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Your Personal 1040 Roadmap to Financial Health 
 
 

Personal financial fitness means growing your top line, controlling your costs and expenses, and 

maximizing your bottom line. It encompasses investment planning, risk management (protecting 

what you have), and tax planning (keeping more of what you make). This report offers a tax- 

focused approach to planning, using your own Form 1040 as the roadmap to achieving your 

personal financial goals. 
 

In case you haven’t noticed, our income tax rates are going up. The maximum tax bracket for 

individuals is now 39.6 percent (where it previously had been 35.0 percent), while the highest 

capital gains tax has increased from 15.0 percent to 20.0 percent. And with the 3.8 percent 

Medicare tax on net investment income and the 0.9 percent Medicare tax on earned income, the 

maximum tax rates are even higher. Not only have the rates increased, other changes have added 

to exposing more of your income to taxes. For example: 
 

o Beginning in 2013, phaseouts of personal exemptions were reinstated after three years of 

absence. 

o Phaseouts of itemized deductions were reinstated in 2013. 

o The federal adjusted gross income (AGI) medical expense deduction threshold was 

increased in 2013 from 7.5 percent to 10 percent for most taxpayers (although there is a 

temporary reprieve for taxpayers having reached age sixty-five before the close of the 

taxable year; for these taxpayers, the 7.5 percent threshold continues to apply for tax 

years 2013 through 2016). 

o Penalty to maintain coverage (individual mandate) under the Alternative Care Act 

(Obamacare) will be phased in starting in 2014. 
 
Many retirees complain about the lack of tax-planning opportunities—either because they have 

no deductions (for example, the house is all paid for), or they don’t get any advice from their 

preparers. The fact of the matter is, there are still plenty of tax-planning opportunities; many are 

overlooked by taxpayers and tax preparers alike. For instance: 
 

1.   AGI versus spending needs: I believe in paying taxes only on the money that you need 

for spending. Anything else would be overpaying. Is your AGI in line with your spending 

needs? Say you need $75,000 gross income a year to live on, and your AGI is $100,000, 

you could be paying taxes on $25,000 of the income that you don’t currently need. This is 

an indication of a need to plan your taxes more efficiently. 

2.   Timing is another frequently overlooked tax-planning attribute: would you rather pay 

taxes now or pay later? This attribute works on the time value of money concept: a dollar 

in your pocket is worth more now than later. Retirement plan and IRA contributions are 

based on the time value of money; so are many tax-deferred and tax-advantaged 
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investments. And you can benefit by this planning strategy whether you itemize 

deductions or not. 
 

 

3.   Characterization: not all income and deductions are alike. Income and expenses (or 

deductions) are not created equal. For instance, ordinary income is subject to a maximum 

39.6 percent federal income tax, while the maximum capital gain tax is 20 percent tax. 

All things being equal, would you rather pay a 39.6 percent tax or a 20 percent tax? 

Characterization planning is to arrange your financial affairs so your income items may 

be characterized to your tax advantage. 
 

 

4.   Planning for IRA distributions: your retirement accounts can be your best friend and 

your worst enemy. They are your best friends because you enjoy tax deferrals and 

deductions when you contribute to these accounts. They can be your worst enemy 

because they are taxable upon distributions and are includible in your taxable estate. This 

can be a potential tax trap when you die and your heirs take lump-sum distributions from 

the inherited IRA. If you don’t take advantage of the planning opportunities, you may 

potentially lose a substantial amount of your IRAs to taxes. 
 

 

5.   Planning for real estate activities: With the enactment of American Taxpayers Relief Act, 

income from rental activities is a net investment income item subject to the 3.8 percent 

Medicare tax computation. If you think you are not subject to this surtax because your 

real estate activity is a loss, you would be disappointed, because net rental losses are now 

added back to adjusted gross income at determining the 3.8 percent Medicare surtax. For 

many taxpayers, the tax incentives for owning and operating rental properties are simply 

no longer there. With interest being so low, it may be a good time to sell; but what about 

capital gains taxes? With federal cap gains tax as high as 20 percent, net investment 

income tax of another 3.8 percent (yes, capital gain from sale of rental property is a net 

investment income item); not to mention tax on depreciation recapture and state income 

tax, you may end up surrendering 33 percent to 35 percent of gain to taxes. What are you 

to do? 
 
 
 
 

Start with Adjusted Gross Income (AGI) 
 

 
 

My definition of an efficient tax and financial plan is to only pay taxes on the money that you 

need currently to spend. Taxes paid on income not needed for immediate spending is ―voluntary 

overpayment.‖ Accordingly, the logical starting point is the adjusted gross income line on your 

Form 1040 (2013 Form 1040, page 1, Ln. 37). 
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Take a look at the AGI on your tax returns: is it greater or less than your current spending needs? 

If it is greater than what you currently need to spend, then you could be paying unnecessary 

taxes, and some planning ideas may be in order. 
 

Some would argue that taxes are paid on taxable income, not on adjusted gross income. And that 

would be technically correct. But what is taxable income? Isn’t it what’s left over after personal 

deductions and exemptions, anyway? And personal deductions and exemptions are essentially 

what you need to live on, right? Medical expenses, property tax, mortgage interest, charitable 

contributions.  Besides,  AGI  is  a  critical  number  for  determining  personal  exemption  and 

itemized deduction phaseouts, and for the determination of the 3.8 percent Medicare surtax. 
 

If your AGI is greater than your spending needs, then you would need to look closer at this 

number. Let’s go down the form on page 1 of Form 1040: 
 

 
 
 

Ln. 7 Wages 
 

 
 
 

Are you taking full advantage of your employer’s retirement plan? Contributions are excluded 

from reportable wages. To encourage participation in their plans, many companies even match 

employee contributions to the plan. This is essentially free money. Not only do you save taxes, 

you would also begin saving for retirement. 
 

Do you have a side business outside of your regular job? If you do, and if you don’t need the 

money, set up a self-employed retirement plan. You can make deductible contributions in 

addition to contributions to your employer’s 401(k) plan. Note, however, that while contribution 

deductions reduce your income tax, they do not reduce your self-employment tax. 
 

Consider spousal IRA contribution if you have a stay-at-home spouse. Even if he or she has no 

compensation income for the year, you may still be eligible to deduct a contribution to the 

spousal IRA account. 
 

Ln. 8 and 9 Interest & Dividend Income 
 

 
 
 

You may potentially save a substantial amount of income tax by closely examining your interest 

and dividend income. Do you rely on this income for your spending needs? If you do not, then 

consider more tax-efficient options for income generation: 
 

1.   Tax-exempt  income:  Tax-exempt  income  is  income  not  subject  to  taxation.  For 

instance, dividends and interest from municipal funds or municipal bonds are generally 

non-taxable, at least for federal income tax purposes. Taxation at the state level depends 
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on where the municipal security is issued. There is generally no taxation by the home 

state that issues the municipal security, although interest from specified private activity 

bonds issued after August 7, 1986 may be added to income for alternative minimum tax 

(AMT) purposes. 
 
 

TAX EQUIVALENT YIELD 
 

With tax exempt securities, computing their tax equivalent yields is important in 

comparing rates of return with other currently taxed investment options. 

 
To compute tax equivalent yield, divide the security’s yield by the 

inverse of your federal income tax rate. 
 

 
For example: ABC municipal bond fund yields 4.0% tax exempt. Assuming 

you are in the 28% income tax bracket, ABC’s tax equivalent yield would be: 

4.0%/1-.28, or 5.55%. 
 

The question that you would ask yourself is: Is 5.55% a good yield alternative to 

my current savings rate? 
 

 

In the current low-interest environment, many municipal bond funds (including mutual 

funds and exchange-traded funds) are yielding substantially higher-than-bank-savings 

rates. Between higher yield and income tax exemption, you may enjoy dual benefits by 

moving your cash in savings to tax-exempt vehicles. Caution: While bank savings are 

insured by the Federal Deposit Insurance Corporation (FDIC), investment in 

municipalities are typically uninsured. Rather, they are backed by the full faith and credit 

of the issuing entity. 
 

 

2.   Tax-deferred income: Another planning alternative is to invest in tax-deferred vehicles. 

This is planning the ―timing attribute.‖ Although tax deferral is different from tax 

exemption (while the latter escapes taxation permanently and completely, the former 

escapes taxation temporarily until a taxable event is triggered at a later date), it is still a 

powerful  planning  tool.  Tax  deferral  is  a  major  reason  why  so  much  money  is 

contributed into IRAs and company retirement plans. With tax-deferred vehicles, unless 

the taxable event is triggered, all income and growth within the account is temporarily 

suspended from taxation. 
 

A popular tax-deferred investment vehicle is tax-deferred annuities. The major benefit of 

an annuity is to provide tax deferral. Accounts can grow in an annuity totally income tax- 

free until funds are withdrawn. 
 

There are different types of annuity, including variable, fixed, and equity-indexed 

annuities. It is beyond the scope of this report to dive into the various types of annuity, 
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but you should be aware of the costs and expenses associated with most commercial 

variable annuities and the surrender period and surrender charge for the annuity that you 

are considering. To mitigate such costs and to avoid surrender charges, consider a simple 

tax-deferred annuity (a ―plain vanilla‖ annuity) that offers only the tax-deferral feature 

without any bells and whistles that you don’t need. 
 

3.   Tax-advantaged  income:  This  is  income  that  is  partially  deferred  for  income  tax 

purposes. Examples include income from master limited partnerships (MLPs), real estate 

investment trusts (REITs), and business development companies (BDCs). 

i. MLPs:   MLPs   offer   a   potential   tax   benefit   because,   instead   of   recognizing 

distributions as ordinary income, they reduce your basis (your initial basis is the price 

you paid for your units). As long as your adjusted basis is above zero, tax on your 

distributions is deferred until you sell your units. If it reaches zero, future cash 

distributions are taxed as capital gain
4
. 

 
ii. REITs:  In  this  low-yield  environment,  investors  are  hungry  for  dividend-paying 

stocks, and REITs must pay dividends (at least 90 percent of annual taxable net 

income excluding capital gains). As long as they meet this payout requirement, REITs 

are not taxed at the corporate level. Consequently, they can offer investors higher 

dividend yields than many other types of income alternatives. REITs can also be tax 

advantageous for taxpayers too. REIT distributions are divided into three possible 

characters: ordinary income, capital gains, and non-dividend distributions—the last 

item is essentially a return of capital. The return of capital is not currently taxed, but it 

reduces the basis in your REIT unit. This means when you eventually sell the 

investment, the gain (sales prices less adjusted basis) will be taxed at capital gain tax 

rate (vis-à-vis, taxed as ordinary income). 

 
iii. BDCs: Like REITs, BDCs are not taxed at the corporate level as long as they pay out 

to shareholders at least 90 percent of their taxable net income each year. Again, this 

often translates into higher yield than other more conventional income alternatives 

such as bank savings and certificates of deposit. Distributions are generally taxable to 

investors in the same characters that they are earned inside the BDC. For example, 

ordinary income to the BDC is taxable to investors at ordinary income rates, while 

capital gains income to the BDC is generally taxable to investors at capital gains 

rates. 
 
 

Ln 12: Business Income, Schedule C 
 
Do you fully fund your self-employed retirement plan? These are deductible contributions. Not 

only do you save taxes, you would be saving for retirement at the same time. 
 

 
4
MLP capital gain tax: not all gain when units are sold is taxed at capital gains rates. Depreciation recapture and 

gains attributable to substantially appreciated inventory and unrealized receivables are taxed as ordinary income. 
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Most people are aware of how a SEP, or at least an IRA account, can help save taxes. 

Here I want to introduce the often overlooked Solo 401(k) plan, which may offer you the 

opportunity to put more deductible contributions away than a SEP-IRA contribution: with 

a solo 401(k),  a self-employed individual can contribute up to 100 percent of the first 

$17,500 ($23,000 if age fifty and older) of net self-employment income (2014). In 

addition, a profit-sharing contribution can be made up to 25 percent of net self- 

employment income. The contribution limit calculation in an Individual 401(k) is 

important because it allows you to potentially save and deduct more than a SEP-IRA at 

the same income level. The sum total of both contributions (income deferral and profit 

sharing) for a self-employed individual can be as high as $52,000 (or $57,500 if age 

fifteen and older, 2014).  Furthermore, if your spouse earns compensation in the business 

and elects to participate in the plan, he or she is allowed to make separate and equal 

contributions, hence increasing your total deductible contributions to $104,000 (for 2014) 

or $115,000, if both spouses are age 50 and older. 

 
Unlike a SEP plan, though, the 401(k) must be set up by no later than December 31 of the 

year of deductible contributions. 

 
This part of the report addresses your self-employed business activity conducted as a sole 

proprietorship only. If you are operating as a C or S corporation, or a partner in a 

partnership or LLC, your activity’s income and expenses would be reported on different 

tax forms, and they are not part of the discussions in this report. 

 
If you work at a full-time job and also have income from self-employment, you can 

maximize your tax savings and boost your retirement savings by investing in both a 

401(k) plan and a SEP-IRA. 
 
 
 
 

Ln. 13: Capital gain (or loss) 
 

With the new tax law, the maximum capital gains tax rate is 20 percent. With some tax 

planning, you may be able to benefit from the more favorable zero-tax capital gains and 

qualified dividends tax rate. 
 

Yes, you read it correctly. It’s not a misprint. I am talking about zero capital gains tax. 

The zero tax applies to the extent ―adjusted taxable income‖ is less than the upper 

threshold for the 15 percent marginal tax bracket. Before you turn the page because you 

are currently outside of the 15 percent bracket, pause for a moment and consider this: do 

not ignore this potentially huge tax benefit. Just think that the upper threshold of the 15 

percent tax bracket in 2014 is $73,800. By planning efficiently between timing, 
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characterization, and deductions, your take-home income can potentially be much higher 

than the threshold amount and still be able to avoid tax on long-term capital gains. 

 
Strategies for reducing taxable income can include (but not limited to): 

o prepaying deductible tax payments (if you can itemize deductions); 
o investing in tax-efficient investment assets; 
o investing in growth stocks rather than dividend-paying stocks; 

bunching deductible expenses; and 

o sheltering wages by maximizing contributions to deductible retirement accounts. 

 
Do you own any highly appreciated capital assets, such as real estate or a stock portfolio? 

You may want to sell the capital asset but are hesitant to proceed because of the potential 

capital gains tax on the sale. If so, a charitable trust may help you sell the property 

without any income tax liability. It may even provide you with lifetime income while 

preserving a legacy for your heirs. Planned properly, this strategy can offer tax efficiency 

(i.e., no federal or state income tax at sale), lifetime income stream, reduction of estate 

tax, and immediate income tax deductions. A true win for taxpayers. 
 
 
 
 

  Do you have unused investment interest expense carryover on Form 4952? 
 

If you have unused investment interest expense carryover, you can make a little-known 

election on your tax returns to treat qualified dividends and net long-term capital gains as 

investment income. By making this election, your investment interest expense can be 

released to offset against such investment income. This is yet another way to reduce taxes 

on net long-term capital gains and qualified dividend income. 
 

 
 
 

Ln. 15: IRA Distributions 
 

Unless you are fifty-nine and a half or older, there should be nothing reported on this line. 

You see, withdrawing money from your IRA account prematurely (i.e., before reaching 

fifty-nine and a half59-1/2) can be very costly. Not only is the withdrawal subject to 

regular income taxation, it is also subject to a 10% early withdrawal penalty tax. Say you 

are in the 28% tax bracket and withdraw money from your IRA before reaching 59-1/2, 

you may lose 38% of the withdrawal amount to federal taxes and end up with only 62% 

of the money. 
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Exceptions To 10% Early Withdrawal Penalty 
 

Unless you meet one of the following exceptions, withdrawing 

from your IRA before reaching 59-1/2 will be subject to a 10% 

early withdrawal penalty tax in addition to the regular tax on 
the withdrawal. 

 
Exceptions include: 

 
   Death. 

   Total and permanent disability. 

   Qualified higher education expenses. 

   Part of a series of substantially equal payments. 

   Qualified first- time homebuyers, up to $10,000. 

   IRS levy. 
 

 
 

While contribution to IRAs and qualified company retirement plans are generally 

deductible for income tax purposes and [they] enjoy tax deferral during their holding 

periods, they are subject to mandatory withdrawal requirement and stiff penalties if 

required distributions are not taken on time. Mandatory withdrawals begin when you 

reach 70-1/2. Failure to withdraw is subject to a 50% penalty on the deficiency amount. 

And when money is withdrawn from an IRA or a company retirement plan, they are 

taxed as ordinary income. Unlike most assets outside of your retirement accounts, IRAs 

do not get a step up in [tax] basis when the account owner dies. In fact, most IRAs have 

zero tax basis because they are funded by pre-tax money. This means withdrawals by 

beneficiaries are fully taxable as ordinary income. This is why it is especially important 

to properly plan for your IRAs. 

 
Ln. 16: Pensions and Annuities 

 
If you withdraw funds from either a company retirement plan, such as 401(k) or a 

commercial tax-deferred annuity account, you would get a Form 1099R from the 

company showing the taxable amount for this line. If you are retired and have kept your 

retirement account at the company plan, you may consider rolling it out to an IRA 

account. For investment purposes, your own IRA would have more investment choices 

and flexibility. Company plans typically offer an investment platform with limited 

choices. Moreover, you would have more flexibility at implementing some of the 

planning options outlined for IRA in the previous session. 
 

 
Notwithstanding the above, money left in company plans are better protected from 

creditors and bankruptcy than individual IRA accounts. Discuss with your financial 

advisor on this point before rolling over your company plan to an IRA. 
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According to a new research by Ruark Consulting, LLC, Simsbury, Conn., annuitization 

rates are currently lower than 5 percent in the aggregate. This means the majority of the 

annuity owners are just holding on to the accounts, take periodic distributions as needed, 

and then pass the annuity to the named beneficiary in the account when the owner dies. If 

this is what you’re doing with your annuity, there could be a better way. Let me show 

you how Susie turned her $10,000 investment in an annuity to a $113,000 tax-free 

inheritance for her heirs (Chapter 10). 
 
 
 
 
 

Ln. 17: Rental Real Estate 
 

Many people engage in real estate rental activities partly because of the tax benefits 

where you can collect positive cash flows while creating a rental net loss for income tax 

purposes. However, rental real estates are subject to the passive activity loss rules, which 

may limit the loss on your tax returns. By qualifying as a real estate professional, you can 

bypass the passive activity rules and use all the losses to offset against income. One 

couple used this strategy to amend the returns they filed in the last three years and got 

back tens of thousands of dollars from the government. 
 

To qualify as a real estate professional, you must meet both of the following tests: 
 

i. 50% personal service test – is more than 50% of personal services in all 

businesses for the year performed in real estate related activities? 
 

 

ii. 750 hours test – you must be able to prove that you spend more than 750 hours a 

year in real estate related activities to qualify. 
 

 
Note: for married couples filing jointly, only one spouse needs to meet both tests to 

qualify. 
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