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Inflation or Deflation: Watching for Warning Signs

There's been much debate in investing circles
over the last year about whether inflation or
deflation represents a more likely threat to the
future of the U.S. economy. With a recovery
that's still tentative compared to previous
recessions, measures designed to stimulate the
economy or cut spending to rein in the budget
deficit provoke warnings about their potential to
create one or the other.

The case for inflation

As the economy has begun to recover, worries
about the potential for future inflation have
become widespread. The Fed has undertaken
extraordinary measures to make sure there is
plenty of money in circulation, but some experts
worry that the increased money supply will
eventually cut the dollar's purchasing power,
especially if interest rates are kept at historically
low levels for too long. They cite the easy
availability of money as contributing to the
late-1990s tech bubble and the mid-2000s
housing bubble, and fear that another could be
on the way.

The Federal Reserve Board's monetary policy
committee maintains that inflation currently is
too weak to support normal economic growth,
let alone launch an inflationary spiral. However,
those who see inflation in our future watch for
warning signs such as increased Treasury
yields, particularly on longer-term bonds.
Higher yields when bonds are auctioned
suggest that investors are increasingly wary of
tying up their money for long periods at a fixed
interest rate if they feel that inflation is going to
erode the buying power of those fixed
payments over time. Wholesale prices also are
watched closely; higher prices at the wholesale
level can be a precursor of higher prices at
retail (that is, if retailers are able to pass those
costs along to buyers, which is not always the
case).

The case for deflation

At first blush, the falling prices that characterize
deflation don't sound like such a bad thing. Who
wouldn't like to be able to buy things for less
than they cost now, especially when times are

tough? The problem is that those falling prices
can harm the economy in several ways, as
Americans were reminded during the recent
recession. When prices are dropping, people
tend to postpone purchases, hoping to pay less
in the future (consider what's happened with
real estate since 2007). Delayed spending puts
pressure on corporate profit margins and
companies tend to cut spending themselves,
creating financial difficulties for companies that
rely on business spending. Cutbacks begin to
ripple through the economy.

Deflation typically affects not only prices but
wages; scarce jobs can lead to pay cuts even
for those who stay employed. And lower
incomes can start a new round of cost-cutting
by both consumers and business. If this
process sounds familiar, it's because for much
of 2009, the U.S. experienced negative annual
inflation rates for the first time since 1955.

Though consumers have loosened their purse
strings in recent months, deflationistas argue
that if another financial crisis were to reduce
credit availability, or if high ongoing
unemployment once again begins to weigh on
consumers' willingness and ability to spend, the
threat of deflation could return. Those
concerned about the possibility of a new round
of deflation at some point keep an eye on
consumer spending, the state of the credit and
housing markets, and the stability of banks and
other financial institutions.

Seeing shades of gray

Inflation and deflation aren't necessarily an
either-or proposition. It's possible to have
inflation in some areas and deflation in others;
anyone who has watched food prices or
health-care costs increase while their paycheck
stayed the same and the value of their house
declined can vouch for that.

From an investing standpoint, inflation isn't
black-and-white, either. Some industries and
asset classes benefit from inflationary forces,
while companies that are highly dependent on
both commodity prices and cheap labor can be
more challenged by rising prices.




To use the exemption
portability, the first
spouse to die must
elect to use portability
on his or her estate tax
return. An estate tax
return must be filed by
the first spouse to die
to use portability even
if the return is not
otherwise required to
be filed.

Many states have state
estate tax exemptions
that are less than the
federal estate tax
exemption. So, while
your surviving spouse
might not be subject to
federal estate tax upon
your passing, your
surviving spouse may
have to pay significant
state estate tax if you
rely solely on the
federal exemption
portability.

Estate Tax Exemption Is Portable (for Now)

Recent legislation introduced a new, but
perhaps temporary, estate planning
concept--exemption "portability." In short, the
estate of a deceased spouse can transfer to the
surviving spouse any portion of the federal
estate tax exemption that it does not use. The
surviving spouse's estate can then add that
amount to the exemption it is entitled to,
increasing the total amount that can be passed
on to heirs tax free. This new feature makes it
easier for married couples to minimize the
potential impact of estate taxes.

The federal estate tax exemption
defined

The federal government imposes a tax on the
value of your property when you pass it along
to your descendants at your death. Any amount
that is passed to a surviving spouse is generally
fully deductible. The estate is also allowed to
exclude a certain amount that passes on to
nonspouse beneficiaries. That amount is called
the "basic exclusion amount," which is $5
million in 2011.

How the exemption works for married
couples

Prior to the new tax law, if a spouse died
without having planned for his or her
exemption, the deceased spouse's estate
would have passed tax free to the surviving
spouse under the unlimited marital deduction
(assuming all assets passed to the surviving
spouse), and the deceased spouse's exemption
was lost or "wasted." The surviving spouse's
estate could then only transfer an amount equal
to his or her own exemption free from federal
estate tax. To solve this dilemma, married
couples typically set up what is commonly
referred to as a credit shelter trust (aka
"bypass" or family trust) that sheltered or
preserved the exemption of the first spouse to
die.

The following examples illustrate how portability
can achieve a similar result without the use of a
credit shelter trust.

Example: result without portability

Assume Henry and Wilma are married, have all
of their assets jointly titled, and have a net
worth of $10 million. Henry dies first, when the
federal estate tax exemption is $5 million and
there is no portability. Henry's estate passes to
Wilma free from federal estate tax under the
unlimited marital deduction and does not use
any of his $5 million exemption. Assume that at
the time of Wilma's death, the exemption is still
$5 million, the federal estate tax rate is 35%,
and Wilma's estate is still worth $10 million.

With Henry's exemption completely wasted,
Wilma can pass on only $5 million free from
federal estate tax. Assuming no other variables,
Wilma's estate will owe about $1,750,000 in
federal estate tax: $10 million estate - $5 million
exemption = $5 million taxable estate x 35%
estate tax rate = $1,750,000.

Example: result with portability

Assume Henry and Wilma are married, have all
of their assets jointly titled, and have a net
worth of $10 million. Henry dies first, when the
federal estate tax exemption is $5 million and
there is portability. As above, Henry's estate
passes to Wilma free from federal estate tax
under the unlimited marital deduction and does
not use any of his $5 million exemption. Even
though Henry's estate owes no tax, Henry's
executor files a timely return on which he elects
to transfer Henry's unused exemption to Wilma.
Assume that at the time of Wilma's subsequent
death, the exemption is still $5 million, the
federal estate tax rate is 35%, and Wilma's
estate is still worth $10 million. Since Wilma
has "inherited" Henry's unused exemption, she
can pass on the entire $10 million estate free
from federal estate tax. Portability of the estate
tax exemption saves Henry and Wilma's heirs
$1,750,000 in estate tax.

Portability does not eliminate the
benefits of credit shelter trusts

Even with portability, there are still tax and
nontax considerations that may lead you to use
a credit shelter trust, such as:

» The portability feature is in effect for only two
years and will expire after 2012, unless
Congress enacts further legislation.

* The trust can help protect assets against
creditors of the surviving spouse or future
beneficiaries (typically children and
grandchildren).

¢ The trust allows the first spouse to die to
control the ultimate distribution of his or her
assets. For example, in a second marriage
situation, one spouse may wish to ensure that
any assets remaining after his or her spouse's
death pass to his or her children from a
previous marriage.

» Appreciation of assets placed in the trust will
escape estate taxation in the survivor's estate.

» The portability feature applies only to estate
tax; it does not apply to the
generation-skipping transfer (GST) tax.
Without a trust, any unused GST tax
exemption of the first spouse to die is lost.
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Social Security Survivor's Benefits

You might think Social Security is a program
that only provides you with a monthly income
after you retire. But what you might not realize
is that Social Security may also provide monthly
payments in the form of survivor's benefits,
based on your work record, to certain members
of your family after your death.

Earning survivor's benefits

In order to be able to provide Social Security
survivor's benefits to your family, you have to
earn those benefits. Generally, to be eligible for
survivor's benefits, you must pay Social
Security taxes and you have to work long
enough to earn sufficient credits to be fully
insured. The length of time you need to work
and pay Social Security taxes depends on your
age--the younger you are, the fewer years you
need to work. But in any case, if you've worked
at least 10 years (the equivalent of 40 credits)
you'll be fully insured for any Social Security
benefits, including survivor's benefits.

Even if you haven't worked long enough to be
fully insured, if you've worked at least 1% years
out of the 3 years immediately before your
death, survivor's benefits will be available to
your dependent children and to your spouse if
he or she is caring for your children.

Who can receive survivor's benefits?

Your spouse is eligible to receive full survivor's
benefits at your spouse's full retirement age.
Full retirement age is 66 for people born
between 1945 and 1956, and gradually
increases until reaching age 67 for people born
in 1962 or later. Your spouse can receive
reduced survivor's benefits as early as age 60.
If your spouse is disabled, he or she can begin
receiving survivors benefits as early as age 50.
And your spouse can receive survivor's benefits
at any age if he or she is caring for your child
who is receiving Social Security benefits and is
under age 16 or disabled.

Your former spouse, if you've been divorced,
may receive survivor's benefits if your marriage
lasted at least 10 years, and your former
spouse does not remarry before age 60
(remarriage after age 60 will not affect your
former spouse's eligibility for benefits based on
your work record). If your former spouse is
caring for his or her child who is under age 16
or who is disabled and entitled to benefits
based on your work record, your former spouse
may receive benefits at any age. In that case,
your former spouse need not meet either the
age or length-of-marriage requirements.

Your unmarried children may receive survivor's
benefits if they are younger than age 18 or age
19 if they're attending elementary or secondary
school full-time. If your child was disabled
before reaching age 22, and remains disabled,
he or she is eligible for benefits at any age.
Also, your stepchildren, grandchildren,
stepgrandchildren, or adopted children may be
eligible for benefits under certain conditions.

Your dependent parents can get survivor's
benefits if they're at least age 62 and you
provide at least one-half of their support.

How much will the benefits be?

The easiest way to find out how much your
family may receive in survivor's benefits is by
checking your Social Security statement, which
is sent to you each year beginning at age 25.
Generally, survivor's benefits are based on your
basic benefit amount, which can be increased
by delayed retirement credits, or reduced if you
claimed retirement benefits before reaching full
retirement age. The amount your survivors
receive is based on a percentage of your basic
benefit, and the percentage, in turn, is based on
the survivor's age and relationship to you.

For example, at full retirement age, your
surviving spouse can receive 100% of your
retirement benefit. However, if your spouse
claims survivor's benefits between age 60 and
under full retirement age, then the benefit will
be reduced to between 71% and 99%,
depending on his or her age. An eligible child
and a surviving spouse caring for a child under
age 16 would receive 75% of your benefit
amount. At your death, there is also a one-time
death benefit of $255 paid to your surviving
spouse or child under certain circumstances.

Limits on benefits

Depending on the circumstances, the total
amount of monthly benefits your family can
receive is capped at between 150% and 180%
of your retirement benefit amount. Your
survivor's benefits may be reduced if you're
receiving a pension from an employer that
didn’t contribute to Social Security, like federal
civil service, or if you're under your full
retirement age but still working, and your
earnings exceed certain limits.

Social Security survivor's benefits are an
important means of providing for the continued
support of your family members after your
death. For more information, go to the Social
Security website, www.ssa.gov.
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Of the total new
benefits awarded by
Social Security in 2009,
16% was paid to
survivors of deceased
workers. Source: Social
Security Administration
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e

Yes, if you qualify. The law
3 - authorizing "qualified

= == 4  charitable distributions," or
e QCDs, has recently been
A extended through 2011.

You simply direct your IRA trustee to make a
distribution directly from your IRA (other than a
SEP or SIMPLE) to a qualified charity. You
must be 70% or older, and the distribution must
be one that would otherwise be taxable to you.
You can exclude up to $100,000 of QCDs from
your gross income in 2011. If you file a joint
return, your spouse (if 70% or older) can
exclude an additional $100,000 of QCDs in
2011. But you can't also deduct QCDs as a
charitable contribution on your federal income
tax return--that would be double dipping.

QCDs count toward satisfying any required
minimum distributions (RMDs) that you would
otherwise have to take from your IRA in 2011,
just as if you had received an actual distribution
from the plan. However, distributions that you
actually receive from your IRA (including
RMDs) that you subsequently transfer to a
charity cannot qualify as QCDs.

For example, assume that your RMD for 2011

Can | make charitable contributions from my IRA?

is $25,000. In June 2011, you make a $15,000
QCD to Qualified Charity A. You exclude the
$15,000 of QCDs from your 2011 gross

income. Your $15,000 QCD satisfies $15,000 of
your $25,000 RMD. You'll need to withdraw
another $10,000 (or make an additional QCD)
by December 31, 2011, to avoid a penalty.

You could instead take a distribution from your
IRA and then donate the proceeds to a charity
yourself, but this would be a bit more
cumbersome, and possibly more expensive.
You'd include the distribution in gross income
and then take a corresponding income tax
deduction for the charitable contribution. But
the additional tax from the distribution may be
more than the charitable deduction, due to IRS
limits. QCDs avoid all this by providing an
exclusion from income for the amount paid
directly from your IRA to the charity--you don't
report the IRS distribution in your gross income,
and you don't take a deduction for the QCD.
The exclusion from gross income for QCDs
also provides a tax-effective way for taxpayers
who don't itemize deductions to make
charitable contributions.

Yes, you can name a charity
as beneficiary of your IRA,
but be sure to understand
the advantages and
disadvantages.

Generally, if you name a
spouse, child, or other individual as beneficiary
of a traditional IRA, they must pay federal
income tax on any distribution they receive from
the IRA after your death. By contrast, if you
name a charity as beneficiary, the charity will
not have to pay any income tax on distributions
from the IRA after your death (provided that the
charity qualifies as a tax-exempt charitable
organization under federal law), a significant tax
advantage.

After your death, distributions of your assets to
a charity generally qualify for an estate tax
charitable deduction. In other words, if a charity
is your sole IRA beneficiary, the full value of
your IRA will be deducted from your taxable
estate for purposes of determining the federal
estate tax (if any) that is due. This can also be
a significant advantage if you expect the value
of your taxable estate to be at or above the
federal exclusion amount ($5 million for 2011).

Can | name a charity as beneficiary of my IRA?

Of course, there are also nontax implications. If
you name a charity as sole beneficiary of your
IRA, when you die your family members and
other loved ones will obviously not receive any
benefit from those IRA assets. If you would like
to leave some of your assets to your loved ones
and some assets to charity, consider leaving
your taxable retirement funds to charity and
other assets to your loved ones. This may offer
the most tax-efficient solution, since the charity
will not have to pay any tax on the retirement
funds. If the retirement funds are a major
portion of your assets, you might consider
leaving those funds to a charitable remainder
trust. Under this type of trust, the trust receives
the funds free from income tax at your death,
then pays a lifetime income to individuals of
your choice. When those individuals die, the
remaining trust assets pass to the charity.
Finally, another option is to name the charity
and one or more individuals as co-beneficiaries.

The issues discussed here are complex. Be
sure to consult an estate planning attorney for
further guidance.




