
Private Company Services

The 2012 essential tax and 
wealth planning guide
A year-round resource for
managing in uncertain times 



About our 2012 tax and 
wealth planning guide 

This guide was developed by Deloitte’s Private Company 
Services practice under the direction of Julia Cloud, Partner 
and National Leader of the Private Company Services 
practice, Deloitte Tax LLP. The Private Company Services 
practice of Deloitte provides detailed and objective tax and 
wealth planning advice and services to private companies 
and their owners, and affluent individuals and families. 

Part of our Business Tax Services practice, Private Company 
Services coordinates global tax services being provided by 
member firms of Deloitte Tohmatsu Limited (DTTL) that are 
dedicated to addressing the range of challenges that affect 
the success of the business, and influence the professional 
and personal goals of a business owner and individuals and 
families with significant assets. Our goal is to work with you 
to plan and execute effective business and tax planning, 
responding appropriately to new legislation and evolving 
market conditions. As your trusted advisor, we understand 
that integrated tax planning is critical and offer a range of 
services including entity income tax planning and 
compliance services, individual tax and wealth planning 
matters, international tax, and family office services. 

We also draw on the extensive resources of the Deloitte U.S. 
firms through Deloitte Growth Enterprise Services, whose 
professionals deliver a distinctive client experience through 
service offerings tailored to address the unique needs of 
mid-market and privately held companies. The depth and 
breadth of Deloitte Growth Enterprise Services provides 
experienced resources across Deloitte Tax, Audit and 
Enterprise Risk Services, Consulting, and Financial Advisory 
Services to address your evolving and complex needs. 

To find a member of the Private Company Services group 
who specializes in your area of interest, please contact us at 
PrivateCompanyServices@deloitte.com. Learn more 
about our Private Company Services practice by visiting our 
website at www.deloitte.com/us/privatecompanyservices 
and learn about Deloitte Growth Enterprise Services at 
www.deloitte.com/us/DGES.

Our contributors 

Special thanks to Craig Janes, Laura Peebles, and             
Clint Stretch for their significant contributions to the 
development of this guide. In addition, we would like 
to thank the following individuals for their valuable 
contributions: 

Laura Berard
Dee Canitano
Joel Deuth
Eddie Gershman
Scott Hamm
Eric Johnson
Bart Massey
Mary Lee Moseley
Bina Patel
Moira Pollard
Mark Schneider

As used in this document, “Deloitte” means Deloitte Tax LLP, which provides tax services; Deloitte & Touche LLP, which provides assurance 
services; Deloitte Financial Advisory Services LLP, which provides financial advisory services; and Deloitte Consulting LLP, which provides 
consulting services. These entities are separate subsidiaries of Deloitte LLP. Please see www.deloitte.com/us/about for a detailed description of 
the legal structure of Deloitte LLP and its subsidiaries. Certain services may not be available to attest clients under the rules and regulations of 
public accounting.



The 2012 essential tax and wealth planning guide A year-round resource for managing in uncertain times   1

Introduction 2

The current environment  4

Planning for 2013 10 

 Medicare taxes  10

 Income tax rates  12

Income tax 17

 Recently enacted tax law changes affecting individuals 17

 Tax rates 20

 Alternative minimum tax 26

 Charitable contributions 28

 Retirement planning 30

 State income tax planning 35 

Wealth transfer tax  36

The estate tax 37

Gift tax 40

Where to from here?  42

Potential gift tax changes – the President’s budget proposals  52

GST tax  53

Beyond 2012  55

Additional resources 56

Table of contents



2

On first impression, the red and yellow rock cliffs of the 
Colorado Plateau appear solid and permanent. Vast cliffs 
extend upward from the valley floors with layer upon 
layer of sandstone and shale. Built up over centuries of 
geologic action, these seem to reach to the sky itself.  
Yet, on examination other truths emerge. Great forces of 
wind and water exert pressure to carve the landscape 
into new realities. The dry and rocky environment of the 
plateau gives little encouragement to the creatures that 
live here, yet life and hope abound. At seeps where water 
moving through the rock is forced into the open, 
communities — from plants and mosses to ancient 
peoples — have learned to take nourishment and 
flourish. In the midst of a stern beauty, we find struggle, 
change, and the constant development of new vistas. 

Although few, if any, could find official Washington, D.C., 
as beautiful as Zion or Canyonlands National Parks, the 
past year has demonstrated that, in Washington too, 
powerful forces have built layer upon layer of seemingly 
unchangeable policy and that powerful forces are now at 
work reshaping that landscape and our understanding of 
government. As these seemingly irresistible forces clash to 
create an uncertain landscape, the challenge for taxpayers 
is to find areas of solid ground on which they can 
reasonably expect to build a secure financial future. 

The ancient peoples who lived on the Colorado Plateau, 
as well as more modern settlers, knew what to do in the 
environment they confronted. They knew to take stock 
of what confronted them. They knew to look for 
resources and opportunities that could aid them. They 
knew that planning ahead was essential. We can 
undertake modern tax and wealth planning in a more 
comfortable environment and without the physical risks 
of the past, but the example of these peoples should 
inspire the courage needed to plan in uncertain times. 
In the pages that follow, we will help you to adapt these 
lessons to your wealth and tax planning challenges. 

In a discussion of the current environment, we will help 
you take stock of the forces that will require dramatic 
changes in federal taxes and spending and identify 
underlying realities that will help you plan dispassionately 
in the context of uncertainty. Effective planning will 
demand that you develop your own personal view of our 
economy and the markets, of the future of taxes and tax 
rates that you may experience, and of federal spending 
priorities that may influence your own retirement needs. 
Although no one can predict the future, a personal 
assessment of future possibility is a vital step. In fact, you 
may want to test your plans under a range of possibilities. 

We will then help you to assess your personal 
circumstances, to identify resources and opportunities 
that may assist in your success, and to make and execute 
a plan for meeting your particular needs.

Introduction

2
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Planning for 2013

With the extension of lower Bush-era tax rates for 
individuals and the adoption of a more lenient estate 
and gift tax regime through 2012, yet another 
scheduled expiration of tax relief is just over one year 
away. Individuals once again face the same uncertainty 
over future income tax rates that existed through 2009 
and 2010. This section will address planning amidst that 
uncertainty, with a look toward the three potential 
outcomes: an extension of current rates, tax reform 
accompanied by lower rates, or tax reform accompanied 
by tax increases. 

Income tax

Appropriately reducing or postponing the payment of 
federal, state, and local income taxes is a critical 
component of assembling the capital from which wealth 
grows. Although income taxes may seem hopelessly 
complex, tax planning begins with the concerns discussed 
below. These are:

•  Understanding and managing the alternative           
minimum tax (AMT).

•  Utilizing the tax benefits accorded capital gains                  
and dividends.

•  Planning charitable giving.
•  Considering the impact of state taxes.
•  Managing the benefits afforded by qualified             

retirement plans.

Wealth transfer tax 

Effective wealth transfer planning involves an ongoing 
process that requires monitoring, updating, and making 
adjustments throughout your lifetime as your goals, 
objectives, and circumstances change and evolve. The 
five major steps of the planning process include:

•  Defining your family wealth transfer and charitable 
goals and objectives.

•  Understanding the available wealth transfer tax 
exemptions, exclusions, and planning opportunities.

•  Creating or updating your family wealth transfer and 
charitable transfer plan.

•  Implementing the plan with due consideration to state 
and federal transfer taxes.

•  Revisiting and fine-tuning your plans and goals as your 
personal circumstances change.
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Late last year, Congress approved and President Obama 
signed legislation that extended the more favorable 
Bush-era tax rates for individuals — which were about to 
expire — through 2012. It also put into place a temporary 
estate tax regime for the same period. With the prospect 
of yet another scheduled expiration now just over one year 
away, individuals once again face the same uncertainty 
over future tax rates that existed through 2009 and 2010. 
If Congress fails to adopt a more permanent tax structure 
before the end of 2012, the income tax rates and the 
estate and gift tax would revert to pre-2001 law. Such an 
event would usher in across-the-board tax increases for all 
taxpayers. Although there is nearly unanimous support for 
preventing tax increases on low- and middle-income 
taxpayers, the fight over taxation of higher-income 
individuals continues. 

Two additional uncertainties have been introduced that 
will make tax planning more challenging. First, as part of 
the 2010 health care reform legislation, Congress enacted 
increases in the Medicare Hospital Insurance tax for 
high-income individuals, which are scheduled to take 
effect in 2013. These increases would impose additional 
nondeductible taxes of 0.9 percent on wages and 
3.8 percent on investment income. These scheduled 
new taxes likely will exacerbate the conflict over taxation 
of higher-income individuals as 2013 approaches. 

Second, in the context of budget reform and deficit 
reduction, congressional leaders and administration 
officials have begun identifying tax reform as a priority. 
To date, these discussions have focused on the broad 
concepts such as dramatic rate reductions accompanied 
by repeal of various tax benefits. As of September 2011, 
proponents of reform largely had avoided defining the 
specifics of what taxpayers would be asked to sacrifice in 
any reform. The extent to which tax reform becomes an 
actionable initiative will depend on many factors 
including the reaction of taxpayers to specific proposals. 

With the political parties divided over the taxation of 
higher-income individuals and their approaches to tax 
reform, taxpayers should not expect uncertainty over the 
future of taxes to resolve itself quickly or easily. 

Mountains of policy under pressure to 
change

Looking back, from 1963 through 2007 on the eve of 
the great recession, the federal government’s total 
non-interest spending grew by only 0.3 percent of gross 
domestic product (GDP). Washington’s non-interest 
spending accounted for 17.6 percent of the economy in 
1962 and rose to 17.9 percent in 2007. During this same 
period, total income tax receipts declined and wage 
taxes increased. The net result was that federal receipts 
rose from 17.6 percent of GDP to 18.5 percent. Policy 
changes over those nearly 50 years, however, 
dramatically altered the mix of federal spending. 

In 1962, more than half (almost 53 percent) of the 
federal budget was spent on defense-related activities 
while mandatory (entitlement) spending accounted for 
28 percent of the budget and domestic discretionary 
spending accounted for under 20 percent. In 2008, the 
nondefense discretionary share of the budget was 
virtually unchanged at just under 20 percent; but 
mandatory spending for Social Security, Medicare, and 
other entitlements had replaced defense spending as 
the central activity of government, accounting for over 
58 percent of spending. Defense spending shrunk to       
21 percent of spending. 

This large shift of government spending from defense to 
the provision of retirement and health benefits reflects 
changes that have created an unsustainable long-term 
fiscal outlook. As the baby boom generation retires, 
current Social Security and Medicare commitments may 
deplete the resources of the federal government. By the 
middle of the next decade, taxes under current policy 
could not cover the cost of interest, Medicare, and Social 
Security even if every other government program were 
terminated. 

4

The current environment
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Addressing the challenges

In recent months, Congress and the Obama Administration 
have begun to address these challenges by reducing 
non-entitlement spending. But, over time, setting the 
nation’s fiscal house in order likely will require dramatic 
entitlement spending and benefit reductions as well as tax 
increases. Exactly when these changes will occur or what 
form they will take is unknown; however, the uncertainty 
may be much less than it appears to be at the outset. 

Significant spending cuts in entitlements are highly 
likely – The sheer size of our future commitments to aging 
baby boomers will require entitlement reform. The future 
increase in federal deficits as a share of the economy 
projected by the Congressional Budget Office (CBO) is due 
entirely to growth in entitlements and interest costs. 
Entitlement spending — principally spending on Social 
Security and Medicare — will have to be reduced. Such 
cuts could have material impact on your retirement 
planning. Various approaches to reducing Social Security 
spending include increasing the retirement age, reducing 
the inflation adjustment applied to benefits, means-testing 
the benefit, and partially privatizing the system. Similar 
approaches could be taken with Medicare.

When Congress has considered direct benefit reductions  
in the past, it protected retirees and those near retirement 
by applying changes to individuals below a set age such as 
55 years. This approach may not work well in the current 
environment given the growing urgency of our debt and 
deficit situation and the fact that policy changes to 
constrain costs would have little impact for a decade or 
more. To put this issue in perspective, the Census Bureau 
estimated that in 2009 there were 39.6 million Americans 
age 65 and older, of whom 5.6 million were over 85. The 
next generation of retirees, those ages 55 through 64, was 
comprised of 34.8 million people. Some types of 
entitlement reform such as means testing or full taxation 
of benefits could be applied to higher-income or 
higher-net-worth individuals as part of a future reform 
with more limited grandfather protections. 

Some tax increases also are likely – As reforms and 
benefit reductions occur in entitlements, this question will 
inevitably arise: How much more should we reduce 
Medicare and Social Security benefits in order to avoid any 
tax increase? If you believe that the answer to such a 
question brings tax increases with it, you may want to 
assume that high-income taxpayers will experience tax 
increases. The defining element of the ongoing budget 
debate will be a hard-fought agreement on how much of 
the solution will come from the spending side and how 
much from the tax side. 

All taxpayers may have to contribute to solving our 
fiscal problems – Philosophically, many will argue that 
the benefits of the deficit spending that has occurred in 
the last decade, and of rapidly growing entitlement 
spending, accrue to all citizens, not just those in the top 
income tax brackets. They will conclude that middle-
income taxpayers should make some contribution toward 
balancing the budget.
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The outlook

Lawmakers have struggled intensely with reaching 
agreements in a timely manner during the 112th Congress, 
and that pattern will likely continue as they focus on 
expiring tax cuts. As a result, the tax landscape for 2013 
may not become certain until days before the end of 2012. 
In a lame duck session that takes place after the November 
2012 election, but before a new Congress and the next 
presidential administration take office, the path of least 
resistance for the current Congress and the White House 
could be a second temporary extension of tax cuts. A 
one- or two-year extension would create the space for a 
tax reform debate that would resolve the issues on a 
permanent basis. If the economy continues to be slow in 
recovery, an extension could support continued recovery. 
The winners of the 2012 election could welcome a 
short-term patch as providing them with the chance to 
shape policy. The losers might correspondingly welcome it 
as placing the full burden of tax policy — including its 
economic and deficit effects — on the winners. 

This pattern of legislating does not afford individuals the 
luxury of waiting to plan tax decisions until Congress 
reaches an accord. You would do well to consider tax 
planning decisions far before the end of 2012 based on 
whether you expect the current rates to continue or 
change beginning in 2013.

When the 113th Congress convenes in January 2013, 
action on a long-term tax reform plan is likely to become a 
central focus in Washington. The debate will be influenced 
by the agreements reached at the end of the 112th 
Congress over the debt ceiling, spending, fiscal year 
appropriations, the expiring tax cuts, and the package of 

annual tax extenders. The tax reform path that Congress 
chooses also will hinge on the gains and losses each party 
suffers in the 2012 elections. If supported by presidential 
leadership, the next Congress will likely move tax reform 
forward with a deadline for final action in 2013 or 2014. 

The risk remains, however, that we could see alternative 
scenarios resulting in an expiration of some or all of the 
Bush tax cuts if the 2012 lame duck session fails to produce 
a similar compromise to that reached at the end of 2010.

The tax reform debate

Looking beyond 2012, there are three broad possible 
scenarios under which the 113th Congress could move 
forward to reach a long-term solution to individual income 
tax and tax reform issues.

Lower rates, fewer tax expenditures, spending-
driven deficit reform – Congressional Republicans have 
advocated comprehensive tax reform as a necessary 
component of deficit reduction. They believe that tax 
reform that does not increase tax burdens can improve 
U.S. competitiveness and remove barriers to economic 
efficiency and growth by lowering rates and eliminating 
tax preferences that distort economic decision making.

Tax reform accompanied by tax increases that help 
reduce deficits – Congressional Democrats and various 
bipartisan deficit-reduction commissions have advocated a 
similar tax reform as part of their approach to deficit 
reduction. But they have also suggested that revenue 
provisions such as a value-added tax or an increase in the 
gasoline tax are necessary to reduce the deficit.

This pattern of legislating does not afford individuals the luxury of waiting 
to plan tax decisions until Congress reaches an accord. You would do well to 
consider tax planning decisions far before the end of 2012 based on whether 
you expect the current rates to continue or change beginning in 2013.

The current environment
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An important assumption in these tax reform proposals 
has been that the appropriate starting point in terms of 
total revenue, and, implicitly, the distribution of tax 
burdens, is a baseline that assumes expiration of the Bush 
tax cuts for individuals earning more than $200,000 and 
couples earning more than $250,000.

A lingering standoff over the size of government 
and tax policy – A comprehensive deficit reduction 
strategy may be a prerequisite to comprehensive tax 
reform. To date, Congress has pursued an incremental 
approach to shrinking the deficit by approving a small 
reduction as part of the continuing resolution it approved 
in April, followed by a $917 billion reduction and a 
mechanism to force an additional $1.2 to $1.5 trillion in cuts 
as part of the agreement it reached with the White House 
to increase the federal debt ceiling. If the next Congress 
adopts a similar approach, continued pressure to cut 
spending and a standoff over entitlements could sideline 
tax reform efforts. 

Planning in uncertain times 

The prospect that Congress could act on comprehensive 
tax reform in 2013 or 2014 raises new tax planning 
concerns. For more than a decade, high-income taxpayers 
have planned with an assumption that eventually taxes 
and tax rates would increase. You reasonably may continue 
to hold that view, particularly with respect to rates on 
capital gains and qualified dividend income. The tax reform 
discussion creates two additional possibilities: rates may 
come down while total burdens increase, or rates may 
come down without total burdens changing significantly. 

These possibilities are far enough away in time that they 
may not heavily influence your 2011 and 2012 planning; but 
to the extent that you are engaged in multiyear planning 
that includes 2014 or 2015, you will want to develop your 
own long-term outlook on taxes and tax rates. 

If you believe that tax rates will decline as a result of tax 
reform, opportunities to defer income or to invest in 
qualified retirement plans will look that much more 
attractive. If you believe that capital gains rates will go up 
dramatically as a result of reform, you will want to consider 
appropriate strategies as reform moves closer in time. 
Whatever you conclude the future will hold for taxes, a 
long-term commitment to adhering to a thoughtful tax 
planning process can help mitigate risks as you approach 
what could be a dramatically different tax landscape in 
future years. To that end, you should:

Continue to plan; work with what you know – In the 
face of such uncertainty, it is tempting to do nothing on 
the grounds that it is too hard to know what to do. Of 
course, in tax and wealth planning, a decision to do 
nothing is still a decision and could be a bad one. We 
believe significant tax changes will occur, although those 
changes may not occur before 2013 or 2014 and may 
phase in over time. Until change comes, taxpayers may 
find that disciplined planning under present law could 
produce real benefits. This is particularly true given the 
seemingly certain outlook for tax rates in 2011 and 2012 
and the reasonable possibility that the 2001 and 2003 tax 
cuts will be extended once more for 2013. Many of the 
benefits under existing law are likely to continue. For 
example, there is no basis to believe that Congress and the 
administration will consider taxing existing retirement 
savings, although they may simplify and consolidate 
available saving vehicles prospectively. Similarly, they are 
unlikely to make interest on existing mortgages 
nondeductible. 

In the face of such uncertainty, it is tempting to do 
nothing on the grounds that it is too hard to know what 
to do. Of course, in tax and wealth planning, a decision 
to do nothing is still a decision and could be a bad one.
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Adopt a view of the future and plan accordingly – 
We are confronting two competing visions of future taxes. 
Some would restore the top tax rates that existed before 
2001, and others would reform the tax system so that top 
rates could be set in the 25 to 28 percent range. Similar 
variations in views exist with respect to the Medicare tax 
scheduled to be added in 2013. As a result, you could 
reasonably assume a tax rate on ordinary income for 2014 
and beyond that ranges anywhere from 25 percent to 
effectively almost 44 percent. If you believe strongly in the 
potential for tax reform, planning to appropriately defer 
tax for several years will be of interest to you. Conversely, if 
you believe tax rates are bound to increase, then income 
acceleration will become attractive to consider in late 2012 
or in 2013. 

Be wary of quick answers and simple advice – 
Tax legislation never concludes in the manner in which            
it starts. The U.S. and global economies and our 
governmental processes are highly complex, as are the 
structures, instruments, and businesses to which a tax law 
must apply. Even simple tax proposals evolve and change 
during the legislative process. Before taking action in 
response to a potential change, taxpayers should 
completely analyze a proposed transaction and alternative 
outcomes. For example, while selling an asset to avoid a 
higher capital gains tax in the future may make sense in 
some cases, it may be costly in others.

A planning decision will depend on the amount of gain to 
be recognized relative to the asset’s fair market value, the 
cost of the initial and anticipated subsequent transactions 
associated with the plan, the expected return on the asset, 
and the expected increase in tax rates. There is no simple, 
quick, or uniform answer.
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Watch for opportunities and know your risks – 
The mere discussion of dramatic tax changes and new 
taxes can influence markets. Continuing uncertainty over 
the long-term outlook for the federal budget influences 
financial markets and the value of the dollar. As an 
investor, you should work to be informed about significant 
tax and nontax reforms and position your portfolio in a 
manner consistent with your conclusions about how 
changes will affect investment opportunities. 

Although the potentially dramatic level of the changes we 
see ahead creates unparalleled uncertainty for individual 
tax and wealth planning, it also can create opportunity for 
those who address the uncertainty head on.

Although the potentially dramatic 
level of the changes we see ahead 
creates unparalleled uncertainty for 
individual tax and wealth planning, 
it also can create opportunity for 
those who address the uncertainty 
head on.
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Planning for 2013

Late last year, Congress approved and President Obama 
signed legislation that extended the lower Bush-era tax 
rates for individuals — which were about to expire — 
through 2012. It also put into place a temporary estate tax 
regime for the same period. Uncertainty over income tax 
rates is once again impacting individual planning 
considerations. As detailed in Charting a course – Tax 
rate outlook for high income individuals, the 
uncertainty will continue until it is resolved in one of the 
three potential outcomes described in the introduction: an 
extension of current rates, tax reform accompanied by 
lower rates, or tax reform accompanied by tax increases. 
Later in this section we will address various planning 
opportunities that may be applicable depending on your 
view about the future of tax rates.

Medicare taxes

In addition to facing uncertainty surrounding individual 
income tax rates for 2013, you also will need to consider 
an additional tax starting in 2013. The Patient Protection 
and Affordable Care Act of 2010, as modified by the 
Reconciliation Act (“the Act”), includes rate increases 
applicable to high-income taxpayers in taxable years 
beginning after December 31, 2012. A significant portion 
of the revenue raised by the Act comes in the form of an 
additional Medicare tax hike that will affect higher-income 
taxpayers and a new Medicare contribution levied on 
unearned income. 

The top individual income tax rate in 2013 does not include 
the rate increases included in the Act. Rather, an additional 
0.9-percent Medicare Hospital Insurance (HI) tax will apply 
to earnings of self-employed individuals or wages of an 
employee received in excess of $200,000 ($250,000 if 
filing jointly on that return. Self-employed individuals will 
not be permitted to deduct any portion of the additional 
tax. If a self-employed individual also has wage income, 
then the threshold above which the additional tax is 
imposed will be reduced by the amount of wages taken 
into account in determining the taxpayer’s liability.

An additional 3.8-percent Medicare tax also will be 
imposed on unearned income (income not earned from a 
trade or business or subject to the passive activity rules), 
such as interest, dividends, capital gains, annuities, 
royalties, and rents. Because the tax applies to “gross 
income” from these sources, income that is excluded from 
gross income, such as tax-exempt interest, will not be 
taxed. The tax is applied against the lesser of the 
taxpayer’s net investment income or modified adjusted 
gross income (AGI) in excess of the threshold amounts. 
These thresholds are set at $200,000 for singles and 
$250,000 for joint filers. Some types of income are exempt 
from the tax, including income from the disposition of 
certain active partnerships and S corporations, 
distributions from qualified plans, and any item taken into 
account in determining self-employment income.

For estates and trusts, the tax applies on the lesser of the 
undistributed net investment income or the excess of AGI 
over the dollar amounts at which the 39.6-percent tax 
bracket for estates and trusts will begin.

Given the significance and timing of these new Medicare 
taxes, preparation is critical, and you should begin 
planning now. 

Medicare tax planning considerations for 
individuals and private enterprises for 2013

Planning tip # 1: Consider realizing capital gains prior 
to 2013 when capital gains and unearned income tax 
rates increase. Beginning in 2013, the unearned income 
tax rates will add an additional 3.8 percent to the capital 
gain rate. Beyond 2012, consider deferring capital gains. 
As part of the analysis as to whether to accelerate 
capital gains, it is important to also analyze transaction 
costs incurred to realize the gain as well as the 
underlying economic considerations. Additionally, if the 
taxpayer is in a net-capital-gain position for 2012 and 
anticipates being in a net-capital-gain position in 2013 
or beyond, consider deferring recognition of capital 
losses until 2013 because the losses may be more 
advantageous in future years when they can offset 
capital gains being taxed at a higher rate.

http://www.deloitte.com/view/en_US/us/Services/tax/9c93507b6f5e0310VgnVCM1000001a56f00aRCRD.htm
http://www.deloitte.com/view/en_US/us/Services/tax/9c93507b6f5e0310VgnVCM1000001a56f00aRCRD.htm
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Planning tip # 2: For 2011 and 2012 sales, consider 
electing out of installment sale treatment (where 
available) and recognizing the entire amount of gain in 
the year of sale (instead of deferring it over the payment 
period). This would allow you to recognize the entire 
gain at the lower capital gain rate, although modeling 
this decision will be very important and will need to 
consider cash flow and tax rates, as well as many nontax 
factors. Alternatively, you may consider negotiating an 
accelerated payment of a previously existing installment 
sale as a means of accelerating realization of the gain 
prior to 2013. 

Planning tip # 3: Consider rebalancing your 
investment portfolio by increasing investments in 
growth assets and decreasing emphasis on dividend-
paying assets prior to 2013. This will remove income 
from your earnings and minimize your exposure to the 
unearned income tax on top of the ordinary tax rates on 
dividends. Keep in mind that after 2012, sales of taxable 
income-producing assets will be subject to capital gains 
rates and potentially to the 3.8-percent unearned 
income tax . You should work with your investment 
advisor to review your investment strategy in light of the 
impact of higher tax rates on portfolio income. With 
higher rates, tax-exempt investments may produce a 
greater yield than taxable investments. 

Planning tip # 4: If you have an investment interest 
expense carryover into 2012, consider electing not to 
tax qualified dividends and long-term capital gains at 
ordinary tax rates on your 2012 tax return in anticipation 
of qualified dividends reverting to ordinary income in 
2013. By electing not to tax qualified dividends and 
long-term capital gains at the higher rate, you can 
preserve investment interest expense that may offset 
income subject to higher tax rates, as well as reduce 
exposure to the 3.8-percent unearned income tax, after 
2012. Investment interest expense is only deductible to 
the extent of current-year net investment income. 
Long-term capital gains and dividends that are taxed at 
the 15-percent (or zero-percent) reduced rate are not 
treated as investment income for purposes of this 
calculation, unless the election is made to tax them at 
ordinary rates to allow the investment interest expense. 
Although the election may reduce tax in the current 

year by allowing a greater deduction in 2011, it may be 
more beneficial to hold the investment interest as a 
carryover to future years. 

Planning tip # 5: Passive income is subject to the 
3.8-percent unearned income tax; therefore, if you have 
multiple passive activities, consider reviewing current 
grouping elections in light of any new factual patterns 
for each activity that may reclass such activity from 
passive to active or vice versa. Passive activity losses 
(PALs) can be deducted only against passive activity 
income; regroupings may release the otherwise 
suspended losses, which may be even more beneficial in 
the post-2013 higher tax rate environment. Alternatively, 
an appropriate recharacterization from active to a 
passive status may suspend otherwise allowable losses, 
which could be considered more valuable when 
projected to be released in future higher tax rate years. 
Also, if you are going to dispose of a passive activity, 
consider whether it may be better to delay the 
disposition given the anticipated increase in tax rates. 
Timing of dispositions of passive activities and PAL 
carryforwards should be carefully coordinated. Passive 
activity planning is a complicated area of the tax law 
— one that you should discuss with your tax advisor as 
it relates to each of these matters. 

Planning tip # 6: For anticipated sales in 2013 and 
later, consider using a Charitable Remainder Trust to 
defer capital gains, provided that you also have a 
charitable intent. Use of a Net Income Makeup 
Charitable Remainder Unitrust (NIMCRUT) may allow for 
a longer income-deferral period. To the extent you 
already have a NIMCRUT in place, consider ways to 
accelerate income in order to have the income taxed 
before 2013.

Planning tip # 7: Consider donating appreciated 
securities, rather than cash, to charity to receive a 
charitable deduction equal to the fair market value of 
the securities and also avoid paying capital gains tax on 
stock security appreciation. Having preserved the cash, 
consider purchasing new investments with a 
“refreshed,” higher basis with the cash you would have 
donated, potentially lowering exposure to the 
3.8-percent unearned income tax after 2012.
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Planning tip # 8: Consider establishing an appropriate 
retirement savings vehicle, such as a Keogh or a SEP IRA, 
which would allow for maximum contribution to a 
qualified plan based on self-employment income. 

Planning tip # 9: Consider the appropriateness of 
converting all IRAs to Roth IRAs prior to 2013 as a 
means of removing required minimum distributions 
from future modified AGI subject to the 0.9-percent HI 
tax as well as to minimize exposure to potentially higher 
tax rates after 2012. Remember that conversions after 
2010 are fully taxable in the year of conversion.

Income tax rates

Regardless of whether Congress addresses the prospect of 
expiring individual income tax rates during a lame duck 
session after the 2012 presidential election or when the 
113th Congress convenes in January 2013, tax reform is 
possible. As a basis for analyzing the impact of tax reform, 
the chart on page 13 provides an overview of individual 
tax rates for the 2011-2013 tax years under the current law. 

As previously discussed, when Congress does address tax 
reform, there are three broad possible outcomes: an 
extension of current rates; tax reform accompanied by 
lower rates and elimination of various tax preferences; or 
tax reform accompanied by tax increases that help reduce 
deficits. Another important set of considerations will be 
the decisions made with respect to the alternative 
minimum tax (AMT) and the rate differential between 
regular tax rates and AMT tax rates.

It is important to note that one outcome of tax reform 
could result in reduced top tax rates with corresponding 
reductions in low- and middle-income tax brackets. This 
rate reduction, however, likely would be paired with the 
elimination of many “tax expenditures,” provisions of the 
tax code that provide targeted benefits. The largest 
individual tax expenditures include the exclusion for 
employer-provided health benefits, the lower rates on 
capital gains and dividends, the incentives for retirement 
savings, and the deductions for mortgage interest and for 
state and local income taxes. Reducing individual tax rates 
will require reducing or eliminating these benefits, each of 
which has been the subject of reform efforts in the past.

Planning for 2013
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Overview of tax rates for individuals from 2011-2013
The following table shows what will happen to tax rates and credits for individuals between 2011 and 2013 based on current law.

Provision 2011 2012 2013

Rates for ordinary income 35.0% 39.6%

33.0% 36.0%

28.0% 31.0%

25.0% 28.0%

15.0% 15.0%

10.0% 15.0%

Top rates for investment 
income

Long-term capital gains 15.0% 20.0%

Qualified dividends 15.0% 39.6%

Marriage penalty relief

Standard deduction Deduction for married-joint filers is 
twice that of single taxpayers

Expanded deduction sunsets

15 percent bracket Bracket expanded to twice that for single taxpayers Expanded bracket sunsets

Child credit $1,000 $500

Repeal of limitations on 
personal exemptions (PEP) and 
itemized deductions (Pease)

Repeal of PEP and Pease limitations in place PEP and Pease limitations restored

AMT exemption $48,450 Single;
$74,450 Married

$33,750 Single; 
$45,000 Married

Payroll tax holiday 2 percent cut in payroll 
taxes; maximum benefit 
per individual is $2,136

None

High-income tax increases 
enacted in Patient Protection 
and Affordable Care Act

Surtax on investment income No provision 3.8% surtax on investment income 
of single taxpayers with AGI over 

$200,000 ($250,000 for joint filers)

Increase in Medicare hospital 
insurance (HI) tax wage base 
for self-employed

No provision 0.9% increase in employee portion 
of HI wage base of single taxpayers 
with AGI over $200,000 ($250,000 

for joint fliers)

Estate tax

Top rate 35.0% 55.0%

Exemption $5 million $1 million

Gift tax Estate and gift tax regime reunified for 2011-2012   
($5 million exemption for gifts with highest rate of 35%)

$1 million lifetime exemption
(55% top rate)
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Income tax planning considerations for individuals 
and private enterprises in 2013 

Given the degree of uncertainty as we approach 2013, it is 
important that you closely monitor the continuing tax 
debate in Washington. Though it is tempting to not take 
action in the face of uncertainty, we believe that the best 
offense is a good defense. As such, it is important that you 
consider tax planning decisions far before the end of 2012 
based on whether you expect the current rates to 
continue, decline, or increase beginning in 2013. 

Regardless of your view as to how the continuing tax 
debate in Washington will conclude, there are a number 
of factors to consider for income tax planning. At the 
core is an understanding that by implementing a 
long-term commitment to thoughtful tax planning, you 
can help lessen your risks associated with the uncertainty 
regarding the future of tax rates. It may help to think 
about planning considerations in terms of categories of 
income, such as investment income, ordinary income, 
retirement savings, and deductions. This approach can 
provide a solid foundation on which to focus your 
planning options. Finally, you should test your plans 
under a range of possibilities. 

Issues that you may wish to explore include accelerating 
or deferring income, shifting from investments that 
produce ordinary income to investments that produce 
capital gain, participating in business activities, saving for 
retirement, and analyzing when to take deductions in 
order to increase their value. Of course, it goes without 
saying that you should focus your planning on your own 
specific fact pattern and objectives, as there is no 
one-size-fits-all approach. 

Investment income: Any decision to sell capital assets 
should be based on economic fundamentals, together 
with your investment goals; however, you also should 
consider the tax aspects and transaction costs associated 
with implementing any transaction. Having said that, if 
you believe capital gains tax rates will increase, there are a 
number of planning techniques to consider, some of which 
are similar to those covered earlier in this section as 
Medicare tax planning considerations, as they assist in 
planning for increasing capital gains tax rates as well as the 
3.8-percent Medicare tax on unearned income.

Planning tip # 1: If you anticipate an increasing capital 
gains rate environment beginning in 2013, you may 
want to consider accelerating capital gains prior to 2013 
to capture the lower tax rate. Additionally, if you expect 
a net capital gain for 2012 and 2013, you should explore 
deferring capital losses until 2013 when those losses 
might potentially offset capital gains taxed at a higher 
rate. You may also want to elect out of installment sale 
treatment (where available) and recognize the entire 
gain in the year of sale, as opposed to deferring the gain 
over the payment period. Each of these techniques 
requires very careful modeling. 

Planning tip # 2: Conversely, if you believe capital 
gains rates will decline or remain constant, you would 
want to explore accelerating losses prior to 2013 and 
deferring gains into future years. If capital gains rates 
remain constant, you may still benefit from accelerating 
losses. And if capital gains rates decline, you could 
benefit from recognizing the gains in a lower rate 
environment. As noted above, though, it is important to 
weigh both the economic considerations and tax 
considerations of any transaction. 

At the core is an understanding that by implementing a long-term 
commitment to thoughtful tax planning, you can help lessen your risks 
associated with the uncertainty regarding the future of tax rates.

Planning for 2013
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Planning tip # 3: In addition to consulting your tax 
advisor about planning techniques specific to your 
situation, you also should work with your investment 
advisor to determine whether it is better to invest funds 
in a taxable account or a tax-deferred account, and to 
consider your asset allocation and investment strategy 
in light of the impact of tax rates on portfolio income. 
Keep in mind that, regardless of the uncertainty 
surrounding the income tax structure, Medicare taxes 
on unearned income for high-income individuals are 
scheduled to take effect in 2013 as discussed above.

Ordinary income: The economic analysis of whether to 
accelerate compensation may be easier than the analysis 
involved in evaluating capital gains, as in many cases you 
will incur little in the way of transaction costs by 
accelerating compensation, and all of the compensation is 
taxable. Additionally, once you realize the compensation, 
you can invest the after-tax earnings in alternatives that 
may generate capital gains or other tax-favored income.

Planning tip # 1: If you believe ordinary tax rates will 
increase, you may want to consider accelerating receipt 
of commissions, bonuses, nonqualified stock option 
exercises, or billings prior to 2013. You will need to 
consider the time value of money, the impact that 
acceleration might have on various deductions and 
credits, your projected income tax rate in both years, 
and other nontax financial factors. In this analysis, it is 
critical that you consider your specific facts and 
circumstances — especially your exposure to AMT — to 
determine if your fact pattern provides a better tax 
result by accelerating income in an increasing rate 
environment. Finally, any analysis of accelerating 
deferred compensation must also take into account the 
existing tax rules that impose an additional income tax 
of 20 percent (or more) on certain impermissible 
changes in the timing of compensation payments.

Planning tip # 2: If you are generating a net operating 
loss (NOL) and believe that ordinary rates will rise, you 
should consider having your NOL carried forward to 
offset future ordinary income taxed at higher rates, 
rather than carried back to offset income taxed at lower 
rates. Careful modeling of this decision is critical and 
must focus on cashflow as well as tax considerations. 

Planning tip # 3: Conversely, if you believe ordinary 
income tax rates will decline or remain constant, you 
may want to explore deferring ordinary income into 
2013 by, for example, deferring bonuses or nonqualified 
stock option exercises into 2013 or later years. And if 
you believe that tax rates will decline and you are 
generating current NOLs, you will want to consider 
carrying back the NOL to offset prior-year income 
instead of carrying it forward. Again, you must be aware 
of tax rules that impose an additional income tax of      
20 percent or more on certain impermissible changes in 
the timing of compensation payments. 

Note that when contemplating accelerating or deferring 
compensation income, it is important to consider the 
available rates of return both inside the compensation plan 
and for alternative investment outside of the plan. 

Retirement savings: Sound retirement planning involves 
a range of economic and tax considerations. Most 
important, though, it involves consistent discipline to save. 
Taxpayers sometimes wonder whether they should skip 
making retirement plan contributions when it appears that 
tax rates will rise. Keep in mind that you cannot make up 
missed retirement plan contributions in later years, and 
you will lose the potential for tax-favored earnings on that 
amount. Regardless of your view on the future direction of 
tax rates, you should consider contributing the maximum 
amount to your retirement plans annually.

Planning tip # 1: If you are self-employed, there are a 
variety of retirement vehicles that may benefit you and 
your employees. Consider establishing an appropriate 
vehicle, such as a Keogh or SEP IRA, that allows maximum 
contributions based on self-employment income. 

Planning tip # 2: If you participate in an employer-
sponsored 401(k) plan, analyze your contributions to 
this plan annually. 

Planning tip # 3: Consider making contributions to a 
Roth IRA or rolling over a traditional IRA to a Roth IRA. If 
you do consider a rollover of an IRA to a Roth IRA, it 
may be beneficial to do so prior to 2013 if you believe 
ordinary tax rates will rise or to defer the transfer until 
2013 if you believe ordinary tax rates will decline. 
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There are a number of complex tax and nontax factors 
involved, so it is important to consult with your tax advisor 
prior to making any decision.

Deductions: With respect to deductions, the key 
planning issue is determining in which year the deduction 
will generate the greatest tax benefit. Understanding this 
allows you to determine the most appropriate timing for 
deductions. If your tax rate rises, deductions are likely to 
be more beneficial; conversely, if your tax rate declines, 
they likely will become less beneficial. You will need to 
model this analysis carefully, as the impact of the AMT, 
phaseouts and limitations on deductions, as well as the 
character of the income your deductions will offset, all will 
have significant bearing on the result. 

For example, a taxpayer subject to AMT does not receive 
benefit for many of his or her deductions, including state 
taxes, real estate taxes, and two-percent miscellaneous 
itemized deductions, whereas an individual in a lower rate 
environment who is not paying AMT may receive more 
benefit from deductions than an individual in a higher rate 
environment who is paying AMT. An AMT analysis requires 
multiyear planning with an emphasis upon whether 
acceleration versus deferral of deductions will minimize 
AMT exposure and, therefore, provide a more significant 
benefit for your tax deductions. It is critical that you 
discuss your AMT situation with your tax advisor.

Business tax changes: While the focus of this 
publication is primarily individuals and their estates, certain 
business changes that have been discussed in the context 
of tax reform could adversely impact individuals who own 
businesses that use passthrough entities. Owners and their 
businesses should observe the legislative process closely 
and evaluate risks resulting from potential tax changes. 
Examples of specific issues that you may want to explore 
include changing accounting methods to accelerate or 
defer income, analyzing depreciation methods, evaluating 
transactions with related parties, considering a change in 
entity status, and analyzing opportunities surrounding 
investments in private enterprises with NOLs.

Planning in uncertain times 

Whatever you conclude the future will hold for taxes, a 
long-term commitment to a thoughtful tax planning 
process can help mitigate risks as you approach what 
could be a dramatically different tax landscape in future 
years. To that end, you should:

• Adopt a multiyear perspective in reviewing your tax 
situation, evaluating the tax implications of shifting 
income or deductions.

• Consider the effect of the AMT. The expected outcome 
of deferring or accelerating income and deductions may 
be different after determining the AMT consequences. 
The result may not necessarily be intuitive.

• View transactions with regard to both their economic 
and tax implications. 

• Stay engaged with understanding the tax changes 
debated or adopted by Washington. Be prepared to act 
quickly once Congress agrees on tax rates or reform. 

• Review your tax situation with a trusted advisor 
regularly.

Planning for 2013
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Income tax

Analyzing income taxes may seem complex, and the laws 
are continuously changing, but in the midst of uncertainty 
it is important to remember that successful tax planning 
requires a multiyear perspective and approach. This 
section reviews certain important income tax 
developments and considerations that are integral to 
effective long-term planning. 

Recently enacted tax law changes affecting 
individuals

Tax Relief, Unemployment Insurance Reauthorization, 
and Job Creation Act of 2010 (the 2010 Act)

The 2010 Act amends the general sunset provisions of the 
Economic Growth and Tax Relief Reconciliation Act of 
2001 (EGTRRA) and the Jobs and Growth Tax Relief 
Reconciliation Act of 2003 (JGTRRA), providing that the 
tax changes included in those acts will now stay in place 
through 2012. 

Income tax rates. The six individual income tax brackets, 
ranging from 10 to 35 percent, will remain in place 
through 2012. The top income tax rates on income from 
qualified dividends and long-term capital gains will hold 
steady at 15 percent for the same period. For taxpayers 
with qualified dividends and long-term capital gains taxed 
in the lowest two tax brackets, the tax rate will remain at 
zero percent through 2012.

Under the 2010 Act, individual ordinary income tax rates 
will return to their pre-EGTRRA levels — five brackets with 
rates of 15, 28, 31, 36, and 39.6 percent — in 2013. 
Similarly, tax rates on investment income will return to 
their pre-JGTRRA rates in 2013: long-term capital gain 
rates will increase to 10 percent and 20 percent, and 
dividends will be taxed as ordinary income with a top rate 
of 39.6 percent. The top individual income tax rate in 2013 
does not include the rate increases enacted by the Patient 
Protection and Affordable Care Act of 2010, which are 
applicable to high-income taxpayers.

The 2010 Act also extends for two years the repeal of two 
provisions that effectively increase marginal tax rates for 
higher-income individuals: the personal exemption 
phaseout and the itemized deduction limitation. 

Marriage penalty relief. The 2010 Act extends 
EGTRRA’s increased standard deduction and the expanded 
15-percent bracket for joint filers through 2012.

Alternative minimum tax (AMT) relief. The 2010 Act 
extends AMT relief for 2010 and 2011 and permits 
nonrefundable personal credits to be claimed against the 
AMT for 2010 and 2011. The 2010 Act also increases 
exemption amounts under the individual AMT to $48,450 
for unmarried filers and $74,450 for joint filers for 2011. 

Bonus depreciation. The 2010 Act extends for two years 
50-percent bonus depreciation for qualified property. 
Bonus depreciation will be available for qualified property 
placed in service before January 1, 2013 (or before January 
1, 2014, in the case of certain long-term production 
property). Under a special rule, if qualified property is 
acquired and placed in service after September 8, 2010, 
but before January 1, 2012, the bonus depreciation 
amount is increased from 50 percent to 100 percent. In 
addition, the 2010 Act provides for a temporary election to 
claim a refundable credit in lieu of bonus depreciation for 
property placed in service in 2011 and 2012.

Expensing. The 2010 Act provides that, for tax years 
beginning in 2012, the Section 179 small-business 
expensing limitation will be $125,000. The limitation will 
be reduced if the cost of the Section 179 property for that 
year exceeds $500,000. Those amounts will return to 
$25,000 and $200,000, respectively, after 2012.

Miscellaneous individual provisions. The 2010 Act 
includes a new temporary reduction of the Social Security 
payroll tax for wage earners and self-employed individuals. 
As a result, the 6.2-percent and 12.4-percent rates 
previously applicable to wage earners and self-employed 
individuals, respectively, have been reduced to 4.2 percent 
and 10.4 percent for 2011. This relief applies to all 
individuals subject to Social Security tax, with no limit on 
the amount of wages or other income they receive. 
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The 2010 Act also extends through 2011 the provision for 
tax-free distributions from individual retirement plans for 
charitable purposes by individuals who are age 70-1/2 and 
older (up to $100,000 per taxpayer per taxable year). 
Individuals may elect to have a qualified charitable 
distribution made in January 2011 treated as having been 
made on December 31, 2010 (and thus treated as having 
been made in the 2010 taxable year). Finally, the 2010 Act 
extends through 2012 prior increases or expansions of 
other tax benefits, including the child tax credit, the 
Dependent Care Credit, the itemized deduction for state 
and local general sales taxes, and the American 
Opportunity Credit for higher education.

Section 1202 small business stock exclusion. 
The 2010 Act extended the 100-percent exclusion for gain 
on the sale or exchange of qualified small-business stock 
acquired after September 27, 2010, through January 1, 2012.

Small Business Jobs Act of 2010 (SBJA)

The SBJA provides $12 billion of tax incentives, including 
an additional year of bonus depreciation for businesses of 
all sizes, as well as enhanced Section 179 expensing rules 
and other relief targeted to small businesses.

The tax incentives in the SBJA — most of which are 
temporary — are paid for with permanent provisions that 
require guarantee fees to be sourced like interest for 
purposes of the foreign tax credit, impose additional 
information reporting and administrative requirements to 
close the “tax gap,” and make modifications to materials 
that qualify for the cellulosic biofuel producer credit.

Additional revenue comes from taxpayer-friendly changes 
to the qualified retirement plan rules that expand 
opportunities for individuals to convert pre-tax balances in 
employer-sponsored retirement plans into designated Roth 
accounts.

Temporary reduction of S corporation built-in gains 
holding period. The SBJA reduced the recognition period 
for purposes of the tax on net recognized built-in gains of 
S corporations to five years for taxable years beginning in 
2011. (The recognition period for S corporation built-in 
gains was temporarily reduced to seven years from 10 
years for taxable years that begin in 2009 or 2010 by the 
American Recovery and Reinvestment Act of 2009). 

Patient Protection and Affordable Care Act of 2010 
(PPACA)

Medicare tax increase. Beginning in 2013, the PPACA 
imposes an additional 0.9-percent Medicare Hospital 
Insurance (HI) tax on self-employed individuals and 
employees on earnings and wages received during the 
year above specified thresholds. This additional tax applies 
to earnings of self-employed individuals or wages of an 
employee in excess of $200,000. If an individual or 
employee files a joint return, then the tax applies to all 
earnings and wages in excess of $250,000 on that return.

Unearned income Medicare contribution. Beginning 
in 2013, the PPACA imposes a 3.8-percent unearned 
income Medicare contribution levied on “unearned” 
income, including income from interest, dividends, capital 
gains (including otherwise taxable gain on the sale of a 
personal residence), annuities, royalties, and rents. 
Excluded income includes distributions from qualified 
plans and income that is derived in the ordinary course of a 
trade or business and not treated as a passive activity. The 
tax is applied against the lesser of the taxpayer’s net 
investment income or modified AGI in excess of the 
threshold amounts. These thresholds are set at $200,000 
for singles and $250,000 for joint filers. 

For estates and trusts, the tax applies on the lesser of the 
undistributed net investment income or the excess of AGI 
over the dollar amounts at which the 39.6-percent tax 
bracket for estates and trusts begins.
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Restrictions on health-related accounts and 
reimbursements. The PPACA tightens a number of the 
rules related to flexible spending arrangements, health 
reimbursement arrangements, health savings accounts, 
and medical savings accounts. These changes to medical 
savings vehicles are effective for tax years beginning after 
December 31, 2010.

• Over-the-counter drugs. The PPACA conforms the 
definition of medical expense for purposes of 
employer-provided health coverage — including 
reimbursements under employer-sponsored health 
plans, Health Reimbursement Arrangements (HRAs), 
Health Flexible Spending Arrangements (FSAs), Health 
Savings Accounts (HSAs), and Medical Savings Accounts 
(MSAs) — to the definition used for the medical 
expense itemized deduction. Thus, the PPACA 
eliminates nontaxable reimbursements of over-the-
counter medications unless the over-the-counter 
medications are prescribed by a doctor. Prescribed 
medicines, drugs, and insulin will still qualify for 
nontaxable reimbursements from those accounts. 

• Limit on health flexible spending arrangements. 
Beginning with years after 2012, the PPACA imposes a 
limit of $2,500 per taxable year on employee salary 
reductions for coverage under a cafeteria plan FSA. The 
limit, which does not apply to health reimbursement 
arrangements, is indexed for inflation after 2013. If a 
cafeteria plan does not contain the required limitation, 
then benefits from the FSA will not be qualified benefits.

• Penalty on nonqualified health savings account 
distributions. The PPACA increases the penalty on 
withdrawals from HSAs and Archer MSAs not used            
for qualified medical expenses from 10 percent to        
20 percent for HSAs and from 15 percent to 20 percent 
for Archer MSAs. 

Itemized deduction for medical expenses. The PPACA 
increases the threshold for claiming an itemized deduction 
for unreimbursed medical expenses for regular tax 
purposes from 7.5 percent of the taxpayer’s AGI to             
10 percent. The PPACA does not change the current-law 
10 percent of AGI threshold that applies under the AMT. 
The change generally applies for taxable years beginning 
after December 31, 2012. For any taxpayer who is age 65 
and older or whose spouse is 65 or older, the threshold for 
regular tax purposes remains at 7.5 percent until 2017.

Modification to child adoption credit. The PPACA 
increases the amount of the child adoption tax credit and 
adoption assistance exclusion from $12,170 for 2010 to 
$13,170 and provides for indexing. The PPACA also extends 
the adoption credit through 2011 and makes the credit 
capable of generating a tax refund rather than just a tax 
offset.

Hiring Incentives to Restore Employment Act (HIRE)

Reporting certain foreign accounts. Individuals with 
foreign accounts or foreign trusts may be subject to new 
foreign withholding and information reporting 
requirements. These changes include:

• Disclosure of foreign accounts. In addition to current 
Foreign Bank and Financial Accounts (FBAR) reporting 
requirements, new requirements cover a broader class of 
assets, extend the statute of limitations to six years, and 
increase the penalty from 20 percent to 40 percent. Some 
requirements apply beginning in 2011.

• New Passive Foreign Investment Companies 
(PFIC) disclosure requirements. All U.S. persons 
owning PFIC shares must disclose those annually, as 
determined by IRS guidance.

• Unreimbursed use of foreign trust property.   
Such use will now be treated as a deemed distribution 
from the trust to its beneficiaries, applicable from  
March 18, 2010.
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Cumulative amount of 
estimated taxes to be paid Due date

2011 Tax Payment 
Method

Apr. 18, 
2011

Jun. 15, 
2011

Sept. 15, 
2011

Jan. 17, 
2012

Current year’s tax or 
annualized income method

22.5% 45% 67.5% 90%

Prior year’s tax – safe harbor 
for qualified individuals

22.5% 45% 67.5% 90%

Prior year’s tax – safe harbor 
for AGI of $150,000 or less

25% 50% 75% 100%

Prior year’s tax – safe harbor 
for AGI over $150,000

27.5% 55% 82.5% 110%

• Interest income from bonds in nonregistered 
form. For bonds issued after March 18, 2012, such 
income will no longer qualify for the “portfolio debt 
exception.”

• Required withholding on U.S.-source income 
received by U.S.-owned foreign entities. As 
determined by IRS guidance, such entities will generally 
be required to withhold 30 percent of U.S.-source 
income unless information identifying U.S. owners is 
furnished to the U.S. Treasury.

• Statutory reclassification of certain payments as 
dividends. The reclassification expands the types of 
payments requiring U.S. withholding. 

Emergency Economic Stabilization Act of 2008

Exclusion of income from discharge of 
indebtedness on principal residence. Income 
attributable to cancellation of indebtedness related to a 
principal residence is excluded from tax. Debt for this 
purpose is capped at $2 million, and the amount excluded 
from income shall reduce the basis of the residence, but 
not below zero. The exclusion applies to income associated 
with debt cancelled before January 1, 2013. 

Tax rates

Income tax rates. Tax rates remain unchanged for 2011, 
ranging from 10 percent to 35 percent. These rates are set 
to expire at the end of 2012 unless Congress takes action. 
If Congress does not take action, tax rates will return to 
those that were in effect in 2000.

Underpayment penalties. Federal law requires the 
payment of income taxes throughout the year as the 
income is earned. This obligation may be met through 
withholding, making quarterly estimated tax payments, or 
both. The penalty for underpayment is calculated as 
interest on the underpaid balance until it is paid, or until 
April 16, 2012, whichever occurs first.

For 2011, individuals will not be subject to an 
underpayment penalty if the balance due on their federal 
tax return (total tax liability for the year, less withholdings) 
is $1,000 or less. If the balance due is more than $1,000, 
the taxpayer will be subject to a penalty unless 2011 
withholdings and estimated tax payments equal                  
90 percent of the 2011 tax liability, 100 percent of the 
2010 tax liability (110 percent if 2010 AGI exceeds 
$150,000), or 90 percent of the 2011 tax liability based       
on quarterly annualized year-to-date income.

The table below illustrates the amount required to be paid 
(cumulatively) for 2011 taxes under each method by each 
date for calendar-year taxpayers.

Planning tip # 1: Income tax withholdings are 
considered paid equally throughout the year, even if the 
withholdings are made near the end of the year. If you 
anticipate that you have underpaid your estimated taxes 
for 2011, consider adjusting withholdings for the 
remainder of the year to avoid penalties for 
underpayment of estimated taxes.
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Planning tip # 2: In certain circumstances, 
supplemental wages (e.g., bonuses, commissions, 
overtime pay, etc.) may be subject to a flat 25-percent 
withholding rate. If this rate is different from your 
normal withholding rate, be sure to factor the different 
rate into your estimated tax calculations. Similar to 
withholding on regular wages, taxpayers may increase 
the withholding amount on their supplemental wages 
to avoid penalties for underpayment of estimated taxes. 
Supplemental wages in excess of $1 million are subject 
to withholding at the highest marginal income tax rate 
in effect for the year they are paid. 

Planning tip # 3: If you anticipate being liable for 
underpayment penalties on estimated tax, you may 
consider taking an indirect rollover distribution from a 
traditional or Roth IRA account during the year of 
underpayment. If an indirect rollover of an IRA occurs, 
the trustee of the IRA is required to withhold 20 percent 
of the funds distributed as a prepayment of federal 
income tax unless you elect not to have federal taxes 
withheld on Form W-4P. You may also elect to have an 
additional amount withheld from the distribution by 
providing the trustee of the IRA with Form W-4P. By 
triggering sufficient withholding tax, you can “cure” prior 
underpayments of estimated tax and avoid or reduce 
penalties. As long as you redeposit the gross amount of 
the IRA distribution to another IRA within 60 days, no 
adverse tax consequences result from the rollover, 
provided you meet the once-per-year rollover limitation. 

Overpayment of estimated taxes. Just as you should 
avoid underpaying estimated taxes and incurring a penalty, 
you also should avoid overpaying estimated taxes. 
Overpaying taxes is the equivalent of providing an 
interest-free loan to the government. You may receive a 
refund eventually, but you have lost the opportunity to 
have the money working for you.

Planning tip: If you anticipate that you have overpaid 
estimated taxes (or withholdings have been too high 
during the year), consider reducing withholdings during 
the remainder of the year to create an early refund. 
Certain restrictions apply with respect to the number of 
allowances you may claim, which will affect the 
minimum amount that can be withheld; therefore, 

check with your tax advisor before submitting a new 
W-4 to adjust your withholdings for 2011. Also, estimate 
withholding for 2012 and file a new W-4 with your 
employer, if necessary.

Recognition of compensation income. Depending on 
your situation, you may be able to time the receipt of 
commissions, bonuses, or billings between one year and 
another. Income recognition timing is not easy, however. 
You need to consider the time value of money, the impact 
that acceleration might have on various deductions, 
credits, your projected income tax rate in both years, and 
other nontax financial factors. There are several 
income-recognition techniques you may consider. Again, 
you must be aware of tax rules that impose an additional 
income tax of 20 percent or more on certain impermissible 
changes in the timing of compensation payments. 
 
Capital gains tax rates. The reduced long-term capital 
gains tax rates will be effective through 2012. For taxpayers 
in the highest four income tax brackets, the long-term 
capital gains rate is 15 percent; for the lowest two income 
tax brackets, the long-term capital gains rate is zero percent. 
Unless Congress acts to extend current law, after 2012, the 
zero-percent long-term capital gains tax rates will increase 
to 10 percent for those in the 10- and 15-percent tax 
brackets, and the 15-percent long-term capital gains tax rate 
will increase to 20 percent for all other taxpayers. Gains 
from installment sales are taxed at the rate in effect on the 
date an installment payment is received. Certain sales of 
capital assets do not qualify for the lower capital gains rate. 
Collectibles remain subject to a 28-percent maximum rate. 
Unrecaptured Section 1250 gain on real estate is subject to 
a 25-percent maximum rate. Qualified small-business stock 
is generally subject to the 50-percent exclusion and the 
remainder is taxed at 28 percent.

Capital gains and capital losses. The decision to sell 
capital assets should be based on economic fundamentals, 
together with your investment goals; however, you should 
also consider the tax aspects. For taxpayers in the highest 
four tax brackets (35, 33, 28, and 25 percent), current law 
generally provides a 15-percent rate on assets held for 
more than one year; thus, for those in the highest tax 
bracket, a 20-percent rate differential exists between 
short-term capital gains (which are taxed at ordinary 
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income rates) and long-term capital gains. The return to 
2000 capital gains rates in 2013 will not appreciably 
change this differential as the highest marginal income tax 
rate and the capital gains rates are both scheduled to 
increase. Pay attention to the holding periods of assets to 
take full advantage of the long-term capital gains rates 
available for assets held more than one year.

Planning tip # 1: If you believe that capital gains rates 
will be higher when you would otherwise sell an asset, 
make a complete analysis of your potential savings and 
costs before selling the asset and repurchasing it or a 
similar asset. Keep in mind that incurring multiple 
transaction costs and losing the use of funds that go to 
pay taxes early can more than offset the savings from a 
lower rate. 

If you anticipate being in a lower tax bracket in 2012 or 
expect significant amounts of capital losses in 2012, you 
may want to consider realizing capital gains in 2011, but 
deferring tax recognition until 2012. You can accomplish 
this by using such strategies as entering into an 
installment sales agreement (but not when selling 
marketable securities, as such gain is not deferrable) or 
implementing other investment techniques. Consult your 
tax advisor for planning techniques specific to your 
situation. 

Planning tip # 2: If you have short-term capital gains 
(which are taxed at ordinary income tax rates), consider 
selling capital assets that will generate a capital loss in 
order to offset the short-term capital gain. Taxpayers are 
allowed to deduct up to $3,000 of net capital losses 
against ordinary income each year. Any net capital losses 
in excess of $3,000 are carried over to future years. While 
harvesting losses can make sense from a tax perspective, 
make sure you are not overlooking investment 
implications that could more than offset the tax gains. In 
some cases, the primary benefit of harvesting a tax loss is 
simply to offset the payment of capital gains tax.

Planning tip # 3: Under the “wash sale” rule, if 
securities are sold at a loss and the same — or 
substantially the same — securities are purchased within 
30 days before or after sale of the original securities, the 
loss cannot be recognized until the replacement securities 

are sold. These rules apply even if the purchased 
securities are in the seller’s IRA. There often is a 
satisfactory alternative, however. To realize the loss and 
maintain the ability to benefit from any market upside, 
consider selling a stock or mutual fund to realize a loss 
and then replacing it in your portfolio with one having 
similar characteristics in the same industry or style group.

Planning tip # 4: Taxpayers interested in family wealth 
planning should consider gifting appreciated assets (or 
those that are expected to appreciate) to their children 
who are not subject to the kiddie tax and are in the 
lowest two 2011 tax brackets. Because taxpayers in the 
highest four tax brackets are taxed at a 15-percent 
long-term capital gains rate versus a zero-percent rate for 
taxpayers in the lowest two tax brackets, you may realize 
an immediate 15-percent tax savings. To realize the 
savings, however, the gifted assets must be sold in 2011. 
Combining utilization of the gift tax annual exclusion with 
a gift of appreciating assets can be a powerful wealth 
transfer planning tool. This technique is discussed later in 
more detail. Keep in mind that the applicable age for 
applying the kiddie tax is children under age 19 or 
full-time students under age 24 (more details on the 
kiddie tax are discussed later in this section).

Planning tip # 5: If you are considering selling a 
business, you may attempt to structure the transaction as 
a sale of the company’s stock rather than a sale of the 
company’s assets. In most circumstances, a sale of the 
company’s stock will constitute a sale of a capital asset, 
eligible for the lower capital gains tax rate, as opposed to 
a sale of the assets, which may be subject to tax as 
ordinary income. Additional tax savings accrue if the 
business constitutes a qualified small business, the stock 
of which has been held for at least five years. Fifty 
percent of the gain on such a stock sale (limited to the 
greater of 10 times the taxpayer’s basis in the stock or 
$10 million) is excludable from income with any remaining 
gain being taxed at 28 percent. The qualified small 
business stock exclusion is 100 percent for stock acquired 
after September 27, 2010, and before January 1, 2011. 
The buyer will typically want to structure the transaction 
as a sale of assets in order to take advantage of certain 
depreciation rules; therefore, some negotiation is to be 
expected.
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Planning tip # 6: If you expect to be in a higher tax 
bracket in future years or you expect tax rates to increase 
significantly in your retirement years, it may be more 
advantageous to invest in equities outside of your 
retirement accounts as you approach retirement. By 
doing so, you can obtain the favorable capital gains tax 
rate when you sell the investment. You also may consider 
investing in taxable bonds in your retirement accounts, 
where the ordinary income generated can be deferred. 
Retirement plan distributions are generally taxed at 
ordinary income tax rates, which, through 2012, can be 
as high as 35 percent and are expected to be higher 
thereafter. You should run a multiyear tax projection to 
determine the best method of investing for retirement 
while keeping taxes to a minimum. 

Tax rates on dividends. A lower tax rate continues to 
apply to qualified dividends through 2012. The tax rate is 
15 percent (zero percent for taxpayers in the 10-percent 
and 15-percent tax brackets) for qualified dividends. As 
described throughout this guide, these favorable rates are 
set to expire at the end of 2012 unless Congress takes 
action. 

“Extraordinary” dividend income. The receipt of 
“extraordinary” dividends may cause unexpected tax 
results. Extraordinary dividends are typically the result of 
larger-than-normal dividends and/or a very low basis in the 
stock. Dividends are considered “extraordinary” if the 
amount of the dividend exceeds 10 percent of the 
shareholder’s adjusted basis in the stock (five percent if the 
shares are preferred). All dividends with an ex-dividend 
date within the same 85 consecutive days are aggregated 
for the purposes of computing whether this threshold is 
met. Individuals who receive extraordinary dividends and 
later sell the stock on which the dividends were paid must 
classify as a long-term capital loss any loss on the sale, to 
the extent of such dividends. This rule applies regardless of 
how long the stock was held. Thus, for the investor who 
anticipated receiving short-term capital loss treatment on 
the sale, presumably to offset short-term capital gains, 
unexpected tax consequences may result. Absent this rule, 
a taxpayer who had already realized a short-term capital 
gain could buy a stock that was expected to pay out large 
dividends, hold the stock only long enough to receive the 
dividend, and then sell the stock at a loss to offset the 

short-term capital gain while enjoying favorable tax rates 
on qualified dividends.

Planning tip # 1: Investment interest expense is only 
deductible to the extent of current-year net investment 
income. Dividends that are taxed at the 15-percent (or 
zero-percent) reduced rate are not treated as investment 
income for purposes of this calculation; therefore, you 
should consider electing to tax a portion of qualified 
dividends (or capital gains) at ordinary income rates to 
increase use of the investment interest deduction. You 
may elect to recognize just enough of the qualified 
dividends to be taxed at ordinary income tax rates to 
offset investment interest expense and allow the 
remainder of qualified dividends to be taxed at the 
lower 15-percent rate (or zero-percent rate for 
lower-income taxpayers). Alternatively, you should 
consider whether carrying over an investment interest 
expense into a future year is more advantageous than 
electing to recognize qualified dividend income (and/or 
capital gains) as ordinary income for a current-year 
offset. Because tax rates applicable to long-term capital 
gains and dividend income could increase in 2013, 
carrying an investment interest expense over to 2013 
may prove the better choice. 

Planning tip # 2: Some margin accounts allow a broker 
to borrow shares held in the margin account and return 
the shares at a later date. In practice, the broker borrows 
shares from a pool of investors in order to lend the shares 
to another investor to execute a short sale. For tax 
purposes, payments that are made while the shares are 
lent are considered “payments in lieu of dividends,” rather 
than dividends, and thus will not qualify for the lower 
15-percent rate (or zero-percent rate for lower-income 
taxpayers). Unless your broker already has notified you of 
its policies regarding share borrowing, consider 
consulting with your broker to see whether it is the 
broker’s policy to borrow shares from noninstitutional 
investors. In certain cases, an investor may want to 
transfer dividend-paying shares into a cash account or 
place a restriction on the broker’s ability to borrow the 
shares. Alternatively, an investor may want to have the 
ability to call back shares of stock before the dividend 
date so that he or she will be the owner of the shares on 
the dividend record date. 
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Planning tip # 3: Taxpayers interested in family wealth 
planning can consider gifting assets that are expected to 
pay dividends to family members who are in lower tax 
brackets. As previously noted, taxpayers in the highest 
four tax brackets are currently taxed at 15 percent on 
qualified dividends, whereas taxpayers in the lowest two 
brackets are taxed at zero percent. You should remain 
mindful of the kiddie tax rules discussed later. In addition, 
pay close attention to possible 2013 rate increases.

Planning tip # 4: In order to qualify for the reduced rate 
of 15 percent, the underlying stock upon which a 
dividend is paid must be held for at least 61 days during 
the 121-day period, beginning 60 days before the 
ex-dividend date (91 days of the 181-day period for 
preferred stock). In order to qualify, the shares must not 
be subject to a hedging transaction during this time 
period; therefore, if you regularly engage in hedging 
transactions or other derivative transactions, you may 
want to consider more complicated investment 
techniques, such as selling a qualified covered call, in 
order to take advantage of the lower rates.

The kiddie tax. The so-called kiddie tax originally was 
enacted to prevent the transfer of unearned income from 
parents to their children in lower tax brackets. It targets 
investment income earned on investments in the name of 
a child, taxing such income at the same rates that apply to 
their parents. For 2011, the kiddie tax may apply if the 
child’s investment income exceeds $1,900. The kiddie tax 
applies to: 1) all children under age 19, and 2) full-time 
students under age 24. Note that the kiddie tax does not 
apply to a student over age 17 who has earned income 
that accounts for more than half of the student’s support.

Stock option planning. Traditionally, a favorite form of 
performance compensation for corporate executives has 
been the granting of stock options. Stock options provide 
executives with the flexibility to determine when they 
want to exercise the options and, therefore, control the 
timing of the tax event. Section 409A dramatically changes 
the tax rules applicable to so-called “discount” options 
(other than those used to purchase employer stock with an 
exercise price equal to the fair market value of the stock on 
the date of grant). If you now hold or subsequently receive 
as compensation options on property other than employer 
common stock (or analogous partnership equity interests 
in the case of a partnership employer) with an exercise 
price less than the fair market value of the property on the 
date it is granted, discuss the impact of Section 409A on 
this compensation with your tax advisor. If you have 
exercised any such options, determine whether additional 
income taxes apply or if you can take an alternative 
position to address potential additional income taxes. 

There are two types of stock options: nonstatutory options 
(also known as nonqualified stock options, or NQSOs) and 
statutory options (also known as incentive stock options or 
employee stock purchase plan options). Generally, NQSOs 
generate compensation income when exercised, provided 
that the stock is not restricted. At exercise, the taxpayer pays 
tax at ordinary income tax rates on the spread between the 
fair market value of the property received and the exercise 
price. Historically, taxpayers have waited until near the end 
of the exercise period in order to delay the tax 
consequences as long as possible.

Incentive stock options (ISOs) have a different tax 
consequence. An ISO cannot be granted with an exercise 
period longer than 10 years, but the period can be shorter 
if the company so chooses. Exercising an ISO does not 
affect a taxpayer’s regular taxable income; however, the 
exercise may affect the taxpayer’s AMT. Therefore, 
taxpayers should plan for and control the timing and 
exercise of ISOs.
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Planning tip # 1: Consider exercising ISOs and holding 
the stock for the required holding period to lock in 
post-exercise appreciation at long-term capital gains 
rates. As many taxpayers have realized over the last few 
years, however, continuing to hold ISO stock in a volatile 
market may prove disadvantageous. The long-term 
capital gains rate should be but one consideration in 
determining whether to sell or hold ISO stock. A 
taxpayer is eligible to use the lower capital gains tax 
rates if ISO stock is held for two years after the option 
was granted and more than one year after the option is 
exercised. The lower capital gains tax rate makes 
exercising ISOs more attractive. In some cases, 
exercising ISOs could trigger AMT, but with careful 
planning, you may avoid the AMT. An eligible person 
who, in order to comply with federal conflict-of-interest 
requirements, sells shares of stock after October 22, 
2004, that were acquired pursuant to the exercise of an 
ISO will be treated as satisfying the statutory 
holding-period requirements for capital gains tax 
treatment, regardless of how long the stock was 
actually held.

Planning tip # 2: Many taxpayers continue to hold 
ISOs at retirement or termination of employment. As a 
general rule, retirees have only 90 days after separating 
from service to exercise the options as ISOs. If you are 
approaching retirement or planning to change jobs, 
determine whether it is beneficial to exercise any 
remaining ISOs.

Passive gains and losses. Net losses from passive 
activities currently cannot be deducted against income 
from other sources. Instead, these losses are suspended, to 
be deducted when the activity that generated the loss is 
disposed of in a taxable transaction or when the taxpayer’s 
passive activities begin generating taxable income. Credits 
arising from passive activities are subject to similar rules. In 
addition, gifts (either to family members or charity) do not 
permit the use of suspended passive losses or credits.

The tax law treats two types of activities as passive 
activities. The first is any business activity in which the 
investor does not materially participate. The second is 
most rental activities, regardless of the investor’s level of 
participation (subject to special rules for real estate 
professionals).

Individuals who own rental properties and are actively 
involved in management decisions pertaining to such 
property are able to deduct up to $25,000 of losses per 
year against other income. This amount generally is phased 
out by 50 percent of the amount by which the investor's 
income exceeds $100,000.

Planning tip # 1: Increase your participation in what 
would otherwise be treated as a “passive activity” or 
dispose of passive activities with suspended losses or 
credits. This approach could allow you to use 
passive-activity losses or credits currently that otherwise 
would be deferred. Alternatively, ask your tax advisor 
whether decreasing your participation in a profitable 
business activity will make the income passive so that it 
can be sheltered by losses from other passive activities. 
Consider whether delaying a disposition may be in order 
given any potential increase in tax rates in 2013. 

Planning tip # 2: Passive losses that are “freed up” 
(generally through disposition of the activity to an 
unrelated party) may be used to offset ordinary income. 
Any applicable capital gains generated by the 
disposition may be eligible for the lower long-term 
capital gains tax rate and will be treated as passive 
income to allow utilization of suspended passive losses 
from other activities. Carefully coordinate the timing of 
the disposition of a passive activity with other activities 
throughout the year in order to provide the best 
possible results.
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Planning tip # 3: Remember that, generally, a 
disposition must be part of a taxable transaction if it is to 
“free up” any suspended losses. If the activity that 
generated the passive losses is disposed of in a 
transaction other than a taxable sale, the suspended 
losses may be lost to the original holder. For example, if 
the activity is transferred by gift, suspended passive losses 
are added to the donee’s (recipient’s) basis and are not 
deductible by the donor. If the activity is transferred by 
divorce, the suspended passive losses are added to the 
former spouse’s basis, and the spouse who gives up the 
property loses the suspended losses. If the activity is 
transferred by sale to a related party, the suspended 
losses remain as suspended losses to the seller; when the 
related party sells the property to an unrelated party in a 
taxable transaction, the original seller may be able to 
deduct any remaining suspended losses. If a decedent 
holds a suspended passive loss upon death, the passive 
loss is reduced to the extent of any stepped-up basis, if 
any, and the remainder is deductible on the decedent’s 
final return. If you are an heir of a 2010 decedent subject 
to the carryover-basis rules rather than the fresh-basis-at-
death rules that apply to most decedents, consult your 
tax advisor regarding the interaction of the carryover 
basis rules and the passive loss rules.

Planning tip # 4: Each passive activity will almost 
certainly have a suspended AMT loss. Suspended AMT 
losses are generally smaller than their regular tax 
counterparts because each passive activity’s AMT 
preferences and adjustments are added back. The 
difference between the regular tax and AMT suspended 
passive loss is recognized as a separate AMT adjustment 
in the year of disposition. If the difference is significant, 
any regular tax benefit may be lost if the taxpayer is in 
AMT. Further compounding the problem is that the 
AMT basis of the disposed passive activity will be 
greater than the regular tax basis in an amount roughly 
equal to the difference between the suspended losses 
under the regular tax and AMT. The result is reduced 
AMT capital gain (thus decreasing the applicability of 
preferential capital gains rates), or worse, creation of an 
AMT capital loss, which will be deductible only up to 
the capital loss limitation of $3,000. Passive-activity 
planning is a complicated area of the tax law — one 
that you should discuss with your tax advisor. 

Alternative minimum tax

The individual AMT system originally was designed in 1969 
to prevent the very wealthy from using a variety of special 
tax incentives to avoid paying income tax. The AMT, 
however, has evolved into an unwieldy system that 
continues to ensnare millions of unsuspecting taxpayers. 
Those living in states with high income taxes (such as 
California, New York, Hawaii, Oregon, and Vermont) or 
high property taxes (such as New York, Illinois, and New 
Jersey) and who have deductible personal exemptions are 
more likely to be affected.

Planning for AMT has become increasingly difficult. 
Taxpayers must be especially mindful of year-end cash 
payments, such as fourth-quarter state income taxes, 
pre-payment of investment and tax advisor fees, and 
charitable contributions. Current-year planning around 
timing of the payment of expenses that constitute itemized 
deductions not deductible under the AMT system is 
certainly important, but it may not be enough. In addition, 
projecting taxes from hedge funds and managing private 
activity bonds are among activities that take on special 
significance. More than ever, meaningful AMT planning 
requires examining multiyear scenarios. 

AMT rates, exemptions, and credits. The AMT 
exemption for 2010 was $72,450 for married couples filing 
jointly and $47,450 for single filers. The AMT exemption 
amounts are not indexed for inflation. These exemptions 
are phased out as taxpayers reach higher levels of AMT 
income (AMTI). For instance, the $72,450 exemption is 
reduced by 25 percent of the amount by which AMTI 
exceeds $150,000. The phaseout for the $47,450 
exemption begins as AMTI exceeds $112,500. The 2010 
Act increased exemption amounts to $48,450 for single 
filers and $74,450 for married couples filing jointly in 2011. 
For the last several years, Congress has passed an AMT 
“patch” to increase the AMT exemption on an annual 
basis. If Congress does not pass another patch for 2012, 
exemption amounts will return to the exemption amounts 
that existed in 2000 ($45,000 for married couples filing 
jointly and $33,750 for single filers).
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The 2010 Act extended the ability to apply most 
nonrefundable personal credits (including the Dependent 
Care Credit, the credit for the elderly and disabled, the 
credit for interest on certain home mortgages, and the 
Hope Education Credit) against the AMT through 2011.

AMT refundable credit. Some taxpayers can benefit 
from a refundable tax credit based on certain long-term 
accumulated AMT credits. The credit may be particularly 
beneficial to those who exercised ISOs for which the stock 
value later dropped precipitously. The refundable credit 
amount is a function of the long-term unused minimum 
tax credit (the credit generated before the third tax year 
immediately preceding the current year). The amount of 
credit allowed for the current year cannot exceed the 
greater of 1) $5,000, 2) 50 percent of the long-term 
unused minimum credit, or 3) the amount, if any, of the 
AMT refundable credit determined for the taxpayer’s 
preceding taxable year. The credit is no longer phased out 
for high-income tax payers. 

Planning tip # 1: Perform an AMT self-diagnosis. 
Falling victim to AMT has many possible causes, but you 
may be particularly prone to AMT if you have any of the 
following circumstances:

• Large state and local income or sales tax or property 
tax deductions

• Large long-term capital gains or qualified dividends
• Large deductions for accelerated depreciation
• Large miscellaneous itemized deductions
• Mineral investments generating percentage depletion 

and intangible drilling costs
• Research and development expenses in activities in 

which you do not materially participate
• An exercise of incentive stock options
• Large amounts of tax-exempt income that is not 

exempt for state tax purposes
• A large number of dependents
• Tax-exempt income from private activity bonds

If you are affected by one or more of these 
circumstances, you should discuss your AMT situation 
with your tax advisor.

Planning tip # 2: If you expect to be subject to AMT in 
2011 and in a regular bracket next year, consider 
accelerating ordinary and short-term capital gain income 
and deferring certain 2011 deductions to 2012 (especially 
any deductions not deductible for AMT, such as state and 
local income taxes, real estate taxes, and investment 
advisory expenses). This approach is contrary to typical 
planning, but it may reduce your ultimate tax bill.

Planning tip # 3: If you are not subject to AMT in 2011 
but expect to be in 2012, accelerate expenses that are 
not deductible for AMT into 2011. Consider paying off 
home equity debt, as the interest expense is often not 
deductible for AMT purposes.

Planning tip # 4: Some of the differences between the 
AMT and regular tax systems are merely matters of 
timing. For instance, AMT generally requires slower 
depreciation than is permitted for regular tax purposes. 
Other differences are permanent; for example, state 
income or sales taxes can never be deducted under the 
AMT system, while under the regular system they are 
deductible when paid. Paying AMT in one year may 
generate a credit against a future year’s regular tax 
when adjustments are due to timing differences. 
Overall, you may be better off paying AMT currently in 
order to gain a credit in a later year — but only a 
multiyear analysis modeling the potential effect of 
planning options will tell.

If you expect to be subject to AMT in 2011 and in a 
regular bracket next year, consider accelerating ordinary 
and short-term capital gain income and deferring certain 
2011 deductions to 2012. 
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Planning tip # 5: Consider whether any stock 
obtained by exercising ISOs should be disqualified 
before the end of the year to reduce AMT liability if the 
stock has dropped in value. A disqualifying disposition 
will limit compensation income to the difference 
between the exercise price and the lower value of the 
stock at sale. If there is a wash sale (i.e., you repurchase 
the same stock within 30 days of the disqualifying 
disposition), compensation will be computed on the 
spread at exercise (at the old, higher value).

Planning tip # 6: Watch out for other AMT traps. 
Income from private activity (municipal) bonds is taxable 
for AMT purposes, except certain private activity bonds 
issued in 2009 and 2010. Certain mortgage interest, 
such as from a home equity loan, is not deductible for 
AMT purposes as home mortgage interest if the funds 
from the loan are not used to buy, build, or substantially 
improve a primary or second home. Be sure to tell your 
tax advisor if you used the borrowed funds in your 
business or to make investments, as the home equity 
loan interest may be deductible.

Charitable contributions

Donated clothing and household goods must be in good 
condition. The IRS has discretionary power to disallow the 
deduction based on condition. Household items include 
furniture, furnishings, electronics, appliances, linens, and 
other similar items. Food, paintings, antiques, objects of 
art, jewelry and gems, and collections are excluded from 
the provision and are subject to different rules.

One must be mindful of the recordkeeping requirements 
for sustaining a charitable income tax deduction. For a 
monetary gift of any amount, either a written record (such 
as a credit card statement or cancelled check) or a written 
contemporaneous acknowledgement from the charity is 
required. When property other than cash, inventory, and 
publicly traded securities is donated to charity, and such 
property is valued above $5,000, the property must be 
appraised in order to claim a charitable deduction. If the 
value exceeds $500,000, the appraisal must be attached 
to the donor’s income tax return, whether the donor is an 
individual, partnership, or corporation.

With respect to contributions of intangibles, if a donor 
contributes a patent or other intellectual property (other 
than certain copyrights or inventory) to a charity, the 
donor’s initial charitable deduction is limited to the lesser 
of basis or fair market value. If the donated property 
provides income to the charity, the donor may deduct 
certain additional amounts in the year of contribution or 
subsequent years, based on a specified percentage of the 
income received by the charity. 

Planning tip # 1: Gifts to qualified charities qualify for 
an unlimited deduction for gift tax purposes; therefore, 
the $13,000 limit that applies to gifts to others does not 
apply to gifts to charities. In other words, outright gifts 
in any amount can be made to a qualified charity 
without paying gift tax. Gifts in trust for charity and 
gifts of partial interests in property, however, may be 
subject to gift tax. It is also important to note that 
certain limitations exist with respect to the aggregate 
amount of income tax deductions for charitable 
contributions.
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Planning tip # 2: If you are planning to make a 
contribution to a public charity, consider a gift of 
appreciated securities. By making such a contribution, 
you may be able to deduct the full market value of the 
gift for both regular and AMT purposes (if the securities 
were held for more than one year), whereas if the 
securities are sold and the after-tax proceeds donated, 
both you and the charity will receive a lesser benefit.

For example, if you contribute an appreciated security 
that has a basis of $20,000 and a fair market value of 
$100,000, you may take a deduction equal to $100,000 
(subject to certain limitations) and the charity receives a 
gift worth $100,000. If you sold the securities and 
donated the after-tax proceeds, the charity may receive 
only $88,000 [$100,000 - (($100,000 - $20,000) x 15 
percent)]. In addition, you would receive a smaller 
income tax charitable deduction.

Planning tip # 3: In addition to receiving a greater tax 
benefit from donating appreciated securities (rather 
than cash) to charity, you can use the cash that would 
have been donated to charity to purchase new 
investments with “refreshed” basis. For example, 
assume a taxpayer would like to provide a public charity 
with a $100 benefit, and the taxpayer is indifferent as to 
whether the donation is made in cash or other assets.
The taxpayer has XYZ stock in his or her portfolio, with 
a cost basis of $10 and a fair market value of $100. If the 
taxpayer donates the stock to the charity, he or she will 
get a charitable deduction of $100, subject to certain 
limitations. The taxpayer can then use the $100 that he 
or she otherwise would have donated to charity to 
repurchase XYZ stock. The basis of the taxpayer’s new 
XYZ stock is $100. In effect, the taxpayer received a 
step-up in basis of the XYZ stock from $10 to $100 in 

addition to meeting his or her charitable goals. 
Remember that the wash sale rules apply only to losses 
upon sale, not gains; therefore, the wash sale rules do 
not apply to this situation.

Planning tip # 4: Each single donation of $250 or more 
requires a contemporaneous, written description of the 
contribution from the charity in order to qualify for the 
charitable contribution deduction. A cancelled check is 
not sufficient to support the deduction. These rules apply 
even if the donation is made to your own family 
foundation. Also, any gift in excess of $5,000, other than 
cash or stock in a publicly traded company, requires an 
appraisal from a qualified appraiser in order to qualify for 
the deduction. (Gifts of inventory, vehicles, and closely 
held stock valued up to $10,000 also do not require an 
appraisal in most cases; consult your tax advisor if you 
think these exceptions might apply to you.)

If you donate a used vehicle, boat, or airplane worth 
more than $500, the deduction will equal the fair 
market value of the contribution only if the charity uses 
the property in its tax-exempt function. If the charity 
sells the item, your deduction will generally be limited to 
the proceeds the charity actually receives. The charity 
will be required to furnish donors with a receipt that 
documents sales proceeds.

When making a noncash donation, consider the 
following requirements:

Gift of stock
Gift of proceeds
(net of capital-  
gains tax)

Charitable gift $100,000 $88,000

Marginal tax rate 35% 35%

Net tax None $12,000

Benefit of gift $35,000 $30,800

Documentation of charitable deductions

$0 to $249

Maintain a bank record or a receipt, 
letter, or other written communication 
from the $0 to $249 donee, indicating 
the donee’s name, the contribution 
date, and the amount.

$250 to $500
Obtain a written acknowledgment 
from the charitable organization.

$501 to $5,000

In addition to a written acknowledge-
ment, show the means of acquisition, 
the date acquired, and the adjusted 
basis of the property.

More than 
$5,000

Obtain a written appraisal (publicly 
traded securities do not require written 
appraisals).

More than 
$500,000

Attach a written appraisal to the tax 
return if appraisal is required.
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Planning tip # 5: Consider contributing to a 
donor-advised fund (DAF) — a fund that is managed 
under the tax umbrella of a public charity such as a 
community foundation. The donor makes an irrevocable 
gift of property (such as stock) to the host charity and 
receives a tax deduction equal to the fair market value 
of the property in the year of the gift. Assets are 
deposited into an investment account where they can 
grow tax free. The donor retains the right to advise (but 
not to direct) the host charity in administering the affairs 
of the DAF. Only one receipt (for the donation to the 
fund) is required instead of one receipt from each 
charity receiving a donation from the DAF, which can 
significantly simplify recordkeeping for tax purposes.

Depending on the policies of the host charity, advice 
may include naming the fund, managing investments, 
recommending grants, and selecting a replacement 
advisor at the death of the donor. DAFs cannot benefit 
the donor or any other private interest.

Planning tip # 6: Consider the “related use” rules 
when donating personal property to a charity. Personal 
property refers to items such as art, jewelry, and 
household items. If the charity will not use the property 
in its exempt function, your charitable deduction is 
limited to the lesser of the value or your basis in the 
property. For example, art donated to a museum for its 
collection is deductible at the appraised value, but art 
donated to the same museum for its fundraising auction 
is deductible at the lesser of value or your cost. In 
addition, if the charity does not use the property in its 
exempt function for three years, the benefit of the initial 
deduction may have to be recaptured. Exceptions may 
apply: consult your tax advisor if you think these 
limitations may apply to you.

Retirement planning

Successful retirement planning begins long before 
retirement. In fact, most of us should be accumulating 
capital throughout our working careers to sustain us in 
later years. Sound retirement planning involves reviewing 
your entire financial profile. While taxes obviously are not 
the only issue, they are central to retirement planning. The 
tax-related decisions you make today, and at various points 
in your career, may have a marked effect on how you save 
for retirement and how much you will have down the road 
to support your goals. Many tax decisions you make about 
retirement are one-time choices that can be very costly to 
change, so it pays to plan.

Planning tip # 1: Sole proprietors or partnerships may 
establish a Keogh plan for themselves and their 
employees. Although you do not have to make 
contributions until the due date of the tax return 
(including extensions), you must establish the plan by 
the end of the year. For 2011, self-employed individuals 
may contribute the lesser of $49,000 or 100 percent of 
self-employment income to a defined contribution 
Keogh plan; however, any nondeductible amount 
(generally, any amount above the lesser of $49,000 or, 
in the case of plans for self-employed individuals with 
no employees, 20 percent of net self-employment 
income) is subject to a 10-percent excise tax. 
Self-employed individuals, therefore, generally 
contribute only the lesser of $49,000 or 20 percent of 
their net self-employment income. For purposes of the 
20-percent limitation, net self-employment income 
includes a deduction for contributions to the plan. Older 
individuals should consider establishing a defined-
benefit Keogh plan, which will likely allow a higher 
contribution amount. 

Many tax decisions you make about retirement are one-time choices that 
can be very costly to change, so it pays to plan.
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Planning tip # 2: If you are an owner/employee of an 
S corporation without other employees, you may 
consider establishing a defined-benefit plan. Generally, 
an owner/employee will be able to contribute more to a 
defined-benefit plan than a defined-contribution plan. 
In addition, you may make contributions to the 
defined-benefit plan in a year in which you do not 
receive any compensation (or earned income if you are 
considered self employed). In contrast, contributions to 
a defined-contribution plan are limited to the lesser of 
$49,000 or 100 percent of compensation (or earned 
income for persons considered self employed); 
therefore, if you earn no compensation in a particular 
year, you may not make a contribution to a defined-
contribution plan for that year. 

Planning tip # 3: In addition to contributing to Keogh 
plans, self-employed individuals are eligible to establish 
solo 401(k) plans and SEP Individual Retirement 
Accounts (IRAs). Solo 401(k) plans must be established 
prior to year-end of the year in which the deduction will 
be taken, whereas a SEP IRA may be established and 
funded at the time of filing the individual income tax 
return (including extensions). Each plan has its 
advantages and disadvantages; therefore, if you are self 
employed, you should discuss retirement plan options 
with your financial advisor to determine which plan 
works best for you.

Planning tip # 4: Earning compensation for serving on 
a company’s board of directors may qualify as 
self-employment income and, therefore, be subject to 
self-employment taxes. If you earn self-employment 
income, you may qualify to sponsor a Keogh or other 
self-employed retirement plan. Qualification as 
self-employment income may be possible even if you 
are an employee of the company, as long as the 
self-employment earnings are sufficiently segregated 
from wage income. The rules in this area are complex; if 
you earn director fees, discuss this topic with your 
financial advisor.



32

Income tax

32

Planning tip # 5: Analyze contributions to employer-
sponsored 401(k) plans. The maximum contribution to a 
401(k) plan is $16,500 for 2011. Many investors have 
considered stopping contributions to their 401(k) plans 
in favor of investing in currently taxable accounts due to 
the lower capital gain and dividend rates. But, you 
should recall that amounts contributed to a 401(k) plan 
are pre-tax, which means they may lower your current 
tax bill and affect AMT planning. Also, if your employer 
offers matching contributions, you could be giving up 
“free” money. Talk to your investment advisor to 
determine whether it is better to invest funds in a 
currently taxable account or a tax-deferred account.

Planning tip # 6: Consider making contributions to a 
Roth IRA. Although contributions to a Roth IRA are 
never deductible, any income earned within the Roth 
IRA may be free from federal income tax when you 
withdraw money from the account. The maximum 
annual contribution to a Roth IRA is $5,000 for 2011. 
The maximum permitted annual contribution begins to 
be phased out when AGI reaches $169,000 for joint 
filers and $107,000 for single filers. Unlike traditional 
IRAs, Roth IRAs permit contributions after reaching age 
70-1/2.

Planning tip # 7: If you are age 50 or older by 
year-end, you may make additional catch-up 
contributions to your retirement plans, including an 
additional contribution of $5,500 to your 401(k) plan in 
2011. Check with your plan administrator for the proper 
procedure to make catch-up contributions to your 
401(k) plan. For an IRA or Roth IRA, you may make 
additional contributions of $1,000 for 2011. Participants 
in SIMPLE plans may make additional contributions of 
$2,500 in 2011.

Planning tip # 8: Consider establishing a spousal IRA. 
A spouse who has little or no earned income and who is 
not an active participant in an employer-sponsored 
retirement plan can still have an individual retirement 
account. The maximum annual contribution to a spousal 
IRA is the lesser of $5,000 or the combined taxable 
compensation of both spouses. The deduction for such 
contribution begins to be phased out for married 
taxpayers filing jointly with 2011 AGI of $169,000. 

Although the contribution may not be deductible, the 
amounts contributed will still grow tax deferred; 
therefore, this may still be a good retirement planning 
option.

Planning tip # 9: Make IRA contributions prior to the 
end of the year, even though the contributions are not 
due until the filing date, which is April 16 in 2012. 
Making contributions earlier increases the effect of 
compounding on retirement account earnings. As with 
the spousal IRA, even if the contribution is not 
deductible, it will grow tax deferred. If your contribution 
is deductible, your AGI will be lower, possibly allowing 
you to take advantage of certain credits and deductions 
that are limited by AGI levels. Take this into 
consideration when making year-end decisions. 
Taxpayers are allowed to contribute to both a 401(k) 
plan and an IRA in the same year; however, if you 
contribute to a 401(k) plan (or any other employer-
sponsored retirement plan), your ability to deduct 
contributions to an IRA in the same year will be limited if 
your 2011 AGI exceeds $90,000 for joint filers.

Planning tip # 10: Consider allocating tax-inefficient 
assets such as taxable bonds and TIPS to tax-deferred 
accounts such as IRAs and 401(k)s. If you have a Roth 
IRA, consider using this account for your higher-
expected-return, tax-inefficient assets such as REITs and 
commodity-futures funds. If you do not have a Roth 
IRA, consider allocating these assets to your traditional 
IRA account. Consider allocating low-turnover 
long-term capital gain assets and municipal bonds to 
personal accounts. 

Planning tip # 11: An excise tax is imposed on excess 
contributions to various savings vehicles. Generally, 
excess contributions to an IRA, medical savings account, 
health savings account, or Coverdell account (also 
known as an Education IRA) are subject to a six-percent 
excise tax. Excess contributions to other qualified plans, 
such as 401(k) plans, Keogh, and pension plans, in 
excess of the deductible amount are subject to a 
10-percent excise tax. To avoid potential excise taxes, 
withdraw excess contributions before year end.
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Roth IRA conversions. Beginning in 2010, all taxpayers 
have the opportunity to convert traditional IRAs into Roth 
IRAs without limitations based on their income level. If you 
currently have retirement accounts, you and your tax 
advisor should discuss the possibility of converting to a 
Roth IRA. While income taxes would be due currently (the 
ability to spread the income over a two-year period was 
limited to 2010 conversions), you and your heirs may have 
more after-tax wealth as a result of the conversion because 
qualified distributions from a Roth IRA are tax free, 
including the income and appreciation components of 
such distributions. In order for a distribution to be a 
qualified distribution, a five-year holding period must be 
satisfied for each conversion amount, and one of the 
following four requirements must be met:

1. The distribution is made on or after the date on              
which the individual attains age 59-1/2.

2. The distribution is made to a beneficiary or the 
individual’s estate after the individual’s death.

3. The distribution is attributable to the individual’s             
being disabled.

4. The distribution is to pay for certain qualified first-time 
homebuyer expenses (up to $10,000).

A nonqualified distribution is subject to a 10-percent early 
withdrawal penalty if it remains in the Roth IRA for less 
than five years.

There are several other advantages to Roth IRAs. 
Contributions are permitted after the individual reaches age 
70-1/2 and the mandatory distribution rules applicable to 
traditional IRAs during the lifetime of the owner do not 
apply. There are also income tax benefits to heirs who 
inherit a Roth IRA. Unlike distributions from a traditional 
deductible IRA, the distributions are not subject to income 
tax when withdrawn by a designated beneficiary. 
(Distributions from a nondeductible IRA will be partially 
taxable, as the heirs recoup the decedent’s basis in the IRA.)

Planning tip: If you are not eligible to contribute to a 
Roth IRA due to the income threshold, you should 
consider contributing to a regular nondeductible IRA so 
those amounts can be converted to a Roth IRA. 
Contributions to a nondeductible IRA build basis in the 
plan, which will be nontaxable when converted. The 
conversion can take place on the same day as the 
nondeductible contributions or later. Consult your tax 
advisor if you have other IRAs.

Roth IRA recharacterizations and reconversions.       
If your account balance falls after you convert your 
traditional IRA to a Roth IRA, you may be able to 
recharacterize your Roth IRA back to a traditional IRA and 
reconvert at the lower value. This technique effectively 
gives you the benefit of hindsight when making Roth IRA 
conversion decisions. Timing restrictions and other 
limitations apply, so you should consult your tax or 
financial advisor for details.

Roth 401(k) contribution program. Employees who 
elect to contribute to a 401(k) plan may designate some or 
all of these contributions as Roth IRA contributions 
(designated Roth contributions) if their particular 401(k) 
plan permits such treatment. Designated Roth 
contributions are included in taxable income in the 
contribution year; however, distributions from the 
designated Roth portion of the 401(k) plan after the 
employee reaches age 59-1/2 will be tax free. Designated 
Roth contributions must be accounted for separately 
within the 401(k) plan. The maximum amount an 
employee may contribute to all 401(k) plans, including 
designated Roth contributions, is $16,500 in 2011. In 
addition to these amounts, taxpayers over age 50 by the 
end of the year can make additional contributions of 
$5,500, for a total maximum contribution of $22,000.
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Nonspousal inherited retirement assets. An individual 
receiving an inherited qualified retirement plan from a 
decedent other than a spouse may roll over the inherited 
account into his or her own IRA. The rollover must be 
executed by a trustee-to-trustee transfer and must be 
done by December 31 of the year following the year of 
death. The inherited amounts transferred to the IRA will be 
treated as an inherited IRA subject to the IRA minimum 
distribution rules; thus, beneficiaries will be able to 
continue taking minimum distributions based on the life 
expectancy of the decedent. 

Distributions from tax-preferred retirement 
savings. In general, a 10-percent early withdrawal penalty 
applies to distributions from qualified plans and IRAs for 
participants who have not yet reached age 59-1/2. There 
are numerous exceptions to this general rule; therefore, if 
you need to withdraw funds prior to age 59-1/2, you 
should consult your financial advisor.

Generally, taxpayers who have reached age 70-1/2 by 
December 31 must start receiving required minimum 
distributions from qualified plans or be subject to severe 
penalties. Generally, minimum distributions must begin for 
the calendar year in which the taxpayer reaches age 70-1/2 
(or when the taxpayer retires, if later) and must be paid no 
later than April 1 of the following year. For every year 
thereafter, distributions must be made by the end of the 
year. The rules differ between self-employed individuals 
and non-self-employed individuals, so check with your 
financial advisor to determine whether you are subject to 
special rules.

Planning tip # 1: In general, a penalty is imposed on 
withdrawals from a qualified plan or IRA prior to age 
59-1/2. Ideally, you will not need plan funds prior to age 
59-1/2; however, where funds are withdrawn from a 
qualified plan or IRA prior to age 59-1/2, the withdrawal 
may take place without penalty if the participant died or 
suffered a qualified disability. In addition, funds may be 
withdrawn without penalty under the following 
circumstances: 1) the payments are made following 
separation from service after attaining age 55 (not 
applicable to IRAs), 2) the payments are made in a series 
of substantially equal payments over the life of the 
participant (or joint lives of the participant and 

beneficiary), 3) distributions are used to pay qualified 
medical expenses that exceed 7.5 percent of AGI,          
4) distributions are made to a nonparticipant under a 
qualified domestic relations order, or 5) certain 
distributions of dividends on employer securities are 
made by employee stock option plans (ESOPs).

Separate exceptions apply to distributions from other 
tax-deferred plans (such as SEP IRAs, SIMPLE plans, 
Keoghs, and 401(k) plans), as well as IRAs and Roth 
IRAs; therefore, you should discuss your options with a 
qualified financial advisor.

Planning tip # 2: Although the first required minimum 
distribution does not need to be paid until April 1 of the 
year following the year the taxpayer reaches age 70-1/2, 
postponement of the initial payment will result in 
doubling up on payments in the following year. For 
example, if you reach age 70-1/2 in 2011, the first 
required minimum distribution does not need to be paid 
out until April 1, 2012; however, the required minimum 
distribution for 2012 also must be received by December 
31, 2012, resulting in two payments in 2012. This will 
increase your AGI and may push you into a higher tax 
bracket in 2012 and affect other tax planning strategies.

Planning tip # 3: The required minimum distribution 
rules do not apply to Roth IRAs during the lifetime of 
the owner. Distributions from Roth IRAs are required 
after the death of the participant if the spouse is not the 
sole beneficiary. When the spouse is the sole beneficiary 
of a Roth IRA, the Roth IRA may be treated as owned by 
the surviving spouse after the death of the first spouse.

Planning tip # 4: In certain situations, an individual 
may receive a distribution of employer securities out of a 
qualified retirement plan while deferring taxation on 
unrealized gain until the securities are subsequently 
sold. At that point, realized long-term capital gains will 
be eligible for the lower rates and can be offset by 
capital losses from other investments. Check with your 
financial advisor if you currently own employer securities 
inside of a qualified plan and anticipate a distribution, in 
order to create a favorable tax outcome.
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An excess accumulation is any amount of a required 
minimum distribution that is not distributed in a timely 
manner. A hefty 50-percent excise tax is imposed for each 
year the excess is not distributed. Although penalties may 
be waived under certain circumstances, taxpayers should 
make every effort to comply with the required minimum 
distribution rules.

State income tax planning

Most tax planning focuses on saving federal taxes; 
however, state tax planning — especially for individuals 
living, working, or holding property in states with high tax 
rates — is equally important. Some individuals work and 
earn income in more than one state, requiring an analysis 
of the tax laws of several states as well as the possibility of 
having to file several different state income tax returns. 
State laws vary widely, and the interaction between laws 
can be complicated. This guide cannot possibly cover all 
aspects of state tax planning; therefore, we encourage you 
to consult your local tax advisor for more detailed state tax 
planning techniques.

In addition to a separate income tax, many states have 
their own gift, estate, and inheritance taxes. In other 
words, you may be liable for not only federal taxes in these 
areas, but also state taxes. Consideration of state taxes 
must be part of any taxpayer’s overall financial planning, 
especially individuals who are considering moving to 
another state upon retirement. Although the taxpayer may 
save income taxes by the move, total taxes in the new 
locale may create an unexpected tax burden.

Planning tip # 1: Many states offer special business 
incentives to those who work in or operate a business in 
that state. For example, multiple states offer an 
enterprise zone credit that may offset sales tax or 
provide significant hiring credits.

Planning tip # 2: Certain states may allow a discount 
for early payment of taxes. For example, some Florida 
counties provide a discount of up to four percent for 
early payment of property taxes. It is important to 
consider these discounts in conjunction with AMT 
planning.

Planning tip # 3: Taxpayers (including trusts) who 
have a sufficient nexus with more than one state may 
owe taxes and have reporting requirements in multiple 
states. Nexus may be created through a variety of 
contacts; however, the most common are working in 
another state, owning property in another state, or 
engaging in a business activity in another state. Trusts 
may have nexus due to the residency of the beneficiary, 
the trustee, or the person who funded the trust (even if 
he or she died many years earlier). To complicate 
matters, each state may have its own definition of 
nexus, residence, and domicile. Credits may be available 
in your resident state to offset taxes paid to other states; 
therefore, you should check with your local tax advisor 
to determine where taxes may be due, what credits may 
be available, and whether you must file a return in more 
than one state.
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The Tax Relief, Unemployment Insurance Reauthorization, 
and Job Creation Act of 2010 (the 2010 Act), which 
became law on December 17, 2010, was the product of a 
compromise forged between the President and 
Congressional Republicans. 

Prior to the 2010 Act, for 2010 only, the gift tax rate had 
been reduced to 35 percent, the estate tax had been 
repealed, and no generation-skipping transfer (GST) 
taxable event could occur in 2010 — although the GST tax 
itself had not been repealed as the estate tax had. The 
2010 Act reinstated and modified the estate and GST taxes 
retroactively to the beginning of 2010 and, quite 
unexpectedly, favorably modified the gift tax for 2011 and 
2012 by reuniting it with the estate tax, with its applicable 
exclusion amount of $5 million (an increase of $4 million 
from 2009 and which will be indexed for inflation in 2012) 
and a top rate of 35 percent. The applicable exclusion 
amount is the amount of property that a person, either 
during life or at death, can pass tax free. Similarly, the 
generation-skipping transfer (GST) exemption amount for 
2011 and 2012 was also increased to $5 million. 
Consequently, taxpayers can plan with certainty in 2011 
and 2012 with respect to the estate, gift, and GST taxes. 

Despite the significantly higher gift and estate tax 
exclusion amount of $5 million, estate taxes will remain      
a big concern for many because after 2012, under current 
law, the top gift and estate tax rate will return to 
55 percent. With the sunset of the transfer-tax provisions 
of the 2010 Act, the estate and gift taxes in 2013 will be 
calculated using a common applicable exclusion amount 
of $1 million, a top rate of 55 percent, and, for estate tax 
purposes only, a five-percent surtax on net taxable estates 
in excess of $10 million until the lower tax brackets and 
applicable credit amount are recaptured. States with 

“piggyback” estate tax laws will suddenly have estate 
taxes to collect again. States that "decoupled" their estate 
tax from the federal estate tax will have to address 
modifications to their laws, and many taxpayers could end 
up with new state laws to consider. Until those 
adjustments are made, estates will face a patchwork of 
laws that may produce unexpectedly high effective estate 
tax rates.

Should Congress not act before 2013, other significant 
changes will take place in the federal estate, gift, and GST 
tax areas as prior modifications made in these areas expire. 

These include:
• The family-owned business deduction will, once again, 

apply to certain estates.
• The expanded availability of the qualified conservation 

easement will no longer apply.
• Current liberal estate tax installment payment rules will 

expire.
• Favorable GST tax rules will expire as they are replaced 

with the less advantageous rules in effect before 2001 
(including a GST tax exemption of $1 million indexed for 
inflation from 1989 (i.e., approximately $1.34 million for 
2011), and a 55-percent tax rate).

Seeking the advice and guidance of an experienced tax 
professional in implementing a wealth transfer plan that 
reduces your estate, gift, and GST tax liabilities has always 
been a prudent course of action. Now, in these times of 
unprecedented wealth-transfer opportunity — brought 
about by the reunification of the GST tax exemption and 
estate and gift tax exclusion amount at $5 million and the 
limitation of the top tax rates at 35 percent — obtaining 
the necessary information to capitalize on what may be a 
two-year window is imperative.

Now, in these times of unprecedented wealth-transfer opportunity — 
brought about by the reunification of the GST tax exemption and estate 
and gift tax exclusion amount at $5 million and the limitation of the top 
tax rates at 35 percent — obtaining the necessary information to 
capitalize on what may be a two-year window is imperative.
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The estate tax 

In its simplest manifestation, a taxable estate is 
determined by taking the aggregate value of all includible 
assets, reduced by all allowable exclusions and deductions, 
and increased by the taxable gifts made by the decedent 
after 1976. A tentative tax is then computed on the 
taxable estate. Assuming no prior gift tax was actually 
paid, this tentative tax is then offset by the applicable 
credit amount. For 2011, the applicable credit amount is 
the estate tax on the $5 million base exclusion amount, 
computed using the rate structure in effect on the date of 
death ($1,730,800 in 2011 and slightly higher in 2012 
because the exclusion amount is indexed for inflation). Any 
estate where the tentative tax is less than the applicable 
credit amount will not be subject to any federal estate tax 
(although, as discussed later, state estate and/or 
inheritance taxes may exist).

If gift tax was actually paid on prior gifts, then an 
additional credit is allowed for some or all of the gift tax 
actually paid. This credit permits those who have made 
gifts in excess of past exclusion amounts to take advantage 
of the additional $4 million increase in the exclusion 
amount provided in the 2010 Act. The 2010 Act makes it 
clear that this credit is a hypothetical amount determined 
using the rate structure existing at the date of death, but 
taking into account the applicable credit amount in effect 
at the date of each gift. In 2011 and 2012, when the top 
estate tax rate is 35 percent, the limitations on the credit 
amount will result in a credit less than the amount of gift 
tax actually paid when the top gift tax rates were greater 
than 35 percent. The opposite should be true in 2013 
(i.e., a credit will be permitted in excess of the tax actually 
paid) if the top rate returns to 55 percent. 

Although the law is ambiguous on how this credit should 
be computed after the 2013 top rate escalation and the 
applicable credit amount reduction, the rules governing the 
credit computation can be interpreted to allow a credit 
greater than the amount of tax actually paid for taxable 
gifts made in those years in which the top gift tax rates 
were less than 55 percent and/or when the applicable 
credit amount was greater than $345,800 (the amount of 
tax on the $1 million gift exclusion amount that is 
anticipated under the 2013 rules as they now exist).
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Some credibly argue that granting a credit in excess of the 
applicable credit amount when no tax liability was actually 
paid is an unlikely outcome. However, if one were to 
interpret the language otherwise it might imply that the 
$5 million exclusion amount permits only a deferral of tax 
that will be recouped in the estate tax return of anyone 
dying after 2012. Such an interpretation would appear 
contrary to the intent of the legislation. 

Portability

The 2010 Act now allows portability to surviving spouses of 
the unused $5 million exclusion amount of decedents dying 
in 2011 and 2012. Thus, a surviving spouse could use his or 
her own base exclusion amount of $5 million plus the 
unused exclusion amount of his or her most recent 
deceased spouse to offset the tax on subsequent gifts or to 
offset his or her estate tax. The decedent’s unused 
exclusion amount will not be available to the surviving 
spouse unless the executor of the deceased spouse’s estate 
makes an election to convey it and computes the amount 
to which the surviving spouse is entitled. Relief will not be 
permitted to an executor who fails to make a timely 
election. In enforcing the carryover, the IRS is permitted to 
review the deceased spouse’s prior filed gift tax returns and 
estate tax return to determine the proper unused exclusion 
amount, notwithstanding the statute of limitations with 
respect to those returns may have closed. Additionally, the 
2010 Act gives the IRS broad regulatory authority to 
provide future guidance on this provision.

Portability represents a development that could greatly 
simplify the tax planning that must occur before or upon 
the death of the first spouse to die. No longer will it be 
necessary to make sure that both spouses have at least 
enough property to fully utilize the decedent’s $5 million 
exclusion. Even where each spouse individually controls 
assets in excess of $5 million, the need to affirmatively plan 
for its use in the testamentary plan of the first spouse to die 
is removed (unless that spouse desires to affirmatively use 
his or her GST tax exemption, which, as is discussed later, is 
not portable). Aside from the GST tax exception just noted 
(and ignoring state estate/inheritance tax considerations), 
there would now appear to be no tax detriment to a classic 
“sweetheart” disposition — leaving your assets fully to your 
surviving spouse either outright or in trust. 

Under current law, however, the portability rules apply 
only if both spouses die after December 31, 2010, and 
before January 1, 2013. Thus, it would be ill advised to rely 
on portability to reduce a surviving spouse's estate tax 
liability unless and until portability is made permanent. 
Notwithstanding, should a spouse die during 2011 or 
2012, it would be prudent to make the election if the 
decedent’s estate plan leaves any of his or her base 
exclusion amount unutilized. Similarly, given the possibility 
that portability may expire January 1, 2013, any unused 
applicable exclusion amount, whether “inherited” or 
otherwise, should be used prior to that date.

As to the future of portability, it is significant that the 
President's FY2012 budget proposal included a proposal to 
make portability permanent, but at the 2009 base exclusion 
amount of $3.5 million. Thus, there is reason to be cautiously 
optimistic, given some degree of bipartisan support. 

As promising as the potential simplicity promised by 
portability is, it is no panacea. In fact, it would appear that 
family wealth may likely be better preserved under the 
classic credit shelter trust arrangement — one in which 
both spouses have wealth equal to at least their base 
exclusion amount of $5 million and affirmatively plan its use 
— that dominates current testamentary plans today. 

Planning tip: Portability was designed to simplify tax 
planning for wealthy married couples. However, relying 
on the portability provisions and waiting to use the 
spousal exemption may be poor tax planning. Consider 
whether a traditional credit shelter trust arrangement 
might better preserve family wealth.

Assume, for the sake of illustration, that the provisions of 
the 2010 Act are extended in perpetuity (i.e., portability 
remains in place, as does the 35-percent top rate and the 
$5 million base exclusion amount). In this example, the wife 
dies in 2011, having made no taxable gifts and leaving a 
gross estate of $10 million. She leaves her entire estate to 
her surviving husband outright, thus reducing her taxable 
estate to zero, leaving her basic exclusion amount of 
$5 million unused and causing full inclusion of the 
$10 million in her husband’s estate. An election is made 
on her estate tax return, and he succeeds to her deceased 
spousal unused exclusion amount of $5 million. 
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The husband does not remarry and dies in 2018, having 
not made any taxable gifts. At death, his taxable estate is 
valued at $20 million. This includes the property he 
inherited from his wife, which has now appreciated to 
$15 million (i.e., 50-percent growth in the intervening 
seven years). His applicable exclusion amount is $11 million 
($5 million deceased spouse's unused exclusion amount, 
plus his own base exclusion amount of $6 million — the 
assumed inflation-adjusted amount for individuals dying in 
2018). The husband will pay an estate tax of $3,150,000 
— 35 percent of the difference between the $20 million 
estate and the $11 million applicable exclusion amount. As 
a result, the family’s net worth, after estate taxes, would be 
$16.85 million.

Now assume that wife instead used her entire applicable 
exclusion to place $5 million of her estate in a trust for her 
husband that did not qualify for the marital deduction. On 
the husband's subsequent death, the value of the trust is 
$7.5 million (reflecting the same 50-percent appreciation 
over the husband’s life), which is excluded from his taxable 
estate. Now, the amount of the husband’s taxable estate is 
not $20 million but $12.5 million. His estate will pay an 
estate tax of $2,275,000 (35 percent of $6.5 million — 
$12.5 million less his applicable exclusion amount of 
$6 million). As a result, the family’s net worth, after estate 
taxes, would be $17.725 million, or $875,000 greater in 
this scenario (i.e., 35 percent of the trust’s $2.5 million of 
appreciation, which, because it is in the trust, is not taxed 
in the husband’s estate).

This example illustrates how waiting to use a spousal 
unused exclusion is poor tax planning. Furthermore, the 
savings noted in the above paragraph could be replicated if 
the surviving spouse had made a $5 million gift in 2011, 
shortly after his wife’s passing. The problem, however, is a 
practical one — convincing the surviving spouse to do 
something the deceased spouse refused to do in his or her 
testamentary documents. Consequently, as a matter of 
planning, in those situations where each spouse has assets 
in excess of the applicable exclusion amount, continuing to 
use a credit shelter trust remains a prudent course of action.

 

One final note on this planning example: The greater the 
appreciation of the assets during the husband’s life, the 
greater the savings. If the value of the inherited assets had 
tripled to $15 million prior to the surviving husband’s death, 
the family’s wealth would $3.5 million greater (35 percent 
of the trust’s $10 million of appreciation, which, because it 
is in the trust, is not taxed in the husband’s estate).  

State estate and inheritance tax considerations

On a cautionary note, many states do not now and will not 
in the future conform to the federal estate tax rules. 
Consequently, an immediate state estate/inheritance tax 
may arise where the federal applicable exclusion amount is 
being utilized in a testamentary transfer and it exceeds the 
corresponding state applicable exclusion amount. Most 
states that have an estate tax affirmatively linked their rules 
to the federal code as it existed in the year 2000, when the 
federal (and by extension most states’) applicable exclusion 
amount was $1 million. 

Thus, in a state that doesn’t provide for its “own” state-only 
marital deduction protocol, fully funding a bypass trust 
with the federal $5 million applicable exclusion amount 
would give rise to a state estate tax of $391,600, assuming 
that the state tax is equal to what the state death tax credit 
would have been in 2000. 

If portability is made a permanent part of the tax code, the 
feature arguably eliminates this problem. Specifically, if all 
assets pass to the surviving spouse in a manner qualifying 
for the marital deduction and no credit shelter trust is 
funded, there is no transfer subject to state estate taxation 
until the surviving spouse dies. The same analysis made 
above with respect to the federal tax savings associated 
with having the first spouse to die fund a credit shelter trust 
is equally true with respect to state estate tax savings, 
however. By paying state estate tax at the first death, all 
future appreciation on the trust’s assets is not subject to 
state estate taxation upon the death of the surviving 
spouse. Whether that future savings justifies a current state 
estate tax liability is ultimately a function of nontax factors. 
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Planning tip: If you are domiciled in a state with a 
state estate or inheritance tax or you own assets in such 
a jurisdiction, consider whether lifetime gifting will 
remove assets from your taxable estate for state estate 
or inheritance tax purposes. Other than Connecticut 
and Tennessee, states do not currently levy a gift tax. 
States other than these two may not include prior 
taxable gifts in the state estate tax base, 
notwithstanding they are an element in the federal 
estate tax base.

Gift tax

Most gratuitous transfers of property during life are 
subject to the federal gift tax, computed based on the fair 
market value of the property transferred. Some types of 
transfers are excluded in determining the total amount of 
gifts that are subject to tax. For example, in 2011, gifts by 
individuals of up to $13,000 per recipient are generally 
covered by the gift tax annual exclusion and are not 
subject to gift tax. The annual exclusion is adjusted for 
inflation in increments of $1,000. At the time this 
publication went to press, the 2012 annual exclusion 
amount had not yet been announced. 

To qualify for the gift tax annual exclusion, gifts must be of 
a present interest — that is, the beneficiary has a 
substantial present economic benefit arising from the gift 
property. This implies that the assets received can be 
readily converted to cash or that the assets received are 
income producing from the outset. Consequently, not all 
outright gifts will qualify for the gift tax annual exclusion. 
Transfers under the Uniform Transfer to Minors Act and 
funds contributed to Section 529 educational savings plans 
will generally qualify for the gift tax annual exclusion. 
Certain gifts in trust also qualify if the trust vests an 

income interest in the beneficiary or allows the beneficiary 
a choice between withdrawing some or all of the value of 
the gifted property or leaving it in the trust.

Transfers to a spouse who is a U.S. citizen are covered by 
the unlimited marital deduction; therefore, such transfers 
may be made totally free from gift tax. If your spouse is not 
a U.S. citizen, then the amount that you may transfer to 
the spouse free of gift tax in 2011 is $136,000 (as of 
October 2011, the 2012 annual exclusion amount for 
noncitizen spouses had not yet been announced). If either 
you or your spouse is not a U.S. citizen, it is imperative that 
you make your estate planning advisor aware of this fact. 
In addition to the $13,000 annual exclusion (and the 
$136,000 annual exclusion for a noncitizen spouse), every 
individual taxpayer can transfer a certain amount of 
property during his or her lifetime without paying gift tax. 
The amount of property that can pass tax free is referred 
to as the applicable exclusion amount. The applicable 
exclusion amount is used to calculate the credit available to 
offset the gift tax calculated on the aggregate of all current 
and prior taxable gifts. Significantly, and unexpectedly, the 
2010 Act reunified the estate and gift tax exclusion 
amounts at $5 million for transfers made after December 
31, 2010, and the top gift tax rate of 35 percent was 
retained through 2012 (the lowest such rate since 1975). 
Notably, under the current law, the $5 million exclusion 
amount will return to $1 million and the top rate will 
return to 55 percent from its present 35 percent on 
January 1, 2013. What cannot be overemphasized is that 
the failure to utilize the full $5 million exclusion amount 
prior to its lapse in 2013 may result in the unused amount 
being subject to estate or gift tax at higher rates in the 
future. Absent compelling nontax reasons, failing to avail 
yourself of the transfer tax benefits of the 2010 Act may 
result in an economic detriment to your family. 

What cannot be overemphasized is that the failure to utilize the full  
$5 million exclusion amount prior to its lapse in 2013 may result in 
the unused amount being subject to estate or gift tax at higher rates 
in the future. 
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Just as with the estate tax, discussed earlier, taxpayers 
who have previously made substantial taxable gifts are 
allowed an additional credit for some or all of the gift 
tax actually paid in the past. The effect of this credit 
permits a taxpayer to take advantage of the additional 
$4 million increase in the exclusion amount provided in 
the 2010 Act. The 2010 Act makes it clear that this 
credit is a hypothetical amount determined using the 
rate structure existing for the year in which the credit is 
being computed (i.e., 2011 for gifts made in 2011), but 
taking into account the applicable credit amount in 
effect at the date each such prior gift was made. In 2011 
and 2012, when the top gift tax rate is 35 percent, the 
limitations on the credit amount will result in a credit 
less than the amount of gift tax actually paid when the 
top gift tax rates were greater than 35 percent.

Although the law is ambiguous on how the credit should 
be computed after the top rate escalates and the 
applicable credit amount declines, the rules governing the 
credit computation can be interpreted to allow a credit 
greater than the amount of tax actually paid for taxable 
gifts made in those years in which the top gift tax rates 
were less than 55 percent and/or when the applicable 
credit amount was greater than $345,800 (the amount of 
tax on the $1 million gift exclusion amount that is 
anticipated under the 2013 rules as they now exist). 

Planning tip: The rules governing the credit 
computation can be interpreted to allow a credit 
greater than the amount of tax actually paid for 
taxable gifts made in those years in which the top gift 
tax rates were less than 55 percent and/or when the 
applicable credit amount was greater than $345,800 
(the amount of tax on the $1 million gift exclusion 
amount that is anticipated under the 2013 rules as 
they now exist). This means that use of the $5 million 
exclusion amount through gifting in 2011 or 2012 
(and prior to any possible legislative change) may 
significantly increase inherited wealth. 

Consider this example of a single taxpayer with an 
estate of $8 million on December 31, 2012. Based on 
his individual circumstances, he decided to take partial 
advantage of the $5 million exclusion amount by 
making a $2 million gift in 2011. 

The taxpayer died unexpectedly in 2013, when the 
exclusion amount was $1 million and the top tax rate was 
55 percent. His taxable estate is $10 million ($8 million 
estate at death plus $2 million of adjusted taxable gifts). 
Based on the likely mechanics of the 2010 Act after it 
sunsets, the computed tax with a top rate of 55 percent 
would be $5,140,800, reduced by the 2013 unified credit 
amount ($345,800) and less the hypothetical credit on the 
adjusted taxable gifts, at 2013 rates, in excess of the 
unified credit amount ($435,000, the tax on $2 million at 
2013 rates, less the applicable credit amount) — for a total 
tax of $4,360,000.
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Now, assume the taxpayer made a $5 million gift in 2012, 
taking full advantage of the exclusion amount (for ease of 
illustration, we will ignore the 2012 inflation adjustment to 
the $5 million exclusion amount). The taxpayer has the 
same taxable estate of $10 million ($5 million estate at 
death plus $5 million of adjusted taxable gifts). Based on 
the likely mechanics of the 2010 Act after it sunsets, the 
computed tax with a top rate of 55 percent would be the 
same $5,140,800 reduced by the 2013 unified credit 
amount ($345,800) and less the hypothetical credit on    
the adjusted taxable gifts, at 2013 rates, in excess of the 
unified credit amount ($2,045,000, the tax on $5 million at 
2013 rates, less the applicable credit amount), for a total tax 
of $2,750,000. By virtue of having used the full $5 million 
exclusion amount, the taxpayer’s heirs would have 
$1,610,000 more than they would have otherwise enjoyed 
— an increase in their inherited wealth of 33 percent.

This example is summarized in the table below:

Some credibly argue that granting a credit in excess of the 
applicable credit amount when no tax liability was actually 
paid is an unlikely outcome. According to those holding this 
opinion, the estate tax in both scenarios would be the same 
— $4,795,000 — because the only credit available would 
be the applicable credit amount in 2013, $345,800. But,   
to interpret the language in this manner implies that the   
$5 million exclusion amount permits only a deferral of 
transfer tax, which will be recouped in the estate tax after 
2013. Such an interpretation would appear to conflict with 
the intent of the legislation. We await further guidance on 
these rules. 

Where to from here?

Prior to the 2010 Act, how best to utilize the $1 million 
gift tax exclusion amount was the basis for a substantial 
part of most taxpayers’ gift planning. The significantly 
increased $5 million exclusion amount provides an 
unprecedented range of possibilities. We have organized 
transfer considerations around five broad classes of 
individual circumstances: 1) leveraging gift transfers,              
2) tuning up prior planning, 3) thinking big, 4) waste not, 
want not, and 5) basic blocking and tackling. 

Class 1: Leveraging gift transfers

Prior to the 2010 Act, the $1 million exclusion amount was 
often used in leveraged transactions, such as a gift to a 
grantor trust, followed up by a purchase of assets from the 
grantor at some reasonable multiple of the amount of the 
gift made to the trust. Thereafter, because the exclusion 
amount had been utilized, grantor retained annuity trusts 
(GRATs, discussed later) were frequently used to transfer 
the appreciation on property away from the estate of the 
grantor. GRATs, appropriately executed, are ideal for this 
purpose because they result in very small taxable transfers. 

If you wish to move assets in excess of the $5 million 
exclusion amount ($10 million per couple) through inter 
vivos transactions, using the increased exclusion amount as 
seed capital to engage in similarly leveraged transactions is 
an option. It is important to note that, to be respected, the 
debt obligation must be serviced pursuant to its terms. 

Planning tip: Compare the projected wealth 
transfer over time between an outright gift using the 
$5 million exclusion and a transaction that leverages 
the $5 million exclusion amount. 

$2M gifts $5M gifts

Estate Assets $8,000,000 $5,000,000

Plus: Adjustable Taxable Gifts $2,000,000 $5,000,000

Taxable Estate $10,000,000 $10,000,000

Estate Tax $5,140,800 $5,140,800

App. Credit Amount ($  345,800) ($  345,800)

Sec 2001(b) Credit ($  435,000) ($2,045,000)

Total Taxes $4,360,000 $2,750,000

Benefit $1,610,000
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To illustrate the potential effectiveness of this 
comparison, consider this scenario. In 2011, an 
individual with an actuarial life expectancy of 20 years 
funds a trust with a $5 million interest in the family 
business — an S corporation. The trust is to terminate in 
favor of the grantor’s children at his or her death. The 
taxpayer has made no prior taxable gifts. For purposes 
of this example, annual distributions from the $5 million 
interest are $360,000 per year, and that the stock 
appreciates, on average, five percent per year. 
Furthermore, the trust makes no distributions until the 
trust terminates. Under these assumptions, the trust will 
have received $7.2 million in cash distributions, and the 
business interest will be worth $13.3 million at the end 
of the 20th year, for a total value of $20.5 million.

By comparison, assume the taxpayer funds the trust with 
$5 million in cash and then engages in a purchase of a  
$45 million interest in the family business. Distribution   
and growth rates remain the same. The note has a 20-year 
term and bears interest at 3.57 percent — the lowest rate 
permitted for such a note in September 2011 (date of the 
acquisition). Given these assumptions, by the end of the 
20th year the trust would have received distributions of 
$64.8 million, just enough to satisfy the note, leaving   
$1.5 million in cash behind plus the original $5 million.   
The business interest would be worth $119.4 million, for a 
total value in this illustration of $125.9 million. 

In comparing and contrasting the two scenarios, we can 
make the following observations: 

• No gift tax would be due in either scenario because 
the gift to the trust would simply utilize the grantor’s 
available $5 million gift tax applicable exclusion 
amount. 

• In the first scenario, the grantor would have retained 
a $45 million interest in the family business that 
would have a value of approximately $106.5 million at 
the date of death and would be subject to estate tax. 
In the second scenario, that interest resides in the 
trust and would not be included in the gross estate.

• In the second scenario, the grantor receives 
$63.4 million in note payments. Assuming most 
of the S corporation distributions are required to 
pay income taxes that the grantor owes on the 
trust’s income, however, the note proceeds 
would be substantially dissipated and would not 
substantially increase the grantor’s gross estate. 

• By the same token, in the first scenario, the grantor 
would be paying income taxes on the trust’s income 
from his or her other available resources, thus the 
estate would also be reduced somewhat more than 
by the value accumulated in the trust. 

• While it is unlikely that a trust would accumulate for 
its entire 20-year term, this example does point out 
the wealth accumulation possibilities inherent in a 
trust where the undistributed wealth is not subject to 
income taxes payable by the trust. 

On a cautionary note, you cannot enter into a leveraged 
transaction without appreciating the inherent economic 
risk associated with extreme leverage. This example 
assumed cash distributions sufficient to satisfy the 
purchase money debt. If the S corporation does not 
produce enough income and the note must ultimately 
be paid in kind, your risk of having the sale disregarded 
and the purchased property treated as an indirect gift 
increases. 
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Class 2: Tuning up prior planning

“Tuning up” in this regard involves more than just 
addressing prior transfer tax transactions that may not 
have developed as modeled (e.g., those that might have 
been adversely affected by the recession); it also means 
dealing effectively with risks that arise as a natural 
outcome of the development of the tax law. 

Planning tip # 1: In light of recent developments, it 
may be advisable for you to consider disposing by sale 
or gift of an initial contributing partner’s entire 
interest in the partnership or, alternatively, 
terminating the entity. Since 2004, the IRS has waged 
a profoundly successful campaign against family 
investment entities, including family-controlled 
investment partnerships and LLCs. Prior to 2004, 
taxpayers had won the preponderance of such cases. 
It is now common audit practice for the IRS to 
examine, in depth, the circumstances behind the 
creation and the business and investment activities of 
any family controlled investment partnership or LLC in 
which the decedent was an initial contributing 
partner and in which the decedent owned an interest 
at death. Where the IRS detects anomalies in the 
creation and funding of the partnership or where the 
economic behavior of the partnership over time 
exhibits activities that suggest that there had been an 
“indirect” agreement among the parties to permit the 
deceased partner to continue to exercise dominion 
and control over the partnership’s assets after the 
initial contribution, then the entity will be ignored 
and the entity assets attributable to the decedent will 
be included in the gross estate. The fact that the 
deceased partner might have disposed of some of the 
partnership interests by gift or sale prior to his or her 
death does not change this outcome. In these 
situations the result is almost always a significant 
increase in the value of the gross estate. 

Planning tip # 2: As discussed previously, highly 
leveraged sales of interests in family-controlled 
entities are not uncommon wealth transfer 
transactions. The recent recession has damaged the 
financial fortunes of many such entities, often 
reducing entity distributions and flagging them for 
debt service. Failure to act when a note is in default 
raises issues regarding the propriety of the original 
sales transaction. In situations where the entity’s 
fortunes are not likely to recover, accelerating the 
notes and foreclosing against the trust’s assets 
(e.g., the purchased entity interest) is often the better 
course of action. In situations where the entity’s 
fortunes are likely to recover but not in a fashion that 
permits the original terms of the note to be met, 
however, you may consider renegotiating the formal 
terms of the note including, perhaps, forgiving the 
note in whole or in part. Alternatively, you might 
consider gifts of assets to the purchasing party that 
may be used to satisfy the note. 

Planning tip # 3: It is quite common for parents to 
extend credit either directly to children and trusts for 
descendants or indirectly to businesses or investment 
entities owned by descendants or trusts for 
descendants. It is also common for such loans to 
become nonperforming. As noted previously, the 
failure to act when a note is in default raises transfer 
tax concerns. In these situations, you may want to 
consider forgiving some or all of any nonperforming 
notes. If the loan was bona fide at the outset and it 
became troubled only later, the later forgiveness of 
the debt is not generally dictated by the gift tax rules 
but rather the income tax rules governing bad debts 
and cancellation of indebtedness. As a result, the 
debtor will have income to the extent of solvency. 
Where the transaction is between a grantor and his 
or her grantor trust, however, the conventional 
income tax treatment cannot apply because the loan 
transaction is disregarded for income tax purposes. 
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It is important to exercise greater caution when 
forgiving a note to an entity, as it is quite likely that 
the action will be considered a gift to each entity 
owner equal to the face amount of the note properly 
apportioned among the owners. Perhaps a better use 
of the new increased applicable exclusion amount 
would be to subscribe for a new or increased interest 
in the entity for cash (a transaction that will dilute the 
ownership of the other owners but will not be treated 
as a gift), and then use the new working capital to 
eliminate or reduce the debt. Thereafter, you can 
consider transferring the newly acquired equity 
interest by gift or sale. 

Planning tip # 4: Sometimes the rental 
arrangements necessitated by a successful gift to a 
qualified personal residence trust (QPRT) are 
uncomfortable or administratively burdensome for 
the parties involved, specifically where the QPRT has 
terminated and the grantor’s children now own the 
residence. The parents must rent the residence from 
the children. The children could consider a gift back 
to the parent(s) of the life interest in the residence. 
Such a transfer would negate the need for rent 
payments. Under the current, low prevailing interest 
rates, such a life interest is quite modestly valued, 
depending on the parents’ ages. 

The popularity of QPRTs is a function of prevailing 
interest rates; the higher the prevailing interest rate, the 
lower the resulting gift. For a QPRT to qualify for its 
valuation safe-harbor, the trust document must 
preclude the sale of the residence back to the donor at 
the termination of the trust. The result is that the 
grantor is required to rent the home from the new 
owners of the residence (e.g., often the grantor’s 
children or a trust for the children) in order to avoid the 
inclusion of the residence in the grantor’s gross estate. 
These rental arrangements often are uncomfortable for 
all concerned. With the increased exclusion amount, the 
children could consider a gift back to the parent(s) of 
the life interest in the residence. Such a transfer would 
negate the need for rent payments. Under the current, 
low prevailing interest rates, such a life interest could be 
quite modestly valued, depending on the parents’ ages. 

Class 3: Thinking big

While it is true that the $5 million exclusion amount 
might be beneficial for highly leveraged transactions, 
for a great many taxpayers the $5 million exclusion 
($10 million per couple) for gifts made in 2011 and 2012 
is large enough that simple outright gifts, whether 
direct or in trust, may be the most efficient mechanism 
to transfer wealth. Minority interests in closely held 
businesses, fractional interests in real estate, interests in 
entities owning distressed assets (e.g., significant real 
estate holdings), interests in private equity funds or 
other investment entities, and perhaps even interests in 
family-owned investment entities (e.g., family limited 
investment partnerships or family investment LLCs) may 
prove the most effective candidates for gift transfers by 
virtue of how they are valued. 

A minority interest in a closely held enterprise generally 
is valued at less than its proportionate share of going 
concern value (for a business enterprise) or net asset 
value (for an investment entity) because of lack of 
control and/or lack of marketability discounts. This 
valuation outcome has been the government’s primary 
motivation in attacking the veracity of family-owned 
investment entities. Thus, successful valuation outcomes 
depend, as discussed above, on the determination that 
any closely held entity is demonstrably motivated by 
reasons other than tax efficiency and that the entity 
operates in business-like manner. Still, even if the 
taxpayer prevails with respect to discount valuation 
determinations, such discounts simply lower the 
threshold required for a wealth transfer to be successful 
or, in the alternative, reduce the tax cost of the transfer 
if the enterprise is not ultimately successful. 
Notwithstanding the compelling features of transferring 
property that can be discounted, remember that the 
success of a gift transfer is fundamentally a function of 
an asset’s post-transfer growth and earnings prospects 
— not its current value. 
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Thinking outside the box

Valuation considerations in conjunction with the 
prevailing low interest rates have made the economics 
of renouncing a surviving spouse’s interest in all or a 
part of a marital trust a much more viable prospect. The 
reason to consider renouncing an interest in a marital 
trust is that the assets of a marital trust will always be 
included in the estate of the surviving spouse. The most 
popular form of marital trust is the qualified terminable 
interest property trust (QTIP trust). When a surviving 
spouse renounces his or her interest in a QTIP trust, the 
surviving spouse is deemed to have made a gift of (and 
is obligated to pay gift tax on) the value of the trust’s 
assets. Regulations, however, require that the donees 
(the QTIP trust remaindermen) reimburse the surviving 
spouse for the gift tax apportioned to the actuarial 
value of the remainder interest. Because prevailing 
interest rates remain at record lows (the § 7520 rate in 
September 2011 is two percent) the relative amount of 
tax that is charged directly to the surviving spouse is 
disproportionately low, particularly if the surviving 
spouse is of advancing years. 

The regulations also prescribe that this required 
reimbursement to the surviving spouse will be treated as 
consideration received with respect to the transfer. The 
consideration received is subtracted from the value of 
the QTIP trust’s net assets to arrive at the amount of the 
taxable gift. At a minimum, the consideration to be 
received is measured by the statutory requirement, a 
formula that reimburses the donor for any gift tax 
associated with the actuarial value of the remainder 
interest in the trust; however, it is not unusual for the 
formula to reimburse the donor for any tax (i.e., GST, 
income, and even post-transfer estate taxes arising from 
a transfer) and even, absent state law restrictions to the 
contrary, a little pocket money as well. For example, the 
surviving spouse could make the transfer for an amount 
that will leave a nest egg after the payment of all related 
taxes. 

Because QTIP trusts are generally characterized by an 
extraordinary mix of assets (from heirloom art and the 

family home to blue-chip stocks and individual 
retirement accounts), it is important to note that one 
need not renounce the whole of the QTIP trust or even 
an undivided interest in the whole QTIP trust. If 
supported by state law or the provisions of the trust 
instrument, a QTIP trust can be severed into two or 
more identical trusts that are funded disproportionately. 
One such trust would be funded with the assets the 
surviving spouse is interested in retaining. The surviving 
spouse would then renounce his or her interest in the 
remaining trust or trusts. 

Planning tip: If you are a spouse who is a 
beneficiary of a marital trust established by your 
deceased spouse, consider whether a gift of all or 
part of your interest in such trust might accomplish 
your wealth transfer objectives in a more tax efficient 
manner.

For example, assume the taxpayer’s spouse died in 
1997, leaving a substantial estate. His estate plan was 
conventional, leaving most of the assets to a QTIP trust 
for his surviving spouse, which will terminate at her 
death in favor of their three children. The QTIP was 
named the beneficiary of his IRAs, and it also took title 
of the family residence. All tangible personal property 
passed outright to the surviving spouse. As of May 15, 
2011, the QTIP was worth $40 million. Of that amount, 
the IRAs and the residence account for $5.5 million. 
The QTIP’s assets include stock, bonds, various 
alternative investments (mainly venture funds), REIT 
units, rental real estate, and royalty interests in some 
east Texas gas wells. The surviving spouse is 83 and is 
accumulating the QTIP distributions. She has an estate 
of some $9 million of her own funds and is amenable 
to estate planning, but only if she: 1) does not need to 
pay of pocket for anything and, 2) can keep the home 
and the IRAs. She has made no prior gifts. After 
considerable thought and a number of family 
meetings, she has agreed to:

1. Sever the QTIP into two new trusts — one holding the 
IRAs and the residence (QTIP A) and the second holding 
everything else (QTIP B), valued at $34.5 million.
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2. Renounce her interest in QTIP B if she is “paid” the 
greater of $10 million (which is to include the 
reimbursement of the gift tax on the actuarial value 
of the remainder interest) or all gift taxes arising from 
the transaction — including those not required to be 
reimbursed.  

The taxpayer’s renunciation of her interest in QTIP B is a 
gift of the value of QTIP B’s net assets on the date of the 
renunciation, reduced by the consideration received 
— the greater of $10 million or the amount of all gift 
taxes. The test, then, is to determine whether the tax 
costs of the transaction will exceed $10 million. 
Although the process is iterative, we will assume that 
the consideration to be received is $10 million and that 
the “net gift” (the assets relinquished less the 
consideration received) is therefore $24.5 million. Under 
these assumptions, the tax on a gift of $24.5 million 
made in 2011 by a person who has made no prior 
taxable gifts is $6,825,000. Because this amount is less 
than the minimum of $10 million the surviving spouse 
requires in the transaction, $10 million is, in fact, the 
consideration she is to receive. 

Although it is beyond the scope of this discussion, the 
minimum reimbursement to the surviving spouse required 
under statute in this example would be $7,337,575. 
This may seem counterintuitive as it exceeds the actual 
$6,825,000 gift tax liability due. The explanation, however, 
is simple. But for our assumption that the surviving spouse 
requires $10 million from the transaction (thus reducing the 
net gift to $24.5 million), the maximum consideration she 
would be entitled to by statute would be $7,337,575, which 
would make the taxable gift $27,162,425. The tax (after the 
applicable credit amount of $1,730,800) on this gift would 
have been $7,756,849, of which $7,337,575 is properly 
apportioned to the children as the remaindermen of 
QTIP B. In any event, because the required consideration of 
$10 million exceeds the statutory minimum consideration 
of $7,337,575 — then the children will take $10 million of 
the assets they receive in the transaction and return them 
to their mother, who, after gift taxes, will retain $3,175,000 
with which to do as she pleases.

The table below summarizes how the $40 million of net 
assets in the original QTIP Trust will pass:

Recipient
Percentage 

Allocation of Full 
QTIP

Percentage 
Allocation of Full 

QTIP B

Effective 
Gift Tax

Amounts

QTIP A 13.75% $5,500,000

Surviving Spouse 7.94% 9.20% $3,175,000

Federal Government 17.06% 19.78% 21.78% $6,825,000

Children 61.25% 71.02% $24,500,000

Total 100.00% 100.00%` $40,000,000
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Net gifts generally

A net gift is a gift that is conditioned on the donee’s 
payment of the gift tax. It is called a net gift because the 
amount subject to tax is the value of the property 
transferred net of the amount that the donee will reimburse 
the donor. There are several observations that are useful 
when considering whether a net gift transaction makes 
sense. 

A net gift is recommended when a significant transfer is 
called for but the donor either lacks the liquidity to pay the 
resulting tax or is unwilling to bear the tax burden. A net 
gift requires the donee to either have the required liquidity 
to pay the tax or, in the alternative, be willing to make 
arrangements to provide the funds to pay the resulting tax. 

With respect to a transfer of a specific amount or a 
specific asset, net gifts operate to reduce the gift tax 
obligation, as was the case in the QTIP renunciation 
example discussed already. In that sense, net gifts are 
more tax efficient (i.e., the effective tax rate for $1 of 
transferred wealth is lower). Consequently, they can serve 
as a mechanism to leverage available liquid resources 
— particularly if it is the donee with the liquid resources. 
Logic and math, however, will tell you that the maximum 
amount of wealth that can be transferred with respect to 
a specific tax liability is going to be the same whether the 
transfer is a simple gift or a net gift. Shifting the “source” 
of the funds for the payment of the transfer taxes arising 
from the transfer does not affect this outcome. 

Planning tip: Although perhaps counterintuitive, a 
net gift transaction is most tax effective when the top 
tax rates are low. This is because more wealth can be 
transferred for a stated amount of tax when the 
maximum gift tax rate is lower without regard to the 
existence of consideration. 

For example, consider a donee is willing to commit to 
reimburse a donor for gift taxes of not more than $500,000 
in 2012. The donor used the full applicable exclusion 
amount in 2011 (for purposes of this example, we will 
assume that the inflation adjustment to the applicable 
exclusion amount is zero.) How much value can be moved, 

assuming that the annual gift tax exclusion is not available? 
With the highest gift tax rate set at 35 percent, the donor 
could transfer $1,428,571 and limit his gift tax liability to 
$500,000 (i.e., 35 percent of $1,428,571). With a net gift at 
a 35-percent top rate, the amount of assets passing to the 
donee would be $1,928,571, but the assets’ value is offset 
by the donee’s obligation to reimburse the donor the 
$500,000 of gift taxes, thus the donee “nets” the same 
value of $1,428,571. 

Looking at the same transaction, but in 2013 when the 
maximum gift tax rate has returned to 55 percent, the value 
of property that could be moved would fall by 
approximately 26.94 percent to $1,409,091. In any event, in 
net, the donee is only receiving and the donor is only 
reducing his estate by $909,091 because of the donee’s 
obligation to reimburse the donor for the $500,000 in gift 
taxes. Note that when the top rate is 35 percent, the donor 
can transfer $519,480 more for the same gift tax liability 
than when the top rate is at 55 percent. Consequently, in 
situations where a net gift is helpful, it makes sense to do a 
net gift when the maximum gift tax rate is at its anticipated 
nadir — in 2011 and 2012. 

The consideration in a net gift transaction need not be paid 
at any set point in time. If the donor is in a position to pay 
the tax with available liquid assets, the donee can agree to 
pay the agreed consideration through an installment note. 
Although beyond the scope of this discussion, the interest 
expense can be deductible as investment interest. The 
value of using a note is that it will limit the growth of the 
donor’s estate to the consideration plus the after-tax 
amount of the interest income received. Even if the donor 
can’t front the liquid assets necessary to pay the gift tax, 
the donee shouldn’t be required to remit the cash any 
earlier than the following April 15; thus, the donee would 
be free to enjoy the earnings on the reimbursement 
amount from the date of the renunciation until the 
following April 15. 

Because consideration is being received, the donor 
must consider whether there will be any income tax 
consequences arising from this transaction. To 
experience a taxable gain, the consideration must 
exceed the property’s basis. 
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The reimbursement required of the donee does not 
make the donee the primary obligor for the gift tax. 
Consequently, as is the case with all taxable gifts, the 
donor’s death within three years of the net gift will result 
in the gift tax being added back to the gross estate. 
Should this occur, it is important to realize that, all other 
things being equal, a premature death cannot give rise to 
a tax outcome worse than if the parties had never 
entered into the transaction in the first place.

Class 4: Waste not, want not

It is a rare individual who does not feel some disquiet 
when relinquishing control over assets that have 
significant value. Rarer still is the willingness to pay a tax 
for the opportunity to make such a transfer. It is human 
nature, after all, to accumulate wealth, not to part with 
it. For many, making large wealth transfers would be 
easier if they could be comfortable that they could 
access the transferred assets in times of need. In certain 
states this is now possible; otherwise, such access can 
only be contingent and/or indirect if the transfer is to be 
effective for tax purposes. Nevertheless, contingent and 
indirect access, as illustrated below, is often sufficient to 
bring a donor peace of mind. 

The inter-vivos credit shelter trust 

Planning tip: In order to use the $5 million exemption 
through a lifetime gift while still retaining contingent 
or indirect access to the gifted property, consider a gift 
to a trust for the benefit of one’s spouse. 

In this example, a trust grants to the grantor’s spouse an 
income interest (which could be discretionary or 
mandatory); a noncumulative annual right to withdraw 
up to five percent of the value of the trust as of a fixed 
valuation date; and a limited testamentary power to 
appoint trust assets to the grantor (if he or she survives 
the spouse) and any descendant or descendant’s spouse 
— all while retaining a power to take back trust assets 
by substituting assets of equal value. As a practical 
matter, so long as grantor and his or her spouse remain 

married, such a trust would preserve to the donor 
spouse indirect access to the trust’s income and assets, 
a power to obtain trust assets through asset substitution 
or the return of the assets through the exercise of the 
testamentary power of appointment if circumstances 
dictate. Such a trust, notwithstanding that the grantor’s 
spouse is the primary beneficiary, would not qualify for 
the gift tax marital deduction and, consequently, it 
would absorb the $5 million exclusion amount and, 
absent compelling circumstances at the grantor’s death, 
would avoid inclusion in the grantor’s estate.

Assuming both spouses have wealth, some might find 
such planning even more acceptable if each spouse 
could create a similar trust for the other. The law, 
however, does not respect identical trusts set up by 
each spouse for the primary benefit of the other spouse. 
In such situations, the assets of the trust set up by the 
donor will be included in his or her gross estate. If the 
trusts’ dispositive terms are not substantially identical, 
each trust will be respected for tax purposes and estate 
inclusion can be avoided. It is important to exercise care 
in determining the extent and nature of the differences 
in the dispositive terms in order to avoid estate 
inclusion. 

Trusteeship of trusts having the characteristics described 
here ultimately is a function of the amount of discretion 
the trustee will be required to exercise. Appointing an 
independent trustee, typically a prudent act, is required 
if the exercise of trustee discretion is extensive. Trusts 
that limit discretion (those that impose a series of 
mandatory distributions or provide for distributions 
subject to a legal standard), however, are not compelled 
to utilize an independent trustee. In such cases, it may 
be possible to consider the spouse/beneficiary or 
children as trustees. The nature of the trust’s assets 
often will dictate whether more than one trustee is 
required and in what capacity each such trustee will 
serve. As a matter of principal, though, self-trusteeship 
of such trusts by the grantor would be strongly 
discouraged. 
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Resident asset protection trusts

An alternative to using an inter vivos credit shelter trust is 
funding a trust in a state that permits self-settled trusts, 
where the grantor can be a discretionary beneficiary. 
Because of this discretion, all such trusts must utilize an 
independent trustee resident in the state whose laws will 
govern the trust. The key to the success of these trusts as 
estate planning vehicles is the denial of access to the 
trust’s assets by the grantor’s creditors. At the time of 
publication, there are 12 states that permit such 
self-settled, creditor-protected trusts: Alaska, Colorado, 
Delaware, Missouri, Nevada, New Hampshire, Oklahoma, 
Rhode Island, South Dakota, Tennessee, Utah, and 
Wyoming. It is generally understood that these trusts will 
protect trust assets against the grantor/contingent 
beneficiary’s creditors if the grantor is a resident of one of 
the respective states noted above. There is considerable 
controversy over whether the asset-protection features of 
such trusts extend to grantors who are nonresidents of 
the respective states noted above. Several bankruptcy 
cases have denied a discharge to grantors of a self-settled 
trust in a nonresident state because the laws of the 
grantor’s home state did not permit such trusts.

The IRS has ruled favorably that the establishment of 
such trusts will be regarded as a completed transfer for 
gift tax purposes. It has refused to rule regarding the 
estate inclusion of the assets of the trust in the grantor’s 
estate, however, as such a determination would require 
scrutiny of the trust’s operations. By implication, then, if 
the trust has, in fact, conveyed significant benefits to the 
grantor, asset inclusion may well result if such operations 
imply an indirect understanding between the grantor 
and the trustee such that the grantor effectively retained 
dominion and control over the trust assets. The moral of 
the story is thus — self-settled trusts could be great 
rainy-day funds, but if the fund is tapped, the risk of 
estate inclusion will increase dramatically.   

Last resorts

Low prevailing interest rates make the use of a QPRT a 
disproportionately costly proposition because low interest 
rates act to “inflate” the value of the transferred remainder 
interest. Yet, because a residence — particularly a vacation 
residence — is both illiquid and often characterized as an 
heirloom asset, residences often prove easier to part with 
than other assets; accordingly, these trusts are utilized 
frequently. If for no other reason, QPRTs should be a gift of 
last resort because of the post-termination rental issue 
previously mentioned. Lacking better gift candidates, 
however, using the $5 million exclusion amount to move 
the remainder interest in a personal residence is better than 
letting the $5 million exclusion go to waste. 



The 2012 essential tax and wealth planning guide A year-round resource for managing in uncertain times   51

Class 5: Basic blocking and tackling   

While the unexpected introduction of the $5 million gift tax 
exclusion amount has greatly increased planning flexibility 
and opportunity, it need not and should not detract from 
the use of tried and true estate planning techniques. Quite 
to the contrary, you should continue to employ these 
techniques in addition to the new opportunities afforded 
under the 2010 Act.

Planning tip # 1: You may want to shift wealth 
down generational lines through an annual gifting 
program. There is even more benefit if the gifted 
asset: 1) can be valued on a discounted basis, 2) is 
likely to appreciate and/or generate income that will 
be excluded from the donor’ estate, and 3) is given to 
a grantor trust that permits the trust assets to grow 
income-tax-free while reducing the grantor’s estate 
by the amount of any income tax paid.

To demonstrate the power of annual gifting, assume 
a couple has three children. In 2011, this couple can 
transfer up to $26,000 per child, or $78,000 to all 
three children. If each child has a spouse, the 
maximum amount that can be given to the children 
and their spouses is $156,000 without incurring a 
taxable gift. If the couple has grandchildren, the 
ability to further reduce their taxable estates through 
annual gifts expands. 

Planning tip # 2: If a child or grandchild has earned 
income, consider making a cash gift. The child or 
grandchild may use that gift to contribute $5,000 or 
the amount of the donee’s earned income, whichever 
is less, to a traditional IRA or Roth IRA. Funds 
contributed to a Roth IRA will grow tax deferred,    
and qualified distributions will be tax free for federal 
income tax purposes. Funds contributed to a traditional 
IRA may be deductible for income tax purposes.

Planning tip # 3: Remember to make any payments 
on behalf of others directly to providers of medical and 
educational services. Direct payments are not treated 
as taxable gifts to the recipients of these services. For 
example, a grandmother who wishes to help pay for a 
granddaughter’s education can write tuition checks 

directly to the school without making a taxable gift. If 
she writes the check to the granddaughter, however, 
she will have made a taxable gift to the extent the 
amount gifted exceeds the $13,000 annual exclusion. 
Tuition is not limited to college tuition; any qualified 
school tuition can be excluded. And medical does not 
just mean doctors and hospitals; any qualified medical 
expense, including insurance premiums, can be paid 
under this exclusion.

Planning tip # 4: Consider funding future 
educational expenses through gifts into a § 529 
educational plan for children and grandchildren. Such 
plans provide several tax benefits. Using a special 
election, a donor can fund up to five years of annual 
exclusions into these plans in one year. Specifically, in 
2011, one can contribute $65,000 to one grandchild’s 
§ 529 plan without incurring a taxable gift or a GST 
tax (discussed in more detail later). If other gifts are 
made by the donor to that grandchild during 
2011-2015, however, those gifts would use some of 
the donor’s $5 million exclusion amount as well as 
some of the donor’s $5 million GST tax exemption. By 
funding these plans in advance, the growth in the 
fund occurs in an income-tax-exempt environment.

Planning tip # 5: Don’t overlook the additional 
estate planning advantages that accrue to transfers 
made in favor of trusts determined, for income tax 
purposes, to be grantor trusts. Grantor trusts are 
trusts in which the grantor has retained either an 
economic interest or powers over trust property that 
are significant enough to require the income of the 
trusts to be taxed to the grantor as if the trust were a 
disregarded entity. Interestingly, the retention of 
some powers over trust property will not also cause 
the trust to be disregarded for transfer tax purposes. 
Properly employed, these powers can cause the 
grantor to be legally liable for the income taxes 
arising from the trust’s tax attributes, but not in a 
manner that causes estate tax inclusion. From an 
estate tax perspective, such trusts represent the gifts 
that keep on taking — a situation that can be 
perpetuated for as long as the grantor is willing to 
sustain the continuing income tax liability. 
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Potential gift tax changes — the 
President’s budget proposals

Grantor retained annuity trust limitations

As part of the President’s budget process, it is customary 
for the administration to suggest tax proposals that 
reinforce budget provisions and reflect the 
administration’s view of tax policy. In each of the Obama 
Administration’s three budgets, the administration has 
consistently stated its intention to seek a 10-year 
minimum term for grantor retained annuity trusts (GRATs). 
A GRAT is a trust that names the grantor as its sole 
beneficiary during a set period of years during which the 
trust is required to make an annuity payment to the 
grantor. The annuity amount, as a function of prevailing 
interest rates, is set at a level where the net present value 
of the aggregate annuity payments is nearly 100 percent 
of the value of the property contributed to the trust. If the 
assets consistently outperform the prevailing interest rate, 
then the remainderman of the GRAT will succeed to that 
excess. Because the grantor only parts with the value of 
the remainder, the gift tax cost of a GRAT is nominal. 
However, because the trust is established fundamentally 
for the grantor’s benefit, should death occur during the 
annuity period, the full value of the trust, as a general rule, 
will be included in the grantor’s gross estate as if no prior 
planning had ever been undertaken. It is for this latter 
reason that a 10-year minimum term will dramatically 
affect the appeal of GRATs as estate planning vehicles.

Logic would dictate that GRATs would be used less 
frequently during 2011 and 2012 given the significant 
increase in the gift tax applicable exclusion amount from 
$1 million to $5 million. Simply stated, a GRAT is a 
relatively high-maintenance transaction, and those that 
need more complex planning and/or need to “zero out” 
the immediate gift tax consequences of a current 
transfer will likely be far fewer in number during 2011 
and 2012. Notwithstanding, while GRATs are likely to 
become relatively less important to estate planning in 
2011 and 2012, their appeal will remain high so long as:

• Prevailing interest rates remain low (note that the 
prevailing rate required to be used in GRAT gift tax 

calculations was at an all time low in December 2010 
at 1.8 percent, and after having rebounded in early 
2011 has now fallen to 2.0 percent in September 2011).

• The assets that are likely gift candidates are 
value-stressed. 

• Short-term GRATs are still possible. 
 
Requiring GRATs to have a minimum 10-year term has 
been endorsed by certain lawmakers also. For example, 
in addition to the GRAT change being included in the 
President’s FY2012 budget, members of both houses of 
Congress introduced legislation in 2010 and one 
proposal has been introduced in the Senate so far in 
2011. Given the current deficit reduction environment, 
the risk that such a proposal moves forward is still 
present. Also keep in mind that current conditions 
favoring the use of GRATs — potentially depressed asset 
values and historically low interest rates — could change 
if the economy improves. 

Planning tip: If shorter-term GRATs appeal to your 
specific situation, consideration should be given to 
current implementation and planning. 

Discount valuation limitations

Another Obama Administration budget proposal would 
limit discounts applied to value transferred property. As 
a consequence of the significantly higher $5 million gift 
tax exclusion amount, it would not be surprising to see 
valuation constraints become a more frequent topic in 
future proposed legislation. Such limitations would 
prevent one method of leveraging wealth transfer; but 
in light of the increased gift tax exemption amount, 
these are not likely to prove troubling to most. 

The limitation provisions pursued by the Obama 
Administration would preclude a discount for certain 
restrictions that appear frequently in entity operating 
agreements and that are specifically identified in related 
regulations. As such, the President’s proposal would 
augment existing rules that already preclude discounts 
for any contractual obligation that is more restrictive 
than underlying state law. 
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This type of restriction would appear to be 
fundamentally obsolete. The courts have already clearly 
declared that discounts will not be allowed except 
where reliable empirical evidence exists to measure 
them. It is difficult to identify any discount specific to a 
contractual limitation; consequently, such discounts 
have already been effectively eliminated. Alternative 
legislation proposed within the last two years would 
have required, if enacted, that so-called passive assets 
(generally investment assets) be removed from 
going-concern value with the donee’s interest in those 
assets being the object of a separate valuation. Such 
legislation would eliminate discounts associated with 
minority interests held in investment holding companies 
and would seemingly complicate the valuation of 
minority interests in going concerns. 

GST tax

The GST tax is imposed on transfers during life and at 
death that are made to a “skip person” — a recipient who 
is at least two generations younger than the donor or 
decedent, such as a grandchild. If there were no GST tax, 
a gift to a grandchild would be subject to the gift or estate 
tax once, while a gift to a child who then gifts or 
bequeaths those assets to a grandchild would be subject 
to transfer tax twice. Essentially, the GST tax is intended to 
tax the gift to the grandchild twice at the time it is made, 
to compensate for the otherwise skipped level of tax. The 
GST tax, when applicable, is a tax that is imposed in 
addition to the gift or estate tax; thus, a single transfer 
may be subject to double taxation. Furthermore, the GST 
tax actually paid is, itself, subject to gift tax.

For GST tax purposes, when a gift or bequest is made 
within a family, the focus is on the relationship of the 
transferor and the transferee and not their age 
difference. For example, a donor may have siblings who 
are significantly younger than he or she and who, 
therefore, have children who are significantly younger 
than the donor and his or her children. A transfer to a 
nephew who is 40 years the donor’s junior is not subject 
to GST tax because the nephew is only one generation 

younger than the donor. Conversely, a transfer to a 
grand-nephew who is only 30 years the donor’s junior is 
subject to GST tax because the grand-nephew is two 
generations younger. Married individuals are considered 
to be in the same generation, regardless of the spouses’ 
age difference.

When the transferee is not related to the transferor, the 
age difference becomes important. If a donor transfers 
assets to a friend who is less than 12-1/2 years younger, 
that friend is considered to be in the donor’s generation 
and is not a skip person. If the friend is more than 12-1/2 
years, but less than 37-1/2 years younger, that friend is 
considered one generation younger, and is, therefore, 
not a skip person. If the friend is more than 37-1/2 years 
younger, the friend is considered two generations 
younger and is, therefore, a skip person.

There is also an annual exclusion amount available for 
transfers subject to GST tax. The GST tax annual 
exclusion amount, like the gift tax annual exclusion 
amount, is $13,000 for transfers made in 2011. Unlike 
the gift tax annual exclusion, however, the GST tax 
annual exclusion is very limited for gifts to trusts.

The GST tax exemption amount permits the transfer of a 
certain amount of assets free of current and subsequent 
GST tax. The GST tax rate is equal to the maximum 
federal estate tax rate for the year that the skip person 
receives or becomes indefeasibly vested in assets. The 
GST tax exemption in 2011 and 2012 is $5 million, 
coinciding with the reunified estate and gift exclusion; 
however, unlike the $5 million applicable exclusion 
amount, the GST exemption is not indexed for inflation 
nor is it portable in favor of a surviving spouse should 
some of the exemption remain unallocated. The GST tax 
rate remains equal to the highest estate tax rate in effect 
for such year — 35 percent for 2011 and 2012. In 2013, 
the law as currently drafted will reset the GST exemption 
to $1 million indexed for inflation from 1989 — an 
amount estimated at about $1.4 million — and the GST 
top tax rate will reset to 55 percent.
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Leveraging the GST exemption — dynasty trusts

A typical GST tax-exempt dynasty trust is used to transfer 
income and/or principal to multiple generations, including 
children (hence the title “dynasty trust”), while paying 
estate or gift tax only upon the initial transfer to the trust. 
With respect to the wealth accumulated thereafter in the 
trust, such wealth avoids both estate tax and GST tax at 
each subsequent generation until such time as the trust 
terminates. Because dynasty trusts are intended to skip 
multiple generations, they represent the most tax-efficient 
use of a taxpayer’s GST exemption. Although gift tax 
annual exclusions may be available when funding a dynasty 
trust, transfers to such trusts do not qualify for the GST tax 
annual exclusion, so the donor’s unused $5 million GST tax 
exemption will be allocated dollar for dollar when these 
trusts are funded. 

Dynasty trusts are permitted in all states, but laws in 
many states limit the duration of a trust to a term from 
80 to 110 years. Most states allow the trust to continue 
until 21 years after the death of the last surviving 
descendant of the trust creator who was living at the 
time of the trust's creation. Other states have recently 
amended their trust statutes to permit trusts to exist in 
perpetuity. Currently, an individual may create a trust in a 
state other than his or her state of residence; 
consequently, dynasty trust planning is open to everyone. 

Planning tip: Consider dynasty trusts as a 
tax-efficient tool for leveraging your GST exemption 
while building wealth for future generations. 

Consider this example: In 2011 a couple each funds a 
non-grantor irrevocable dynasty trust with $5 million. 
Neither spouse has previously made taxable gifts. No gift 
or GST tax will be due as a result of funding the trusts 
because each spouse utilizes his or her available gift tax 
applicable exclusion amount and his or her GST 
exemption. The trusts have an after-tax growth rate of 
four percent, which is added to trust principal each year. 
After 110 years, the trusts, in the aggregate, will be 
worth approximately $747.5 million. Under present law, 
no transfer taxes are due on distributions during the 
duration of the trust or when the trust terminates. 

The most leveraged form of such a transaction would 
have each spouse fund a dynasty trust, each in the form 
of a grantor trust, with $5 million. Thereafter the trusts 
would engage in a purchase of property, at a reasonable 
multiple of the $5 million value of the trust, from the 
grantor. Returning to the previous example regarding the 
value of a leveraged purchase over 20 years, if the term is 
extended to 110 years, the value of the trust would have 
grown to $1.707 billion, even assuming that all cash 
receipts were distributed. Although a trust leaving its 
corpus intact for its entire 110-year term is unlikely, the 
example demonstrates the wealth accumulation 
possibilities inherent in a dynasty trust where the 
undistributed wealth is subject only to income taxes 
— not transfer taxes — and then only after the grantor’s 
death when grantor trust status terminates.  

Tuning up prior GST planning

Planning tip: Given the greater GST exemption 
currently available, if you have existing GST trusts that 
have an inclusion ratio of between zero and one (that 
is, a trust where a distribution to a skip-person would 
be partially subject to GST tax), you should consider 
allocating the increased exemption to those trusts. 
When a trust has an inclusion ratio of between zero 
and one, the amount of GST tax exemption required 
to obtain an inclusion ratio of zero (thus making the 
trust thereafter exempt from GST tax) is a function of 
the value of the trust’s assets at the time the 
additional GST tax exemption allocation is made. 
If the trust’s assets are likely to appreciate relative to 
their current value, it is possible that less exemption 
will be required if the allocation is made now as 
opposed to some later date.

Waste not, want not

Tax regulations stipulate that you can make an 
irrevocable allocation of GST exemption to a trust that 
is, at inception, subject to estate tax inclusion (e.g., a 
GRAT, as discussed previously); however, the allocation 
will not be effective until such time as the estate 
inclusion risk ends. If the increased GST exemption 
amount has not been affirmatively allocated prior to 
2013, you should consider establishing a GRAT or similar 
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trust and making an affirmative GST allocation to it. In 
so doing it would appear that you can avoid the 
potential loss of the unused $5 million GST exemption 
when the GST exemption falls to the inflation-indexed 
$1 million.

Planning tip: Your tax planning should not overlook 
the full use of the $5 million GST exemption. In 
November 2012, a taxpayer who has utilized $4 million 
of his $5 million GST exemption (but who has already 
made taxable gifts that have absorbed the increased 
gift tax exclusion amount) wishes to allocate his 
remaining GST exemption, but without giving rise to a 
commensurate completed taxable gift. The taxpayer 
creates a GRAT and allocates his remaining $1 million 
of GST exemption to it. This allocation is irrevocable, 
but it will not become effective until the GRAT 
terminates. If the net amount remaining in the GRAT 
exceeds $1 million, the trust will have an inclusion ratio 
of between zero and one. If the GRAT terminates with 
net assets of less than $1 million, the trust will have an 
inclusion ratio of zero and presumably the “excess” 
GST exemption allocation will simply evaporate.

GST blocking and tackling

While the unexpected introduction of the $5 million GST 
exemption amount has increased the opportunity for 
larger scale GST tax planning, it need not and should not 
detract from the use of tried and true estate planning 
techniques that have GST implications. Quite to the 
contrary, you should continue to consider these in addition 
to the further opportunities afforded under the 2010 Act.

Planning tip: Grandparents wanting to make a 
substantial gift to a grandchild should consider 
establishing a minor’s trust, also known as a Section 
2503(c) trust. Gifts to a minor’s trust qualify for both 
the gift and GST tax annual exclusions. For example, 
a married couple can transfer up to $26,000 per year 
to each grandchild without incurring gift or GST tax. 
The property and associated income must be 
available for distribution before the grandchild attains 
age 21, and, generally, any remaining balance must 
be distributed to the grandchild at age 21.

Another type of trust sometimes used for gifts to 
minors, known as a Section 2503(b) trust, requires all 
income from the trust to be distributed annually, but it 
does not require the property to be distributed to the 
grandchild at age 21. Note, however, that a $13,000 gift 
to a Section 2503(b) trust for the benefit of a grandchild 
may not be fully excludible by the gift tax and GST tax 
annual exclusions. These limitations may be overcome if 
the trust contains special additional provisions to qualify 
the gift for the gift tax and GST tax annual exclusions.

Limited duration of GST tax-exempt status

In early 2011, the Obama Administration proposed a 
provision that would limit the benefit of GST dynasty 
trusts by requiring the trust’s inclusion ratio — the 
percentage of the trust that is subject to a GST tax upon 
certain events — to be increased to 100 percent upon 
the 90th anniversary of the creation of the trust. This 
proposal would apply to trusts created after enactment, 
and to the portion of any then-existing trust attributable 
to additions to such trust made after the date of 
enactment. The primary impact of any such legislation, 
if enacted, would be to preclude the effectiveness of 
any trust not subject to a rule against perpetuities by 
“forcing” such trusts back into the tax base as if it had 
been subject to a rule against perpetuities. 

Beyond 2012

Taxpayers and estate planners alike should remain 
vigilant as the end of 2012 approaches because the 
possibility exists that in 2013 the future of the federal 
estate, gift, and GST taxes may once again become 
unclear. Although Congress could make changes before 
2013, there can only be speculation regarding the future 
of these taxes as the new Congress advances its 
agenda. Keeping informed of tax legislative 
developments will give you the best opportunity to plan 
ahead and react quickly as more changes transpire.
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Additional resources

It is our hope that the information presented in The 2012 
essential tax and wealth planning guide was both thought-
provoking and illustrative of the areas where proactive 
planning may yet bear fruit — notwithstanding the 
uncertainty that currently surrounds the tax code as this 
publication went to press. You can find current resources to 
reflect new developments on our website. To find a 
member of the Private Company Services group who 
specializes in your area of interest, please contact us at 
PrivateCompanyServices@deloitte.com. 

Additional tax and wealth planning 
resources

Private Companies Dbriefs webcast series – webcasts 
focused on topics of interest to privately held and 
mid-market companies and their owners. 

Private Company Services – tax resources for ultra-high-
net-worth individuals, family offices, and private companies 
and their owners. 

Deloitte Growth Enterprise Services – cross-functional 
resources specific to privately held and mid-market 
companies.

Tax New & Views – Published by the Deloitte Tax LLP Tax 
Policy Services group in Washington, D.C., this newsletter 
provides a compact, reader-friendly perspective on the 
latest corporate tax developments coming out of Congress, 
the Internal Revenue Service (IRS), the Department of the 
Treasury, and the federal courts.

http://www.deloitte.com/view/en_US/us/Insights/Browse-by-Content-Type/dbriefs-webcasts/Private-Companies/index.htm
http://www.deloitte.com/us/privatecompanyservices
http://www.deloitte.com/us/dges
http://www.deloitte.com/view/en_US/us/Services/tax/Washington-National-Tax-Office/13b0388a90ffd110VgnVCM100000ba42f00aRCRD.htm
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