
the growth in spending on entitlement programs
that has occurred in the United States over the
past 50 years. According to the Bureau of
Economic Analysis, in 1960, U.S. government
transfers to individuals totaled about $24 billion
in current dollars. By 2010, that figure was $2.2
trillion, almost 100 times as much.

Current status
Let's look at our two main entitlement

programs--Social Security and Medicare.

Social Security. Created in 1935, Social
Security is a "pay-as-you-go" system, meaning
that payments to current retirees come primarily
from payments into the system by current wage
earners in the form of a 12.4% Social Security
payroll tax (6.2% each from employee and
employer). These payroll taxes are put into two
Social Security Trust Funds, which also earn
interest. According to projections by the Social
Security Administration, the trust funds will
continue to show net growth until 2022, after
which, without increases in the payroll tax or
cuts in benefits, fund assets are projected to
decrease each year until they are fully depleted
in 2033. At that time, it's estimated that payroll
taxes would only be able to cover
approximately 75% of program obligations.

Medicare. Created in 1965, Medicare is a
national health insurance program available to
all Americans age 65 and older, regardless of
income or medical history. It consists of Part A
(hospital care) and Part B (outpatient
care)--which together make up "traditional"
Medicare; Part C (Medicare Advantage, which
is private insurance partly paid by the
government); and Part D (outpatient
prescription drugs through private plans only).
Medicare Part A is primarily funded by a 2.9%
Medicare payroll tax (1.45% each from
employee and employer), which in 2013 is
increased by 0.9% for employees with incomes
above $200,000 (single filers) or $250,000
(married filing jointly). In addition, starting in
2013, a new 3.8% Medicare contribution tax on
the net investment income of high-earning
taxpayers will take effect.

Looking ahead, Medicare and Medicaid are
expected to face the most serious financial
challenges, due primarily to increasing
enrollment. The Congressional Budget Office,
in its report Budget and Economic Outlook:
Fiscal Years 2012 to 2022, predicts that federal
spending on Medicare will exceed $1 trillion by
2022, while federal spending on Medicaid will
reach $605 billion (state spending for Medicaid
is also expected to increase). According to the
CBO, reining in the costs of Medicare and
Medicaid over the coming years will be the
central long-term challenge in setting federal
fiscal policy.

Reform
There has been little national consensus by
policymakers on how to deal with rising
entitlement costs. At some point, though,
reform is inevitable. That's why it's a good idea
to make sure your financial plan offers enough
flexibility to accommodate an uncertain future.

An unsustainable path

The bipartisan
Bowles/Simpson Deficit
Reduction Commission stated
that "our nation is on an
unsustainable fiscal path" in
regard to entitlement spending.
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Questions and Answers about Social Security
Whether you're close to retirement or years
away from receiving Social Security benefits,
you may not know much about the intricacies of
this important program. Here are some
questions and answers that can help you learn
more.

Will Social Security be around when
you need it?
You've probably heard media reports about the
worrisome financial condition of Social Security,
but how heavily should you weigh this
information? While it's very likely that some
changes will be made to Social Security (e.g.,
payroll taxes may increase, benefits may be
reduced by a certain percentage, or
cost-of-living adjustments may be calculated
differently), there's been no proposal to
eliminate Social Security. Although no one
knows what will happen, if you're approaching
retirement, it's probable that you'll receive the
benefits you've been expecting. If you're still a
long way from retirement, it may be wise to
consider various scenarios when planning for
Social Security income.

How does the Social Security
Administration know how much you've
earned?
If you work for an employer, your employer will
deduct Social Security taxes from your
paycheck and report your wages to the Social
Security Administration (SSA). If you're
self-employed, you pay your self-employment
Social Security taxes and report your earnings
to the SSA by filing your federal income tax
return. To view your lifetime earnings record,
you can sign up to access your Social Security
Statement online at the SSA's website,
www.socialsecurity.gov.

Will a retirement pension affect your
Social Security benefit?
If your pension is from a job where you paid
Social Security taxes, it won't affect your Social
Security benefit. However, if your pension is
from a job where you did not pay Social
Security taxes (such as certain government
jobs) two special provisions may apply.

The first provision, called the government
pension offset (GPO), may apply if you're
entitled to receive a government pension as
well as Social Security spousal retirement or
survivor's benefits based on your spouse's (or
former spouse's) earnings. Under this provision,
your spousal or survivor's benefit may be
reduced by two-thirds of your government
pension (some exceptions apply).

The second provision, called the windfall
elimination provision (WEP), affects how your
Social Security retirement or disability benefit is
figured if you receive a pension from work not
covered by Social Security. The formula used
to figure your benefit is modified, resulting in a
lower Social Security benefit.

If someone else receives benefits based
on your earnings record, will your
benefit be reduced as a result?
Your benefit will not be affected if other people,
such as your spouse, former spouse, or
dependent children, receive Social Security
benefits based on your earnings record.

If you delay receiving benefits until
after full retirement age, should you still
sign up for Medicare at age 65?
Even if you plan on waiting until full retirement
age or later to take your Social Security
retirement benefits, make sure to sign up for
Medicare three months before you reach age
65. If you enroll late for Medicare Part B
(medical insurance) your coverage may be
delayed or cost more later. Visit the Medicare
website, www.medicare.gov to learn more.

Do IRA withdrawals count toward the
Social Security earnings limit?
Prior to full retirement age, an earnings limit
applies if you receive Social Security benefits. If
you earn more than this amount, your benefit
will be reduced. However, only wages from a
job or net earnings from self-employment count
toward this limit. Unearned income, such as
IRA withdrawals, investment earnings, or
capital gains, does not count.

What if you change your mind about
when to begin Social Security benefits?
You have a limited opportunity to change your
mind after you've applied for benefits. You can
complete Form SSA-521, Request for
Withdrawal of Application, and reapply at a later
date. But if you're already receiving benefits,
you can withdraw your claim only if it has been
less than 12 months since you first became
entitled to benefits, and you're limited to one
withdrawal per lifetime. In addition, there are
financial consequences--you must repay all
benefits already paid to you or your family
members based on your application, as well as
any money withheld from your checks,
including Medicare premiums or income taxes.

Did you know that
according to the Social
Security Administration,
94% of all workers are
covered under Social
Security?
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How can my child get a better financial aid package?
If your child is accepted at a
college, he or she will get a
financial aid award letter that
contains: (1) the college's cost
of attendance (COA) (this

figure is different for every college); (2) your
expected family contribution (EFC), which is
calculated from the federal government's aid
application (this figure is constant); and (3) the
specific types and amount of aid being offered.
The difference between the college's COA and
your EFC equals your child's financial need.
The college's financial aid administrator will
attempt to meet this need by offering aid that
includes a mix of loans, grants, scholarships,
and work-study.

Let's assume you and your child are comparing
financial aid awards from several colleges. Is it
possible to request a more favorable aid
package? The answer is yes. Financial aid
administrators have the authority to exercise
"professional judgment" to reduce the loan
portion of an aid award and increase the grant,
scholarship, and/or work-study component.
Your chances of prevailing are best in two
situations:

(1) You have a special circumstance that
affects your ability to pay. Examples include a
recent job loss, high medical bills, or some
other factor that puts above-average
constraints on your income.

(2) Your child has been accepted at two
competing colleges, and one has offered a
more generous aid package. Many colleges
don't mind losing an applicant to a more (or
less) selective college, but they generally don't
like to lose an applicant to a direct competitor.

Even if neither of these situations applies, you
can still contact the college's aid administrator.
In any case, the best approach is to send a
polite business letter, with a follow-up
telephone call or meeting. Explain in positive
terms how much your child wants to attend that
college and highlight your child's
accomplishments. Your success will likely
depend on whether your child will help the
college meet its enrollment goals, and the
amount of discretionary aid the college has
available.
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