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MARKET TREND: The potential for higher income and 
transfer taxes looms large as year-end approaches and 
legislative uncertainty continues. These projected tax 
increases will not only impact high net worth individuals but 
also closely-held business owners and upper middle-class 
taxpayers (e.g., annual income of $200,000 or more and 
estates greater than $2 million) who have been previously 
shielded by high transfer tax exemptions and low tax rates on 
investment income. 
 
SYNOPSIS: As we move into the last quarter of 2012, clients 
will have many questions about what could happen if 
Congress fails to act. Below is a “cheat-sheet” summarizing 
important tax changes facing individuals if Congress cannot 
reach agreement on tax reform. Potential areas of significant 
impact include: (1) capital gains; (2) passive investment 
income, particularly dividends; and (3) estates and lifetime 
gifts. 
 
TAKE AWAY: Given the current uncertainty and the potential 
for significant tax increases, client planning for 2013 will 
require substantial financial analyses based on various 
projected tax scenarios. Clients should begin working with 
advisors now to review their potential tax liabilities and 
evaluate where life insurance planning can help manage their 
exposure. Key questions for clients will include: 
• What is my exposure (am I near specified income or wealth 
thresholds)? 
 
• Do I have opportunities to accelerate income or gain 
recognition in 2012 or defer deductions to 2013? 
 
• As a business owner, can I reduce the tax on income or gain 
attributable to my company (e.g., payment of corporate 
dividends, sale of equity interests)? 
 



• Should I restructure my investment portfolio to increase 
exposure to growth and/or tax-exempt investments, rather 
than income producing assets? 
 
• How can the tax-deferral features of annuity and/or life 
insurance products assist in portfolio adjustments and the 
management of my potential tax exposure? 
 
A sample client letter discussing these issues is attached. 
 
Despite much activity prior to the August recess, Congress did not reach 
agreement on the extension of the individual income and transfer tax 
provisions set to expire on January 1, 2013. As we move into the last 
quarter of 2012, clients will have many questions about what could 
happen if Congress fails to act and what they can do to mitigate their 
exposure. We note that it is highly likely that Congress will take some 
action on several, if not all expiring provisions before of effective as of 
year-end. Nonetheless, the following provides a “cheat-sheet” of 
important tax changes and rate increases facing individuals if Congress 
cannot reach agreement on a tax reform or extension plan. 

Click here to view a chart of potential individual tax changes in 2013 

POTENTIAL IMPACT 
 
If these tax changes take effect in 2013, clients near the specified 
thresholds could pay significantly more in annual taxes. For example, if a 
married couple, who files jointly, has $500,000 of MAGI comprised of 
$100,000 of net capital gain and $400,000 of wages, they could pay over 
$23,000 in additional taxes after application of the new health 
care taxes and expiration of current income tax provisions.3  
 
Health care and rising income taxes are far from the only concern. 
Individuals with estates between $1 and $5 million and married couples 
with estates between $2 and $10 million could suddenly face federal 
estate tax exposure and corresponding estate liquidity issues in 2013. The 
loss of estate and gift tax exemption portability between spouses will 
exacerbate this exposure for married couples who have not implemented 
proper estate planning. For example, assume a married couple has a 
combined taxable estate of $10 million, comprised primarily of their 
ownership in a small family business. The couple’s current plan leaves the 
predeceasing spouse’s estate outright to the surviving spouse. Neither 
spouse has used any of his or her federal gift tax exemption.  
 
If both spouses died in 2012 (and assuming a proper portability election), 
the couple’s combined federal estate tax liability would be $0, since the 
surviving spouse could apply both his or her $5.12 million federal estate 
tax exemption plus that of the predeceased spouse (for a total available 
exemption of $10.24 million). If these spouses die in 2013, however, the 

http://c3365746.r46.cf0.rackcdn.com/1stpage.pdf


surviving spouse’s estate will pay $4.8 million in estate taxes due to 
application of a higher federal estate tax rate, a decreased exemption 
amount, and the loss of exemption portability. Even with planning to 
ensure use of the predeceased spouse’s estate tax exemption, this couple’s 
total federal estate tax bill would still exceed $4.25 million in 
2013. The estate could be forced to sell the family business to generate 
the liquidity needed to cover the estate tax payment.  
 
WHERE INSURANCE PLANNING COMES IN 
 
Rising Interest in Annuities. In a potentially rising income tax rate 
environment with continued economic uncertainty, the income tax-
deferred investment growth and income stream provided by annuities will 
become increasingly attractive. Through the acquisition of deferred 
annuities, a client also can control the timing of income recognition, 
which can help manage both income and Medicare tax exposure. If a 
client expects to have lower income and net investment income in the 
future, a deferred annuity can delay the receipt and recognition of income 
until later years when the client may expects income levels below the 
applicable thresholds. 
 
Additional Need for Life Insurance. Life insurance can provide much of 
the same tax-deferral benefits as an annuity, but with the added 
advantage of the income tax-free payment of death benefits. Investments 
in a life insurance policy will grow, free of exposure to income tax and the 
Medicare tax. Assuming the policy is not a modified endowment contract, 
a client can make withdrawals of cash value, up to his or her investment in 
the contract, without incurring either income tax or Medicare tax. There 
may be a dramatic shift to high cash value and private placement products 
if the tax rates rise.  
 
Further, as illustrated, without Congressional intervention, many more 
households will be exposed to federal estate tax. These families, 
particularly those who have wealth concentrated in closely-held family 
businesses, will have a substantial need for liquidity planning. Acquiring 
life insurance through a properly structured trust can provide a vehicle to 
use the increased gift and GST tax exemptions available in 2012, protect 
the insurance death benefit from future estate taxes, offer a source of 
liquid fund for estate tax liabilities, all while continuing to provide income 
to a spouse during the spouse and client’s lifetime.  
 
• Example: Spousal Lifetime Access Trust (SLAT) with Life Insurance. A 
client creates an irrevocable trust for the benefit of his spouse, during her 
life, with the remainder passing to descendants. Client funds the trust 
with $5.12 million, applying his gift and GST tax exemptions. The trust 
acquires a life insurance policy on the client with a $5 million death 
benefit and a cash value component. When appropriate, the trust can 
choose to take policy loans or withdrawals to supplement or support 
distributions to the spouse, if needed. Potential benefits include:  



 
o The trust likely will be a grantor trust for income tax purposes. 
Investment in the life insurance policy minimizes the income and health 
care tax burdens to the grantor. 
 
o Growth within the policy, and policy loans and withdrawals (up to basis 
in the contract) should be income and Medicare-tax free. 
 
o The gift to the SLAT uses the client’s $5.12 million exemption but still 
allows flexibility for the spouse to benefit from the funds, if needed, 
during life. 
 
o The $5 million death benefit is protected from estate and GST tax, a 
potential savings of $1 million assuming reinstatement of a top 55% rate. 
 
Sophisticated Planning Needs. Higher effective tax rates on earned 
income and investment will further drive the need for tax-deferral 
planning using life insurance. Deferred compensation plans likely will 
become more desirable for high wage earners seeking to mitigate the 
impact of high income tax rates and the increased burden of the Hospital 
Insurance Tax.  
 
We likely will also see increased inquiries regarding tax-deferral planning 
with private placement annuity and life insurance products. Holding 
investments that are often taxed at the highest income tax rates (e.g., 
private equity funds, hedge funds, commodity funds, high-yield taxable 
bonds, etc) through the investment account of a properly structured 
private placement product can defer income recognition for both income 
tax and Medicare tax purposes. For example, assume a client with MAGI 
well in excess of the set Medicare tax threshold has $5 million invested in 
a tax-inefficient fund (i.e., subject to tax at short-term capital gains or 
ordinary income rates. If the fund generates a net taxable return of 
$400,000 in 2013 (8%), the client could owe up to $178,400 in combined 
income and Medicare taxes (44.6% x $400,000). If the investment is 
through a private placement variable annuity account, however, the client 
could defer the taxes until he or she receive an annuity payment or 
surrenders the annuity contract.  
 
SAMPLE CLIENT LETTER 
 
“Dear Client, 
 
Under current law, 2013 will bring with it numerous tax law changes that 
could significantly increase your federal income, capital gains 
and/or estate tax exposure next year. Without the enactment of 
new federal legislation, the following tax changes will take effect on 
January 1, 2013: 
 
• A new 3.8% Medicare tax on the “net investment income,” including 



dividends, interest, and capital gains, of individuals with income above set 
thresholds (e.g., $250,000 - married; $200,000 - single). 
 
• 0.9% increase (from 1.45% to 2.35%) in the employee portion of the 
Hospital Insurance Tax on wages above set thresholds (e.g., $250,000 - 
married; $200,000 - single). 
 
• Increases in the top two ordinary income tax rates (33% to 36% and 35% 
to 39.6%), the capital gains rate (15% to 20%), and the tax rate on 
qualified dividends (15% to a top marginal rate of 39.6%). 
 
• Reinstatement of personal exemption phase-outs and limits on itemized 
deductions for high-income taxpayers (effectively increasing tax rates by 
1.2%). 
 
• Reinstatement of higher federal estate and gift tax rates and lower 
exemption amounts. 

 
If these changes take effect, the maximum individual tax rates in 2013 
could be as high as follows: 
 

  

These potential tax increase specifically concern individuals near 

the specified thresholds (e.g., income over $200,000 ($250,000 

for couples) or net worth in excess of $1 million ($2 million for 

couples)), particularly in the areas of: (1) capital gains; (2) 

passive investment income, especially dividends; and (3) estates 

and lifetime gifts.   

 Thus, when evaluating your yearend financial and tax planning, please 
consider these critical questions: 
 
• What is my potential tax exposure (am I near specified income or wealth 
thresholds)? 
 
• Do I have opportunities to accelerate gain or income in 2012 (e.g., sales 
of appreciated property or business interests, Roth IRA conversions, 
potential acceleration of bonuses or wages) or to defer deductions to 2013 
(e.g., payment of medical expenses, timing of charitable deductions, etc.)? 
 
• Should I restructure my investment portfolio to increase exposure to 
growth assets and/or tax-exempt investments, rather than income 
producing assets? 
 



• How can the tax-deferral features of annuity and/or life insurance 
products assist in portfolio adjustments and management of my potential 
tax exposure? 
 
The potential benefit to you of any particular tax planning opportunities 
will require a thorough financial analysis based on a variety of projected 
tax scenarios, which should be undertaken soon in order to avoid the 
confusion and concern often associated with last-minute planning. We can 
assist you in this process and help you to lay the groundwork for year-end 
planning in the event these anticipated tax hikes become a reality.  
 
Please contact us if you have any questions or to set up a time to discuss 
these important developments." 

1 Beginning in 2013, in accordance with Internal Revenue Code §68, itemized deductions must be reduced 

by the lesser of (i) 3% of excess adjusted gross income over the threshold or (ii) 80% of the itemized 

deductions (e.g., charitable contributions).  

2 In the case of the GST tax, the 55% applies at a flat rate, and the $1 million GST tax exemption would be 

indexed for inflation from 1998. 

3 The examples and calculations provided are for illustrative purposes only and do not reflect all items of 

income, credits, deductions, etc. necessary to perform an exact calculation of a taxpayer’s estimated tax 

liability.  

 

 

In order to comply with requirements imposed by the IRS 
which may apply to the Washington Report as distributed or as 
re-circulated by our members, please be advised of the 
following: 
 
THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO 
BE USED, AND IT CANNOT BE USED, BY YOU FOR THE 
PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 
IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to 
be a “marketed opinion” within the meaning of the IRS 
guidance, then, as required by the IRS, please be further 
advised of the following: 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 
MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, 
BASED ON THE PARTICULAR CIRCUMSTANCES, YOU 
SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX 

ADVISOR.   
  

 


