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Circular 230 Disclaimer

* This presentation is a general discussion of tax related matters
and should not be construed as legal, tax, financial, or
investment advice. No action should be taken on the basis of
this presentation without consulting an attorney, CPA, or other
personal advisor.

= Any tax advice in this handout is an informal opinion based on
the information contained herein.

" The advice and presentation are not intended or written to be
used for the purpose of avoiding tax penalties and cannot be
used for that purpose. ( J
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5 Recent Tax Developments for
Wealthy Taxpayers

= 39.6% top tax rate

= 20% capital gains tax rate
= 3.8% Medicare surtax

" 0.9% Medicare payroll tax

= Reduction of itemized deductions and personal exemptions

[4)




Planning After American Taxpayer
Relief Act (ATRA)

= Higher income taxpayers face a possible 39.6% marginal tax on
their wages, if 2016 earnings are greater than $415,050 for
single filers and $466,950 for married couples filing jointly.

" These same top taxpayers pay 20% on their long-term capital
gains. Short-term capital gains continue to be taxed at
ordinary income tax rates.

= ATRA made the gift and estate tax exemption ($5.45 million in
2016) permanent and inflation-adjusted. Gifts and estates
above the exemption are taxed at 40% rate.




Different Income Thresholds for Top Taxes
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Importance of Medicare Surtax

" The 3.8 % Medicare surtax, a pivotal provision of the 2010
Patient Protection and Affordable Care Act, took effect on
January 1%, 2013.

= Recent surtax raises the marginal income tax rate for affected
taxpayers. Thus, tax-conscious investment management is
pivotal for fiduciaries and higher-income taxpayers.

Higher income and investment taxes for top wage earners
Compressed income tax threshold for estates and trusts




Personal Income Subject to Surtax

* The amount subject to 3.8% Medicare surtax varies depending
on whether the taxpayer is an Individual OR a Trust or Estate.

= For individuals, the amount is the lesser of
1. Net investment income OR the

2. Excess of a taxpayer’s modified adjusted gross income (MAGI)

over an applicable threshold amount based on the taxpayer’s
filing status.

= A taxpayer in the 39.6% tax bracket — the highest marginal
income tax rate in 2015 and 2016 — could have a marginal
rate of 43.4% on net investment income. ( g J




Applying Medicare Surtax — Married Filing Jointly
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Solutions to Applying Medicare
Surtax — Married Filing Jointly

= Tom & Kim — They will pay the 3.8% Medicare tax on
S75,000. This is the lesser of Net Investment Income
(5125,000) or the AGI in excess of the threshold amount
(5325,000 - $250,000 or $75,000). Thus, they pay $2,850
Medicare contribution tax (3.8% X $75,000).

= Ray & Mary — They will pay the lesser of the Net
Investment Income (S0) or AGI in excess of threshold
amount ($300,000 - $250,000, or $50,000). Thus, they
pay SO Medicare surtax.




Types of Net Investment Income
Subject to Surtax

= Taxable Interest and Dividends

" Long- and short-term capital gains

= Rents & Royalties

= Taxable income from non-qualified investment annuities

= Taxable income from passive activities in trade or business

= Certain income from trading commodities




Types of Net Investment Income Not
Subject to Surtax

Salary, wages, and bonuses. Includes self-employment income
Business Income from an active trade or business

Gain on sale of active interest in a partnership or S corporation
IRA, Roth IRA, and qualified plan distributions

Social Security income

Life insurance proceeds

ltems otherwise excluded or exempt from income under tax law, such as ( 12 J
interest from municipal bonds and capital gains excluded (IRC 121)




Reducing Exposure to Surtax for
Individuals

Tax-exempt bonds

Tax-deferred annuities

Life Insurance

Index funds OR buy and hold investment strategies
Above-the-line deductions

Capital loss harvesting

Timing of Qualified Plan and IRA Distributions

Creating material participation in passive activities




Consider Investing in Tax-Free
Municipal Bonds to Reduce Surtax

= Add or increase tax-exempt bond investments, as they will not
produce or increase either Net Investment Income OR MAGI.

= As marginal tax rates increase, tax-free municipal bonds are
generally more attractive since the tax equivalent yield for
taxpayers in higher brackets increases.

TAX EQUIVALENT YIELD ON MUNICIPAL BOMDS

Municipal bond yield 2016 highest rate (43.4%:)
3.5% &.18%
4.0% 7.0/M%

4.5% £.95%




Maximizing Above-the-Line Deductions

= Exclusions and above-the-line deductions can lower MAGI and
potentially reduce the Medicare surtax.

= Maximize these above-the-line deductions to lower MAGI:
1. Contributions to qualified retirement plans
2. Individual Retirement Account (IRA) deductions
3. Health Savings Account (HSA) deductions
4. The deductible portion of the self-employment tax
5. Student loan interest deduction
6. Educator expenses




[t's All About the Asset Location

" |Invest tax-efficiently to maximize tax-saving benefits.

Hold tax-inefficient assets (corporate bonds and real estate) in
tax-deferred accounts and tax-efficient investments (growth
index fund and short-term bond fund) in taxable accounts.

= Use tax-advantaged accounts to rebalance asset allocation or
sell holdings that have had significant gains.

Approximate Tax Efficiency Ranking for Major Asset Classes
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Capital Loss Harvesting to Lower Surtax

= Capital loss harvesting has been a favorable strategy for
netting out capital gains at the end of a tax year.

= Capital losses can be carried forward to subsequent years and
deducted against capital gains and up to $3,000 of other kinds
of investment income.
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Planning with Retirement Income
Distributions

= Taxable payments from Social Security, traditional IRAs, and
qualified retirement plans are NOT subject to the Medicare
surtax, but retirement income CAN RAISE AGI in a way that
subsequently exposes other investment income to this tax.

= Hypothetically, required minimum distributions from a
traditional IRA can create as much as a 43.4% effective tax on
IRA distributions (39.6% income tax + 3.8% surtax on
investment income created by distributions).




Timing Qualified Plan and IRA
Distributions

= Shifting some or all of traditional IRA or qualified plan assets to
Roth accounts over time could control the taxable income clients
recognize in any one yeat.

= Be aware of transactions, such as the sale of highly appreciated
assets or a large Roth IRA Conversion, that may increase overall
income above $200,000 ($250,000 for couples) MAGI threshold.

= Roth IRA conversion income will count toward MAGI.

= Roth IRA distributions are not included in net investment income.
Withdrawals from Roth and Roth 401(k) plans are also excluded
from MAGI. ( 19 J




Reducing 3.8% Surtax with Roth
IRA Conversion

= This strategy can be worthwhile for clients who expect
income to rise above MAGI thresholds later in retirement
years when they will be taking Social Security and
qualified plan withdrawals.

= Do projections to make sure Roth IRA Conversion
provides an overall economic benefit.

= Example — John is a single taxpayer with $200,000 of Net
Investment Income and distributions of $100,000 per
year from his Traditional IRA. How much surtax would
John save if he does a full Roth IRA Conversion in 20167




Solutions to Reducing 3.8% Surtax
with Roth IRA Conversion

= 2016 Roth IRA Conversion would save John $3,800
(S100,000 * 3.8%) each year beginning in 2016.

= |f he leaves the assets in the Traditional IRA, his Net
Investment Income for 2016 and subsequent years will
be $200,000 and his MAGI will be $300,000.

= Thus, he would have paid 3.8% Medicare surtax on
$100,000 of IRA distribution income every year during
retirement.




NII Tax on Gain of Personal
Residence Sale

= The NII tax will not apply to any amount of gain that is
excluded from gross income for regular income tax purposes.

= |IRC section 121 statutory exclusion exempts the first $250,000
(5$500,000 for married couples) of gain recognized on the sale
of a principal residence from gross income and NII tax.

= Example — Michael, a widower, sells his principal residence
three years after his wife’s death for $1.2 million. His adjusted
cost basis in the home is $800,000. His realized gain on the
sale is $400,000. He earns $75,000 in wages and generates
$75,000 of taxable income from a passive interest in a closely- [ - J
held S corporation. How much surtax does Michael owe?




Solution to Net Investment Income (NII)
Tax on Personal Residence Sale

= Michael’s realized gain on sale is $400,000. Recognized gain
subject to regular income taxes is $150,000 ($400,000 realized
gain less the $250,000 Section 121 exclusion).

= Michael has total NIl of $225,000 ($150,000 recognized gain +
$75,000 NIl from passive interest in S corporation).

= Modified Adjusted Gross Income is $300,000 ($225,000 total
NIl + $75,000 wages) and exceeds the threshold amount of
$200,000 by $100,000. Michael is subject to NIl on the lesser
of $225,000 or 100,000. He owes NIl of $3,800, which is
$100,000 X 3.8% Medicare Surtax. [ o J




Creating Material Participation in
Passive Activities

= The automatic inclusion of rental property in passive activities
does not apply to real estate professionals.

= NIl is investment income reduced by properly allocable
deductions, and investment income includes trade or business
income that is a passive activity with respect to the taxpayer.

= Passive income is subject to the surtax. Losses are disallowed
for passive activities and carried forward to future years.

= Avoid the characterization of an activity as passive to minimize
the 3.8 percent Medicare surtax. An activity is not passive if
the taxpayer materially participates. ( 24 J




Viable Tax-Deferral Techniques

= Tax-deferred annuities can lower the surtax exposure by making
favorable changes in timing of NIl and MAGI, which can be
shifted to years when earnings are reduced (post-retirement).

= Life insurance policies that grow tax-deferred can similarly be
employed to produce smoothing effect on income.

* Cash value withdrawals and loans, up to contract’s basis, will not be

subject to NlII, provided policy is not a Modified Endowment
Contract (MEC).

= Like-kind Exchange defers gain recognition to a low Net
Investment Income year.




Lowering Surtax via Shifting Income

= High earners can gift ordinary income or net income
producing property by outright transfer of assets to family
members in a lower marginal tax bracket.

= Qualified Charitable Distributions (QCDs) of up to $100,000
can be made directly from IRAs to qualified charities for those
age 70 %2 and older. These distributions can help reduce other
income and potentially decrease exposure to 3.8% surtax.




Charitable Planning for Surtax

= Gifting income-producing property outright to a charity can
remove such asset from the taxpayer’s estate and help keep
MAGI below threshold limits.

= Consider gifting highly appreciated stock or property to
charity, rather than selling assets and incurring as high as a
23.8% long-term capital gains tax (20% plus 3.8% surtax).

= For clients who have substantial wealth and specific large
assets, you may employ conventional techniques, such as
charitable remainder trusts (CRTs), charitable lead trusts
(CLTs), and installment sales to defer income and save taxes.




CRTs to Mitigate Surtax

= CRTs are very useful to spread out large current capital gains.
Taxpayer can spread out MAGI over annual CRT payments to
avoid exceeding threshold amount in any tax year.

= Transferring property to a CRT provides your donor client with
an immediate charitable income tax deduction for the present
value of the remainder interest that can offset NII.

= Trust is a tax-exempt entity, and can sell the asset with no
immediate gain recognition.

* Via income recognition timing, family members can benefit by
receiving a level income stream during the CRT term with
distributions passing later to a preferred charity.




Charitable Lead Trusts (CLTs) and
Installment Sale Opportunities

= Ultra high net worth clients should consider non-grantor CLTs
with current low interest rates. The CLT receives a deduction
(IRC 6420©) when it makes its annual distributions to the
charitable lead beneficiary.

= This deduction is allocated between the NIl and excluded
portions of a distribution. In essence, the strategy offsets NI|
against charitable deductions.

= An installment sale is another technique that can spread a
prodigious taxable gain over a period of time to keep MAGI
below the applicable threshold amounts in the year of sale
and all later years.




What Trust and Estate Income is
Subject to Tax?

= Trusts and estates are separate taxable entities that receive
income and pay expenses.

= For trusts and estates, the 3.8% surtax is imposed on the
lesser of

1. Undistributed net investment income OR the

2. Excess of the trust/estate’s adjusted gross income (AGI) over the
dollar amount at which the highest estate or trust income tax
bracket begins.

" Income distributed to the beneficiary of a trust or estate is
generally deductible by the trust or estate and taxable to the
beneficiary under the distributable net income rules. ( 30 J




Specific Trusts Not Subject to Surtax

= A trust, all the unexpired interests of which are devoted to a
charitable purpose

= A trust exempt from tax under IRC Section 501 (c)

= A charitable remainder trust

= A grantor trust

= Most foreign trusts, business trusts, and common fund trusts

= Any other trust statutorily exempt from Subtitle A taxes, such
as health savings accounts and qualified tuition programs.




Calculation of the Amount of Surtax
Payable for Trusts

= Example 1 — A trust subject to the surtax received $26,000 of
dividends in 2016 and made no distributions. How much
surtax is payable?

= Example 2 — Assume the same facts as in Example 1, except
that $13,600 of the trust income was distributed to
beneficiaries. How much surtax is payable?




Solutions to Surtax Payable for
Trusts Examples

= Example 1 — For 2016, the threshold amount is $12,400.
$13,600 is subject to the Medicare surtax (526,000 - $12,400).
3.8% surtax applies to $13,600, which means that the surtax
payable is $516.80 (3.8% X $13,600).

= Example 2 — The trust will pay no surtax because its
undistributed income does not exceed $12,400. The
beneficiaries will add the $13,600 to their own NIl and MAGI.
They may be subject to the surtax depending on NIl and MAGI
amounts on their income tax returns.




Limiting the Surtax with Trust and
Estate Distributions

= Educate clients who are trustees or beneficiaries of an estate
or trust on strategies that will be effective in limiting the new
Medicare surtax. The surtax applies only to the undistributed
NIl of a trust or estate.

= Generally, if income is accumulated, then the income is taxed
to the trust/estate. If income is distributed, then the
trust/estate gets an income tax deduction and beneficiaries
report taxable income.

= Advise trustees to increase NIl distributions to beneficiaries
who are in low income tax brackets, to be taxed at their lower
rates, rather than at the trust/estate rate (39.6% after the
$12,400 threshold is reached). [ =2 J




Caveats for Managing Trust and
Estate Distributions

= Factor in low federal trust and estate tax threshold for income
distributions from trusts.

= Distributions must be consistent with governing instrument
and fiduciary duties.

= Check with fiduciaries for other implications, such as the
possible disadvantages of exposing the allocated assets to a
divorcing spouse or creditor.

= Account for the effects of shifting income on high income
beneficiaries already subject to the surtax.




Suitable Trust and Estate
Investments to Mitigate Surtax

* Reduce capital gains via low turn-over funds and decrease
taxable interest income by utilizing tax-exempt bonds.

= Consider the tax-deferred growth and tax-free death benefit
of life insurance in trusts and estates.
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Devising Strategies for 0.9%
Medicare Payroll Tax

" There is separate 0.9 percent Medicare payroll tax on wages,
including self-employment income, above MAGI thresholds.

Use IRS Form W-4 to have an additional amount deducted from pay
to cover the extra 0.9% tax on amount exceeding income threshold.

= High earning pre-retirees, self-employed individuals, and
employees with substantial company stock benefits should
plan for this additional Medicare tax.

Make projections related to expected income payments
Time cash flows accordingly over the next several years

= Collaborate with clients” employers and tax professionals
when exercising stock options or accelerating income
payments to lessen the impact of high MAGI in subsequent
years when investment income may be high. [ 37 J




Planning for Itemized Deductions

= Medical expenses, investment interest expense, and
casualty or theft losses are itemized deductions
protected from application of the phase-out.

* Home mortgage interest, charitable contributions, and
state and local taxes are unprotected itemized
deductions considered in calculating the phase-out.

= Ultra-wealthy taxpayers are likely to receive the full
benefit of any increase in itemized deductions. The Pease
limitation does not necessarily affect the tax deductibility [ 38 J
of charitable giving.




How Can You Prepare to Mitigate
Top Income Taxes?

= Evaluate proactive income tax minimization techniques in
tandem with the other elements of clients’ overall plans to
determine if they fulfill their immediate and future goals.

= Careful tax projections should be prepared to determine the
potential benefit prior to engaging planning strategies.

= Efficient coordination with estate and tax specialists is
essential to facilitate a continuous strategic plan.

" |nitiate meetings as a team to present timely wealth planning
solutions to your clients in the top tax bracket.

()




Questions? Please Contact Me. Thank You.
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