
Much has been written about changes to the estate and gift 

tax law scheduled to occur on January 1, 2013, particularly 

the reduction of the lifetime estate and gift tax exemption 

amount from its 2012 level of $5,120,000 to $1 million. The 

exemption for the generation-skipping transfer tax will also 

decrease from its 2012 level of $5,120,000 to a base level of 

$1 million. It is indexed for inflation from 2001, however, and 

is currently estimated to be $1,430,000. Significant changes 

to the income tax law are also scheduled to take effect at 

the same time, but these changes are only now beginning 

to receive similar attention. While Congress could still act to 

avert some or all of the changes, the divided nature of this 

Congress makes the prospect of any action before January 

1, 2013, uncertain. This alert summarizes the most significant 

of the changes to the income tax law that will take effect 

on January 1, 2013, and suggests some steps you might 

consider to mitigate their impact.

Tax Rates

The maximum federal income tax rate on ordinary income will 

increase from its present level of 35 percent to 39.6 percent. 

The tax rate on long-term capital gain income will increase 

from its present level of 15 percent to 20 percent. The 

most dramatic increase will be to the rate at which qualified 

dividends are taxed. Qualified dividends are currently taxed 

at the same 15 percent rate as long-term capital gain income. 

Beginning January 1, 2013, dividends will be treated the same 

as other ordinary income and taxed at a maximum income tax 

rate of 39.6 percent.

Additional Medicare Taxes

Now that the U.S. Supreme Court has upheld the Patient 

Protection and Affordable Care Act of 2010, the additional 

Medicare taxes will take effect January 1, 2013, as planned, 

unless Congress acts to change them.

Employees currently pay a Medicare hospital insurance tax 

of 1.45 percent on their wages. Self-employed individuals 

pay 2.9 percent of net earnings from self-employment. 

Unlike taxes on wages and self-employment income for Old 

Age, Survivors and Disability Insurance, which are capped, 

the Medicare component of the social security tax has no 

ceiling. Beginning January 1, 2013, an additional 0.9 percent 

tax will apply to wages in excess of $250,000 for a married 

person filing a joint return ($125,000 for married persons 

filing separately) or $200,000 for an unmarried individual. 

This will make the total Medicare tax for these individuals 

2.35 percent on their wages above the threshold amount. For 

self-employed individuals, the additional 0.9 percent will apply 

to their earnings from self-employment in excess of $250,000 

for a married person filing a joint return ($125,000 for married 

persons filing separately) or $200,000 for an unmarried 

individual. The total Medicare tax for these individuals will be 

3.8 percent on their earnings above the threshold amounts, 

which are not currently indexed for inflation.

Medicare Tax on Investment Income

A new Medicare tax on net investment income will also take 

effect beginning January 1, 2013. The rate for this new tax will 

be 3.8 percent and will apply to the lesser of an individual’s 

i) net investment income; or ii) the excess of the individual’s 

“modified adjusted gross income” over $250,000 in the case 

of a married couple filing a joint return ($125,000 for married 

persons filing separately or $200,000 for an unmarried 
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individual). Modified adjusted gross income is the adjusted 

gross income increased by the amount of the foreign earned 

income exclusion. For most taxpayers, their modified 

adjusted gross income will be the same as their adjusted 

gross income. The threshold amounts are not currently 

indexed for inflation.

In the case of an estate or trust that accumulates part of its 

income, the tax will apply to the lesser of i) its undistributed 

net investment income; or ii) the excess of its adjusted 

gross income over the dollar amount at which the highest 

tax bracket in Section 1(e) begins for the taxable year. This 

amount currently is scheduled to be $7,500. Since this is a 

much lower threshold amount than applies to individuals, in 

many cases, net investment income may be subject to the 

Medicare tax if it accumulated at the trust level, while it would 

not be subject to the tax if it is distributed to beneficiaries 

whose adjusted gross income is less than $250,000 if they 

file a joint return, or $200,000 if they are unmarried.

Net investment income is gross investment income reduced 

by those allowable deductions that are properly allocable to 

such income. Investment income includes interest, dividends, 

annuities, royalties, and rents, provided that this income is not 

derived from a trade or business that is not a passive activity 

for the taxpayer. It also includes gains from the disposition of 

property, so capital gains realized on the sale of appreciated 

investments will be subject to this new tax, as well as income 

derived from the business of trading financial instruments or 

commodities. If a business that is a passive activity for the 

taxpayer earns any of the above types of income, that income 

is also subject to the tax.

The tax does not apply to amounts distributed from qualified 

retirement plans. It also does not apply to any amount that 

is subject to the self-employment tax. This rule prevents the 

Medicare tax from applying twice to the same income. While 

income from a trade or business that is not a passive activity 

of the taxpayer will not be subject to the 3.8 percent Medicare 

tax on investment income, much of that income may be 

subject to the 3.8 percent Medicare tax on self-employment 

income. Some limited types of income may not be subject to 

either tax, but a lot of the detail on how the new tax will apply 

is still missing.

Phase-out of Itemized Deductions and Personal 

Exemptions

The phasing out of itemized deductions will also return to 

the tax law in 2013. Once again, an amount of a taxpayer’s 

itemized deductions equal to 3 percent of adjusted gross 

income in excess of $100,000 (adjusted for inflation) will be 

disallowed, but not in excess of 80 percent of the taxpayer’s 

total itemized deductions. The disallowance rule applies to 

all of a taxpayer’s itemized deductions except for medical 

expenses, investment interest, and casualty and theft losses. 

For 2009, the last year to which the phase-out previously 

applied, the $100,000 amount had been inflation adjusted to 

$166,800. The amount for 2013 should be announced soon.

The personal exemption deduction of $3,700 (2011 amount) 

per taxpayer and dependent will once again be phased out. 

The deduction is phased out at the rate of 2 percent of the 

deduction for each $2,500 by which the taxpayer’s adjusted 

gross income exceeds a threshold amount. The amount is 

inflation adjusted and for 2009, the last year to which the 

phase-out applied, was $250,200 for taxpayers filing a joint 

return. The deductions were completely lost if the taxpayer’s 

adjusted gross income exceeded $372,700. The deduction 

amount and the threshold amount where the phase-out 

begins for 2013 should be announced soon.

What Should You Do to Prepare for 2013?

You should be prepared to take certain steps after the 

November elections and before the end of the year if it 

becomes apparent that Congress will not act to extend the 

current tax regime into 2013. Some of the considerations are 

described below.

Should You Sell Appreciated Capital Assets in 2012?

The idea of selling appreciated capital assets in 2012 and 

paying a federal tax of 15 percent, as compared to a tax 

of 23.8 percent after 2012, certainly has appeal, since the 

applicable rate is increasing by 58.67 percent of its present 

level. Even if you do not wish to part with a particular position, 

in the case of publicly traded securities, you can easily re-

base an appreciated securities position by selling it and then 

buying the same security. No “wash gain” rule comparable 

to the wash sale rule for losses applies, and you can sell an 

asset at a gain today and buy the same asset tomorrow.

Whether this strategy will prove to be a winner over time, 

however, depends on a number of factors that often are 



difficult to quantify. Selling earlier than you otherwise would 

have sold means paying the resulting tax sooner, and once 

you pay the tax, that money no longer generates further 

returns for you. By keeping the amount you would have paid 

in taxes invested on a pre-tax basis, you might eventually 

generate enough additional return to offset the higher tax 

rate, or more.

You can model various scenarios, but the result the model 

generates will only be as accurate as the assumptions 

you build into it. You will need to predict the time you 

would otherwise sell the asset, how much the asset might 

appreciate between now and that time, and the tax rate that 

might apply. You must also take into account the transaction 

costs of selling and re-establishing the position. Taxpayers 

who are elderly or in failing health may want to hold 

appreciated positions because a basis increase to fair market 

value at death will still apply.

At the extremes, you can pretty easily determine what to do. 

For example, if you have a substantially appreciated stock 

position that you believe you would normally sell in 2013, 

it almost certainly will be advantageous to sell that holding 

in 2012. On the other hand, if you have a position that you 

expect to hold for 15 more years, you are most likely better 

off just keeping the position and not reducing your invested 

assets by paying tax now. Over a period of 15 years, by 

keeping the amount of tax you would pay now invested and 

generating additional return, you will most likely earn enough 

to pay the increased amount of income tax that will be due at 

the time you do sell the asset. You also need to consider the 

most effective use of capital loss carryovers you might have.

Between these extreme cases, however, the analysis 

becomes more difficult. The future holding period of the asset 

and the future return on it are inversely correlated. As the 

asset’s future rate of return increases, the additional time 

that the asset must be held to overcome the higher tax rate 

decreases. As a rule of thumb, you might at least consider 

re-basing positions that you expect to sell within the next 

five years, and we are available to assist you in evaluating 

specific situations. Also, do not forget that the early payment 

of any applicable state income taxes will further diminish the 

amount of your invested capital going forward.

Many people have done quite well by operating on a 

philosophy that says the future is uncertain and you should 

never pay any tax until you absolutely must, a reasonable 

position to adopt in many cases.

Do Dividend-yield Stock Portfolios Still Make Sense?

If your investment portfolio is significantly weighted in favor 

of high-dividend-paying stocks, you should probably ask 

your investment advisor whether this strategy continues to 

make sense for you in an environment where the tax rate on 

dividends is nearly three times what it was when the portfolio 

was established. While a greater emphasis on growth stocks 

or other asset classes may be appropriate, you should make 

that decision only after a discussion with your investment 

advisor.

Should You Accelerate Ordinary Income?

The acceleration of ordinary income into 2012 could have 

certain advantages. The 2012 maximum federal income tax 

rate on ordinary income is 35 percent, as compared to the 

2013 rate of 39.6 percent, or 43.4 percent if the income is 

investment income subject to the 3.8 percent Medicare tax 

on net investment income. Having a higher adjusted gross 

income in 2012 and a comparatively lower adjusted gross 

income in 2013 may also ameliorate to some degree the 

impact of the itemized deduction phase-out that will apply 

again in 2013. Acceleration of income is even more attractive 

if you will be paying AMT (Alternative Minimum Tax) in 2012 

and can recognize additional ordinary income subject to a 28 

percent tax rate.

If you have discretion to accelerate a bonus or other earned 

income into 2012 instead of 2013, you can also avoid the 

0.9 percent increase in the Medicare tax on wages or net 

earnings from self-employment that will occur in 2013.

If you are able to control the payment of dividends by a 

“C” corporation or an “S” corporation that has accumulated 

earnings from prior “C” corporation years, it may be 

advantageous to pay dividends in 2012 while the federal 

income tax rate is 15 percent, as compared to 2013 and later 

years when the rate may be as high as 43.4 percent.

Consider Roth IRA Conversions

It may also be worthwhile to visit or re-visit the subject of 

Roth IRA conversions before the end of 2012. The maximum 

income tax rate that will apply to the taxable amount of a 

Roth conversion in 2012 is 35 percent, as compared to 

39.6 percent if the conversion occurs in 2013 or later. While 

income from a qualified retirement account is not subject 

to the 3.8 percent Medicare tax on net investment income, 

the income from the conversion will increase your adjusted 



gross income. In 2013 or later, if a Roth conversion causes 

your adjusted gross income to increase from an amount 

below $250,000 (on a joint return) to an amount above 

$250,000, the conversion will result in at least a part of your 

net investment income becoming subject to the Medicare tax. 

A Roth conversion after 2012 will also result in an additional 

disallowance of itemized deductions, since that disallowance 

also increases as your adjusted gross income increases.

What about Itemized Deductions?

Whether you are better off accelerating or deferring itemized 

deductions is somewhat complicated. Superficially, deferring 

discretionary payments (e.g., many charitable contributions 

and some state income taxes) from 2012 to 2013 makes 

sense because the deduction may result in greater tax 

savings due to the higher tax rate that will apply in 2013. The 

phase-out of itemized deductions will also have an impact, 

however. If a significant portion of the deduction would be 

disallowed under the phase-out rules in 2013, then you may 

be better off taking the deduction in 2012, albeit against a 

lower tax rate. In the case of charitable contributions, another 

risk of deferring contributions to 2013 is that Congress 

could always eliminate the deduction at fair market value 

for contributions of appreciated property. Certain itemized 

deductions, such as state income taxes, are not deductible 

for purposes of computing the AMT, so you are better off 

paying those kinds of expenses in a year where you have 

less exposure to the AMT.

Conclusion

While other changes to the income tax law also will take 

effect in 2013, the ones summarized above are the most 

significant for higher-income taxpayers. If you would like 

our assistance in evaluating your particular situation and 

determining your best course of action, please feel free to 

contact us.   
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