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Introduction
KPMG’s 2020 Personal Tax Planning Guide provides
information and planning tips to help you make sense
of the complex array of tax laws affecting higher-income
taxpayers and business owners.
The Tax Cuts and Jobs Act—enacted in December of
2017 and referred to herein as the “2017 tax law”—
made massive changes to prior tax law, including many
temporary changes for individuals. A clear understanding
of the key provisions is imperative for business owners
and higher-income individuals to leverage their benefits and
comply with new rules. With the right guidance and due
diligence, family offices and private clients can conduct the
necessary individual, business, and investment planning
to capitalize on opportunities, considering the scheduled
expiration of some key provisions after 2025.
Tax professionals from our Washington National Tax office
have analyzed and distilled these tax laws and recent IRS
guidance to help you efficiently plan for the upcoming
tax season, as you take into account your particular facts
and circumstances. Each chapter in this guide includes
a brief overview of tax rules and planning tips that might
be relevant to you. Note that the rates, discussion, and
analysis in this guide are based on the tax law in place
as of October 1, 2019, and may not reflect changes to
statutory or effective rates or other developments (such as
legislation, administrative guidance, and court cases) after
that date.

What’s new
On the estate planning front, you have an unprecedented
opportunity to reduce your gift, estate, and generationskipping transfer (GST) tax exposure for tax years after
2017, by making gifts that use your lifetime exemption. The
2017 tax law temporarily increased the lifetime gift and
estate tax exemption (as well as the GST exemption) from
$5 million to $10 million. The lifetime exemption continues
to be indexed for inflation; thus, for 2019, an individual
has an $11.4 million exemption ($22.8 million for couples),
and for 2020, it is anticipated that the exemption for each
individual will increase to $11.58 million.
However, unless legislation is enacted extending it, this
increase is scheduled to sunset at the end of 2025, with
the exemption reverting to $5 million per person (as
adjusted for inflation) in 2026. And there is always the
possibility that future legislation might be enacted that
would reduce the enhanced exemption even sooner.
Thus, if not used prior to the sunset (or possible earlier
termination), the benefits of the increased exemption may
be lost. The estate planning chapter in this guide identifies
reasons you should focus on such planning in the near
term and describes strategies you may wish to consider to
utilize the enhanced exemption.
This year’s guide also includes a new discussion of special
issues that may arise in connection with making gifts of
closely held business interests (e.g., valuation challenges,
charitable giving hurdles, and cash flow requirements for
some estate planning techniques). In addition, the guide
highlights a few ways to create sufficient liquidity to pay
estate tax and other debts and expenses at the death of
the owner of a closely held business.
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Another new item mentioned in the guide this year is the
opportunity for individuals living in high-tax states to fund
nonresident nongrantor trusts if income on the transferred
assets would otherwise be subject to tax in the high-tax
state. Creating trusts that are only subject to tax in low-tax
nonresident states has become more viable in some states
as a result of recent court decisions (including the Kaestner
Supreme Court case).
The business planning chapter of the guide includes new
sections on private aircraft expenses, golden parachute
payments rules triggered by a sale of part or all of your
business, and cross-border considerations for foreign
travel expenses. There’s also an explanation of newly
finalized regulations on the 20% qualified business income
deduction.
Finally, there is a new section on the Qualified Opportunity
Zone (QOZ) program. The QOZ program offers investors
not only potentially significant tax benefits but also
potential opportunities to improve and enhance the
economic condition of our most underserved communities.
As discussed in this guide, the proposed regulations
released this year appear to answer many (though certainly
not all) of the questions taxpayers have been asking,
and provide some welcome flexibility to investors and
developing zone-based businesses that want to take
advantage of the QOZ incentives.

Legislative outlook
Of course, there is always the possibility of further
legislative changes to the taxation of higher-income
taxpayers and business owners in the future. Although it
does not seem likely that the current Congress and White
House would agree to legislation that would roll back major
benefits of the 2017 tax law before the next elections,
keep in mind that the legislative landscape is dynamic
and inherently unpredictable. As a result, it is important
to monitor legislative activity – including a bill recently
approved by the House Ways and Means Committee that
would accelerate the sunset date for the 2017 tax law’s
increased estate, gift, and GST lifetime exemption amount
to offset the revenue costs associated with extending
various expired and expiring tax incentives.
And in the run-up to the November 2020 elections, the
various presidential candidates are expected to continue
releasing campaign proposals, including tax proposals
relevant to individuals and business owners. Plus, the fate
of the 2017 tax law’s temporary provisions—including the
changes to the individual rate structure, the limit on the
SALT deduction, the qualified business income deduction,
and the changes to the estate and gift rules—need to be
addressed (one way or the other) prior to their scheduled
expiration. Thus, future changes could be on the horizon,
with the details uncertain, making long-term planning
challenging.
You can stay tuned to the unfolding implementation of
the 2017 tax law, as well as relevant future legislative
developments, by checking KPMG LLP’s U.S. Tax Reform
and TNF-Legislative Update sites.

© 2019 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved. The KPMG name and
logo are registered trademarks or trademarks of KPMG International. NDPPS 879633

© 2019 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved. The KPMG name and
logo are registered trademarks or trademarks of KPMG International. NDPPS 879633

2020 Personal Tax Planning Guide

5

© 2019 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member
firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved. The KPMG name and
logo are registered trademarks or trademarks of KPMG International. NDPPS 879633

Chapter 1

Individual income tax planning
Tax rates for 2019

The United States imposes a progressive system of federal
income tax with seven rate brackets which range from
10% to 37%. The highest rate of 37% is applicable to
individual income in excess of certain thresholds; for 2019,
those thresholds are $612,350 for married couples
filing jointly, $510,300 for single taxpayers, $306,175 for
married couples filing separately, and $510,300 for heads
of household.

Because short-term capital gains (those earned on assets
held for less than one year) are taxed as ordinary income,
taxpayers subject to the 37% income tax rate will also pay
that rate on short-term capital gains.
Long-term capital gains are subject to tax at either 0%,
15%, or 20% depending upon a taxpayer’s filing status and
taxable income.
A series of tables detailing income tax rates for 2019 and
other key figures is included below.

Deductions, exemptions, and other threshold amounts

2018

2019

Single

$12,000

$12,200

Married filing joint return and surviving spouse

$24,000

$24,400

Married filing separate return

$12,000

$12,200

Head of household

$18,000

$18,350

Married or surviving spouse

$1,300

$1,300

Single or head of household

$1,600

$1,650

$1,050

$1,100

$350

$350

Personal exemptions

N/A

N/A

Single

N/A

N/A

Married filing joint return and surviving spouse

N/A

N/A

Married filing separate return

N/A

N/A

Head of household

N/A

N/A

Standard deductions

Additional deduction for over 65 or blind

If taxpayer can be claimed as dependent of another, greater of …
Or earned income plus …

2018

2019

AGI limits for itemized deductions
Casualty loss
Medical expenses
Miscellaneous itemized deductions

1

10%

10%1

7.50%

10.00%

N/A

N/A

 lthough the 10% of AGI limitation continues to apply for tax years 2018 through 2025, the personal casualty
A
loss deduction is only available for casualty losses incurred in a federally declared disaster.
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Alternative minimum tax exemptions
Exemption amounts
Married filing joint return or surviving spouse
Single or head of household
Married filing separate return
Child subject to “kiddie tax”: earned income plus
Exemption phase out equals 25% of AMTI less
Married filing joint return or surviving spouse
Single or head of household
Married filing separate return

$109,400

$111,700

$70,300

$71,700

$54,700

$55,850

$7,600

$7,750

$1,000,000

$1,020,600

$500,000

$510,300

$500,000

$510,300

$191,100
$95,550

$194,800
$97,400

$128,400

$132,900

OASDI rate

6.20%

6.20%

Medicare rate

1.45%

1.45%

2.35%

2.35%

12.40%

12.40%

2.90%

2.90%

3.80%

3.80%

28% AMT tax bracket
For married filing separate return
Social security taxes
OASDI maximum wage base2

Rate for compensation over threshold amount

3

OASDI rate (self-employed)
Medicare rate (self-employed)
Rate for self-employment income over threshold

4

Capital gains
Tax rates on long-term capital gain and qualified dividends
2018

Single

Married filing jointly Married filing separately Head of household

0% if taxable income is less than

$38,600

$77,200

$38,600

$51,700

15% if taxable income is less than

$425,800

$479,000

$239,500

$452,400

2019
0% if taxable income is less than

$39,375

$78,750

$39,375

$52,750

15% if taxable income is less than

$434,550

$488,850

$244,425

$461,700

20% if taxable income is over the above amount
Other capital gains
Unrecaptured depreciation on real estate

25%

25%

Most collectibles

28%

28%

Small business stock

28%

28%

$250,000
$500,000

$250,000
$500,000

Exclusion for gain on principal residence
Exclusion for gain on principal residence—married filing joint return

2

U.S. Social Security Administration, Contributions and Benefit Base https://www.socialsecurity.gov/OACT/COLA/cbb.html.

3

See discussion of 0.9% additional Medicare tax in Chapter 7, Calculating self-employment taxes.

4

See discussion of 0.9% additional Medicare tax in Chapter 7, Calculating self-employment taxes.
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2019 tax rate tables5
Married individuals filing joint returns and surviving spouses
If taxable income is:

The tax is:

Not over $19,400

10% of the taxable income

Over $19,400 but not over $78,950

$1,940 plus 12% of the excess over $19,400

Over $78,950 but not over $168,400

$9,086 plus 22% of the excess over $78,950

Over $168,400 but not over $321,450

$28,765 plus 24% of the excess over $168,400

Over $321,450 but not over $408,200

$65,497 plus 32% of the excess over $321,450

Over $408,200 but not over $612,350

$93,257 plus 35% of the excess over $408,200

Over $612,350

$164,709.50 plus 37% of the excess over $612,350

Unmarried individuals (other than surviving spouse and heads of households)
If taxable income is:

The tax is:

Not over $9,700

10% of the taxable income

Over $9,700 but not over $39,475

$970 plus 12% of the excess over $9,700

Over $39,475 but not over $84,200

$4,543 plus 22% of the excess over $39,475

Over $84,200 but not over $160,725

$14,382.50 plus 24% of the excess over $84,200

Over $160,725 but not over $204,100

$32,748.50 plus 32% of the excess over $204,100

Over $204,100 but not over $510,300

$46,628.50 plus 35% of the excess over $204,100

Over $510,300

$153,798.50 plus 37% of the excess over $510,300

Married individuals filing separate returns

5

If taxable income is:

The tax is:

Not over $9,700

10% of the taxable income

Over $9,700 but not over $39,745

$970 plus 12% of the excess over $9,700

Over $39,745 but not over $84,200

$4,543 plus 22% of the excess over $39,475

Over $84,200 but not over $160,725

$14,382.50 plus 24% of the excess over $84,200

Over $160,725 but not over $204,100

$32,748.50 plus 32% of the excess over $160,725

Over $204,100 but not over $306,175

$46,628.50 plus 35% of the excess over $204,100

Over $306,175

$82,354.75 plus 37% of the excess over $306,175

These tables are based on information found in Rev. Proc. 2018–57.
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Heads of households
If taxable income is:

The tax is:

Not over $13,850

10% of the taxable income

Over $13,850 but not over $52,850

$1,385 plus 12% of the excess over $13,850

Over $52,850 but not over $84,200

$6,065 plus 22% of the excess over $52,850

Over $84,200 but not over $160,700

$12,962 plus 24% of the excess over $84,200

Over $160,700 but not over $204,100

$31,322 plus 32% of the excess over $160,700

Over $204,100 but not over $510,300

$45,210 plus 35% of the excess over $204,100

Over $510,300

$152,380 plus 37% of the excess over $510,300

Determining your filing status

One of the first considerations when you file your tax
return is designating your filing status. Although this
selection may seem straightforward, in some instances
you have choices. There are four filing statuses: single,
married filing jointly (including surviving spouses),
married filing separately, and head of household.
Filing joint returns
Married individuals must file as either married filing jointly
or married filing separately. Marital status is determined as
of the last day of the tax year; if individuals are married on
the last day of the year, they are treated as married for the
whole year. When divorce proceedings have been initiated,
individuals are treated as still married until a final decree
of divorce has been issued; couples who are living apart
under an interlocutory decree are treated as still married.
To file a joint return, both spouses must generally
be U.S. citizens or residents for the entire year.
Otherwise, married-filing-separate status must be used.
Certain elections are available to enable filing a joint return
for a couple that wouldn’t otherwise qualify because either
spouse was not a full-year U.S. resident.
Filing separately or jointly
The changes introduced by the 2017 tax law for tax years
2018 through 2025 have substantially reduced the impact
of the “marriage penalty” which, in certain situations,
had the effect of causing two individuals to pay more
tax as a married couple than they would have had they
remained unmarried.
Under the prior law, a couple filing their return as married
filing jointly would pay more income tax than they would
as two single individuals. This was because the tax rate
brackets applicable to married couples filing jointly were
less than double the tax rate brackets for single individuals.
For tax years 2018 through 2025, except for the top tax
bracket, the married filing jointly tax brackets are double
the single tax brackets, so the marriage penalty will only
apply to couples whose combined taxable income is in
excess of $612,350.

Instead of filing a joint return, you and your spouse may
file separate returns on which you would each report only
your own income and claim only your own deductions
and exemptions. If married, you should compute your tax
liabilities both jointly and separately to determine which
method will result in less tax.
Planning tip:
Note that if you file separately, you may not claim
certain benefits, including the credit for the elderly
and disabled, the child and dependent-care credit,
and the earned income credit. Your ability to
contribute to a Roth IRA may also be limited.
All of these factors should be taken into consideration
by married individuals in deciding whether to file jointly
or separately.
Filing as head of household
Individuals who qualify to file as “head of household”
are entitled to a higher standard deduction and lower
tax rates than individuals who file using single status,
although the difference in tax rates between single and
head of household status will be significantly less for tax
years 2018 through 2025 than it was in previous years.
To qualify as head of household:
—— You must be unmarried (or treated as unmarried)
and not a surviving spouse at the end of the tax year.
—— Your home must serve as the principal place of abode
for more than half of the year for either an unmarried
child, grandchild, or stepchild; a married child, grandchild,
or stepchild who qualifies as a dependent; or another
relative who qualifies as a dependent.
—— You must contribute more than half of the cost of
maintaining the household, including property taxes,
mortgage interest, rent, utility charges, upkeep charges,
property insurance, domestic help, and food. These
costs do not include clothing, education, medical and
transportation expenses, vacations, or life insurance.
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Filing as surviving spouse
If you are a widow or widower, you may file a joint return
with your deceased spouse for the year in which he or she
died, provided that you do not remarry within that year.
If you do remarry within that time, you may file jointly with
your new spouse if all other requirements are met.
Generally, a surviving spouse with dependent children is
entitled to file a return using the tax tables for joint filers
for the two years following the year in which his or her
spouse died.

Income tax deductions

Personal exemption
The 2017 tax law suspends the deduction for personal
exemptions for the 2018 through 2025 tax years. For some
taxpayers, this will be offset by the significant increase in
the amount of the standard deduction, the increase in the
child tax credit from $1,000 to $2,000 per qualifying child
and the provision of a new $500 nonrefundable credit for
dependents other than qualifying children. The child tax
credit is explained in greater detail in Chapter 4.
Standard deduction
The standard deduction is a specified dollar amount, based
on your filing status, which reduces the income on which
you are subject to tax. In general taxpayers can choose
whether to claim the standard deduction or itemized
deductions (discussed below). However, you are not
entitled to the standard deduction if you:
1. are a married taxpayer who files separately and whose
spouse itemizes deductions
2. are not a U.S. citizen or resident for the full year
3. file for a period of less than 12 months due to a change
of accounting period.
The standard deduction amounts for all categories of
taxpayers were significantly increased by the 2017 tax law.
For 2019, the standard deduction will be:
—— $12,200 for a taxpayer filing as single or married
filing separately
—— $18,350 for a taxpayer filing as head of household
—— $24,400 for taxpayers filing as married filing jointly and
surviving spouses.
The increase in the standard deduction introduced by
the 2017 tax law, in conjunction with the repeal of many
itemized deductions (discussed below), is intended to
significantly reduce the number of taxpayers who itemize
their deductions and thus to simplify the tax return
preparation process.
For the elderly or blind
An additional standard deduction is available to taxpayers
who are elderly or blind. The additional deduction amounts
are $1,650 for single filers and heads of household,

and $1,300 for married taxpayers (whether filing jointly or
separately) and qualifying widows and widowers. Note that
these additional amounts are cumulative. Thus, married
taxpayers filing jointly who are both over 65 and blind could
claim four additional deduction amounts.
Itemized deductions
The 2017 tax law makes significant changes to the scope
of itemized deductions available to individual taxpayers.
Under prior law many individual taxpayers were able
to claim itemized deductions to decrease their taxable
income. The 2017 law contains a number of provisions that
suspend or modify these deductions. As a result, many
taxpayers who previously itemized their deductions may
now find it more beneficial to claim the standard deduction.
State and local income tax deductions
Under the 2017 law, for tax years 2018 through 2025,
itemized deductions for state and local income taxes,
property taxes, and sales taxes are limited to $10,000 in
the aggregate. This cap is not indexed for inflation. The cap
does not apply to personal or real property taxes incurred
in carrying on a trade or business or otherwise incurred for
the production of income.
In addition, foreign real property taxes, other than those
incurred in a trade or business (such as a rental activity)
are not deductible to any extent.
Under prior law, state and local property taxes and either
state and local income or sales taxes were generally
deductible in full (subject to the phase out applicable to
taxpayers whose income exceeded prescribed thresholds)
and constituted some of the most significant reductions to
taxable income. However, the 2017 cap on such deductions
will cause many individuals to claim the standard deduction
rather than itemize. If you live in a state that imposes
relatively high state income taxes it is likely that you will
see a significant impact from the imposition of this cap and
it may cause your tax liability to increase notwithstanding
the overall reduction in tax rates.
Interest deductions
Interest deductions fall into one of five categories—investment
interest, home mortgage interest, trade or business
interest, passive activity interest, or personal interest—
depending on the context in which you borrow the funds
or the manner in which you use the proceeds. To maximize
the tax benefit of your interest deduction, you must
understand the type of interest expense for which you are
planning. Depending on how you characterize interest, you
may be subject to different deduction limitation rules and
various restrictions.
If you report your income on a cash basis (as most
individuals do), you may not deduct any accrued but unpaid
interest. Likewise, you normally cannot deduct interest
paid before it is accrued (prepaid interest). Under most
circumstances, you may defer an interest expense
deduction until you pay the interest.
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Investment interest
Investment interest, as a rule, is any interest you incur
to buy or carry investment property—property that
produces portfolio-type income such as dividends, interest,
annuities, and royalties not derived in the ordinary course
of a trade or business. You cannot deduct more than
your net investment income (investment income less
investment expense). Investment interest that is not fully
deductible in the current year may be carried over to the
following year and remains subject to the limitation of net
investment income
Home mortgage interest
The 2017 tax law made significant changes to the
deductibility of home mortgage interest that are especially
likely to affect you if you purchase a new home during the
years 2018 through 2025 and incur a mortgage to finance
the purchase.
Under prior law, qualified residence interest could be
claimed as an itemized deduction, subject to certain
limitations. Qualified residence interest included
interest paid on debt incurred to acquire, construct or
substantially improve your principal or second residence
(“acquisition indebtedness”), and also interest on home
equity indebtedness, without regard to how the proceeds
of the home equity debt were used (except for purposes of
the alternative minimum tax—AMT).
Under the old law, qualified residence interest was
deductible on up to $1 million of acquisition indebtedness.
For the tax years 2018 through 2025, interest on acquisition
indebtedness remains deductible but the amount of debt
that qualifies as acquisition indebtedness is reduced from
$1 million to $750,000. Any debt you may have incurred
before December 15, 2017 is “grandfathered” and thus
not affected by this reduction. Also, any debt you may have
incurred before that date but refinanced later continues
to be covered by the prior rules provided the amount
of the debt does not exceed the amount refinanced.
However, if you are considering moving from your home
during the years 2018through 2025 and financing the
purchase with a new mortgage, the reduced deduction for
home mortgage interest is likely to affect you.
Interest on home equity loans may also be deductible
but the amount of the loan is subject to the thresholds
discussed above. Additionally, the proceeds of the home
equity loan must be used to buy, build or substantially
improve the home that is securing the loan. Interest on a
home equity loan that was used for personal expenses,
such as vacation expenses or to pay off a credit card
balance, is not deductible.

Trade or business interest
In most instances, you may deduct interest you incur in
connection with a trade or business. However, the 2017 tax
law contains provisions that may disallow all or a portion of
such business interest expense.
You also may be able to deduct interest expense related to
amounts you borrow personally and contribute to a trade
or business. However, you must trace the indebtedness
to the trade or business using the interest allocation rules.
To the extent you do not materially participate in the trade
or business, the deductions may be suspended under the
passive loss rules.
Passive activity interest
A passive activity is any business activity in which you
do not materially participate. Most rental activities are
also considered passive activities. Deductions for passive
losses are limited to passive income. Special rules apply
for taxpayers who perform more than half their personal
services, and more than 750 hours of such services,
for real property trades or businesses in which they
materially participate (see Chapter 2 for further discussion
of passive activity rules and the exception applicable to real
estate professionals).
Personal interest
Personal interest is any interest that does not fall into
one of the other four categories. This includes interest
on credit cards, personal loans, automobile loans,
and tax underpayments. You cannot deduct your personal
interest expense. Interest on qualified education loans is
deductible, subject to certain limitations.
Keeping track of loan proceeds
As a general rule, how and when you spend the proceeds
of a loan will determine whether you receive a deduction.
When you use the proceeds of a loan for multiple
purposes, you must trace the amounts and allocate them
accordingly. The burden of proof on tracing loan proceeds is
on you, the taxpayer.
Medical expense deductions
Generally, you may deduct unreimbursed medical expenses
that exceed 10% of your AGI in 2019, up from 7.5% in 2018.
Planning tip:
To the extent you are able, you may want to consider
accelerating or putting off nonessential medical
expenses between years. Bunching your medical
expenses into one particular year may allow you to
take advantage of the AGI limit.
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You may also deduct expenses you paid for medical care
of a child who receives more than half of his or her support
from you.
Deductible medical expenses include certain items
specifically prescribed for a medical or physical purpose
by a doctor (for example, the cost of a diet and exercise
program undertaken on the advice of a physician
for treatment of high blood pressure). Generally,
you cannot take a deduction for cosmetic surgery,
and reimbursements by your employer for such surgery
are taxable. However, the expense of surgery to correct
a congenital deformity, a disfiguring personal injury,
or disease remains deductible.
Moving expense deductions
The deduction for moving expenses is suspended
by the 2017 tax law for tax years 2018 through 2025.
This deduction, which was allowed “above the line”
and therefore available to individuals regardless of whether
they itemized their deductions, was a significant benefit
to employees who moved to a new place of work. If you
have moved to a new place of work or plan to do so,
you (and your employer) should be aware that any moving
expenses you pay are no longer deductible, and any
reimbursement of such expenses from your employer is no
longer excludible from your income.
Miscellaneous itemized deductions
The 2017 tax law suspends the deduction for
miscellaneous itemized deductions for tax years 2018
through 2025. Previously, miscellaneous itemized
deductions included deductions for expenses of
unreimbursed employee travel and transportation,
meals and entertainment, certain job-related uniforms and
tools, dues to professional organizations, subscriptions to
professional journals, job-hunting costs, and professional

tax return preparation. In addition, the deduction for
expenses paid or incurred for the production of income or
maintenance of income-producing property is suspended.
These expenses include certain investment fees;
subscriptions to investment publications; safe deposit box
rental; and certain legal, accounting, and custodial fees.
Employee education expenses
Under prior law it was possible to deduct education
expenses as miscellaneous itemized deductions,
including tuition, books, supplies, transportation, and
parking, provided they maintained or improved your skills
in a job you already had or enabled you to satisfy express
requirements for keeping an existing job. Away-from-home
expenses incurred in pursuit of such studies could also
be deducted.
Under the 2017 tax law, these expenses are no longer
deductible as miscellaneous itemized deductions for the
2018 through 2025 tax years. However, if your employer
pays the expenses or reimburses you for expenses that
you substantiate under an accountable plan, your employer
can exclude this amount from your income reported on
Form W-2.
Phase out of itemized deductions
Prior to the changes introduced by the 2017 tax law,
allowable itemized deductions (with the exception of
medical expenses, investment interest, and theft or
gambling losses) were subject to phase out for taxpayers
whose income exceeded certain thresholds. The 2017 tax
law abolishes this limitation on itemized deductions for tax
years 2018 through 2025. Thus, although you are likely to
find that the total amount of deductions to which you are
entitled has been reduced, the itemized deductions that
you can claim are no longer subject to limitation under
this rule.
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Planning tips:
As a result of the significant
increases in the AMT exemption
amounts and the raising of the
phase out thresholds outlined
above, fewer individuals may find
themselves paying AMT during
the 2018 through 2025 tax years,
as compared to prior years.
If you are paying AMT as a result
of exclusion preferences such
as itemized deductions that are
disallowed for AMT purposes
(which do not generate a minimum
tax credit), you should consider
whether it is advantageous
to accelerate income or defer
deductions to “bunch” them into
one year.

Alternative Minimum Tax (AMT)
The AMT is a separate and parallel tax system originally introduced to target
taxpayers who might otherwise pay little or no regular tax because of the use
of certain deductions. The 2017 tax law introduced modifications to the AMT for
tax years 2018 through 2025 that will likely result in many fewer taxpayers being
subject to AMT.
The 2017 tax law significantly increased the exemption amounts and the
phase out thresholds for AMT from their 2018 amounts. For 2019, the
exemption and phase-out thresholds, indexed for inflation, are as follows:
—— for married taxpayers filing jointly, the exemption amount is increased
from $109,400 to $111,700 and the phase out threshold is increased from
$1,000,000 to $1,020,600
—— for married taxpayers filing separately, the exemption amount is increased
from $54,700 to $55,850 and the phase out threshold is increased from
$500,000 to $510,300
—— for all other individuals the exemption amount is increased from $70,300
to $71,700 and the phase out threshold is increased from $500,000 to
$510,300.

Your expected future regular tax
rate and whether or not you will
continue to be subject to AMT
should be considered in making
that determination.

Certain situations, including the exercise of incentive stock options (ISOs),
can trigger AMT liability for taxpayers who would not ordinarily be subject to it.
However, the changes introduced by the 2017 tax law make it more likely that
even if you were subject to AMT in prior years, this is less likely to be the case
in tax years 2018 through 2025.

When you exercise an incentive
stock option (ISO), you create
an AMT adjustment that in turn
increases your potential exposure
to the AMT. You may want to
avoid exercising ISOs if you are,
or are close to being, subject to
the AMT. Alternatively, you may
choose to exercise only the amount
of ISOs that will result in no AMT
liability. In some cases, it may
make economic sense to exercise
ISOs and sell the stock in the same
year to negate the effect of the
AMT adjustment.

Your alternative minimum taxable income, less any applicable AMT exemption,
is multiplied by 26% (or 28% if the thresholds indicated on page 6 are
exceeded) and reduced, within certain limitations, by any allowable foreign tax
credit. If the resulting minimum tax exceeds your regular tax, you are subject to
an AMT liability equal to the difference.

Consult your tax adviser to
ensure that you properly evaluate
all scenarios.

Note that the 3.8% tax on an individual’s net investment income—also known
as the “net investment income tax,” discussed in Chapter 2—is not taken into
consideration in determining whether, and how much, AMT liability is imposed.
Minimum tax credit
If you have an AMT liability because of certain deductions or credits not fully
allowed for AMT (“non exclusion preferences”), you may be able to use the
minimum tax credit to decrease your regular tax liability in a later year. In most
cases, this credit reduces the impact of the AMT by effectively refunding some
or all of the AMT paid. Thus, in some cases, AMT planning may be a matter of
timing—payment of AMT now and reduction of regular tax in the future.
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Estimated taxes
Generally, you must pay estimated tax in equal installments
on a quarterly basis unless you have a sufficient amount
of taxes withheld from your compensation. If you
underpay any installment, you may be subject to a penalty,
even though your total estimated tax payments for the
year are adequate. For calendar-year taxpayers, the due
dates for making quarterly estimated tax payments are
April 15, June 15, September 15, and January 15 of the
following year. If the due date for an estimated payment
falls on a Saturday, Sunday, or public holiday, the payment
is due on the next day that is not a Saturday, Sunday,
or public holiday.
The underpayment penalty will not be imposed if you
pay at least 90% of your tax liability through withholding
or timely quarterly estimated tax payments. Tax liability
for this purpose includes not only the regular income
tax, but also any liability for AMT, self-employment tax,
the additional 0.9% Medicare tax on compensation above
$200,000 for single or married filing separate filers and
above $250,000 for married filing jointly filers, and the
3.8% tax on an individual’s net investment income—also
known as the “net investment income tax,” discussed
in Chapter 2.
This penalty will not be applicable if your tax liability,
reduced by withholding and estimated tax payments, is
less than $1,000. Additionally, except for certain highincome taxpayers (as explained below), you will avoid a
penalty if your current-year estimated tax payments or
withholding are at least equal to the tax liability shown on
your preceding-year return, provided your preceding-year
return covered a full tax year. You generally do not have to
make estimated tax payments for the current year if you
are a U.S. citizen or resident who filed an income tax return
for the preceding year but had no tax liability. If your 2018
adjusted gross income exceeded $150,000 ($75,000 for
married individuals filing separately), your 2019 estimated
tax payments or withholding must equal at least 110% of
your prior-year tax liability, instead of the 100% required for
other taxpayers.

Planning tips:
—— Make quarterly “annualization” calculations if you are
subject to these rules (i.e., you do not receive your
income evenly throughout the year). This method
will help you determine the minimum payments
required to avoid a penalty. When an annualization
method is used for a quarter, the estimated payment
must be increased by any shortfall that resulted
in prior quarters from the method used in those
quarters. Making estimated tax payments based on
annualized income may be particularly appropriate if
you expect to receive significant income late in the
tax year (for example, if you receive commissions or
bonuses near the end of the calendar year). Note that
no penalty will be imposed for failure to make the
fourth-quarter estimated tax payment if you file
your tax return on or before January 31 and pay the
balance of the tax due by that date.
—— You can reduce or eliminate an underpayment of
estimated tax by making an additional payment
at any time during the year. Alternatively, you can
request that your employer withhold additional tax
from your wages for the remainder of the year. Any
additional withholding tax will be treated as having
been paid equally throughout the year for purposes of
determining the underpayment penalty. If you choose
this option, your increased withholding will continue
until you notify your employer to revise the amount.
—— Plan appropriately so that you don’t significantly
overpay your taxes. Overpayments are essentially
interest-free loans to the government, and such
amounts, although returned, are dollars not working
for you in the interim. To avoid overpayments,
calculate your estimated payments and withholding
exemptions carefully, adjusting them if your
circumstances change.
—— If you are required to make estimated payments,
it may be preferable to make the payments instead
of increasing the amount of withholding tax since
the payments are made later than the withholding.
However, increasing your withholding amount may
be preferable if you have underpaid your quarterly
estimated tax payments, as the withholding amount is
assumed to have occurred evenly throughout the year.
—— Caution: If you receive taxable fringe benefits, such
as imputed income from group term life insurance or
the use of your employer’s automobile for personal
purposes, be careful to consider the effect of this
additional compensation on your total tax liability.
Your employer may not have withheld income tax or
may have withheld tax at the back-up withholding rate
of 24%. Whatever your employer’s practice, it is your
responsibility to make proper estimated tax payments.
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Chapter 2

Investment-related tax issues
Net investment income tax
Individuals, estates, and trusts with income above
certain thresholds are subject to an additional 3.8%
tax—also known as the “net investment income tax”
or “NIIT”—on their net investment income. Net investment
income includes:
—— Most interest, dividends, annuities, royalties, and rents
—— Income from the business of trading in financial
instruments and commodities (trading business)
—— Income from a trade or business that is a passive
activity as defined in the Internal Revenue Code
—— Net gain from the sale of all property other than
property held in a trade or business in which the owner
materially participates (other than a trading business).
Certain expenses and losses that are allowed as a
deduction for income tax may also be allowed as
deductions in determining the amount of net investment
income. The tax on net investment income is not subject
to withholding but should be considered in determining the
amount of your estimated tax payments.
The following items of income and gain are excluded from
net investment income:
—— Income from self-employment that is subject to
self-employment tax
—— Wages that are subject to federal payroll taxes
—— Tax-exempt income (such as municipal bond interest)
—— Income of nonresident aliens
—— Distributions from qualified retirement plans
—— Income and gain from a trade or business in which the
owner materially participates.
Generally, portfolio income and passive investment-type
income are included as net investment income, but if
an individual, estate, or trust is sufficiently involved in
the operations of a trade or business, the income and
gain from that business is generally excluded from net
investment income even if it is not otherwise subject to
self-employment or federal payroll taxes.
If you or your S corporation or partnership own portfolio
investments such as stock in a C corporation or debt
securities, your share of the income from the investments
and gain or loss on sale of the investment assets is net
investment income.

If you own rental property, the rents and gain on the sale of
the property are generally net investment income. There are
very limited exceptions under the passive loss rules that
may result in exclusion of some rental income and gain on
sale of rental assets from net investment income.
Income and gain from stock in a controlled foreign
corporation (CFC) or a passive foreign investment company
(PFIC) will generally be included in net investment income,
but the timing of the inclusion may vary from the general
rules applicable to CFCs and PFICs.
Planning tips:
—— If you own a trade or business directly or through
an S corporation or a partnership, your income
and gain on the sale of the business assets are
net investment income unless you materially
participate in the trade or business under the
passive activity rules. You should consider
grouping your trades or businesses. See the
discussion below under “Understanding passive
activity rules” for additional information.
—— Be sure to consider the tax on your net investment
income when making estimated tax payments.

Gains and losses from the sale of
capital assets
Almost everything you own and use for investment and
for personal purposes (i.e., not for trade or business)
is a capital asset. For example, if you own shares in
Company X, those shares are capital assets. If you were to
sell those shares (or any other capital asset), the resulting
gain or loss from the sale would be either a capital gain or
capital loss.
A capital gain occurs when you sell a capital asset for more
than its basis (generally, the cost of the asset), and a capital
loss occurs when you sell a capital asset for less than its
basis. If you purchased 500 shares of Company X for $1
per share, your basis in each share would be $1. If you
were to sell those 500 shares for $2 per share, the $500 in
“profit” from the sale would be a capital gain. Alternatively,
if you sold those same 500 shares for $0.50 per share,
the $250 loss would be a capital loss.
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Capital gains and capital losses are either short-term or
long-term, depending upon the length of time you held
the capital asset prior to selling it. A capital gain or loss is
short-term if you held the capital asset for one year or less.
If you have held an asset for more than one year, then any
capital gain or loss would be long-term.
Whether a capital gain or loss is classified as short-term or
long-term can have significant tax implications. Whereas
a short-term capital gain is taxed as ordinary income,
a long-term capital gain is taxed at a preferential rate lower
than your ordinary income tax rate. Long-term capital gains
are subject to tax at either 0%, 15%, or 20% depending
upon your filing status and taxable income. See the table
in Chapter 1 for the income levels at which the different
long-term capital gain rates apply.
If you sold multiple capital assets during the course of a tax
year, it is likely that some of your transactions resulted in
losses, and others in gains, and that some of these gains
or losses were short-term, while others were long-term.
To determine the tax impact of your capital transactions,
you must first net your short-term gains against your
short-term losses and your long-term gains against your
long-term losses.
If you have both a net short-term gain and a net
long-term gain:
—— The short-term gain is taxed as ordinary income at your
marginal rate.
—— The long-term gain will be taxed at a preferential rate.
If you have both a net short-term loss and a net
long-term loss:
—— You can deduct up to $3,000 ($1,500 if married filing
separately) on your tax return.
—— If your total loss is more than $3,000 ($1,500 if married
filing separately), the excess loss can be carried over to
the next year.
If you have a net short-term loss and a net long-term gain,
net the two positions.
—— If the gain is bigger than the loss, you have a long-term
gain, which is taxed at the preferential rate.
—— If the loss is bigger, you have a net short-term loss, of
which you can deduct up to $3,000 ($1,500 if married
filing separately) and carry forward any excess to the
next year as a short-term capital loss carryforward.

If you have a net short-term gain and net long-term loss,
net the two positions:
—— If the gain is bigger than the loss, you have a shortterm gain, which is taxed as ordinary income at your
marginal rate.
—— If the loss is bigger, you have a long-term loss, of which
you can deduct up to $3,000 ($1,500 if married filing
separately), and carry forward any excess to the next
year as a long-term capital loss carryforward.
If you purchased all 500 shares of Company X stock at
the same time and sold them all at the same time, then
determining whether you have a capital gain or capital
loss and whether your gain/loss is short-term or long-term
is straightforward. But what if you purchased half of the
shares on January 1 of last tax year for $1, and the other
half on January 1 of the current tax year for $2, and sold
100 shares today for $1.50? How do you determine
whether you have a gain or loss on the sale, and whether
that gain or loss is long-term or short-term? That all
depends upon the cost basis method you tell your broker
to use.
Each time you purchase shares of stock (regardless of the
number of shares you purchase or the amount of time in
between purchases), your broker assigns your purchase
a unique tax lot ID. When you sell shares of stock, your
broker uses this tax lot ID to determine the basis of the
sale. This determination is often based upon the default
cost basis method used by your broker. By default, most
brokers use the FIFO (first-in, first-out) cost basis method,
which means that the oldest shares are treated as being
sold first. If, in the above example, your broker employed
the FIFO cost basis method, 100 of the 250 shares of
stock in Company X that you purchased for $1 would have
been sold for $1.50, resulting in a long-term capital gain of
$50. However, you are not limited to the default cost basis
method selected by your broker. You may instruct your
broker to use an alternative cost basis method or select
specific tax lots to sell. In this way, you can exercise a large
degree of control over your yearly short-and long-term
capital gains and losses.
Planning tips:
—— Determine your capital gain and loss carryforwards
to ensure you are aligning them to the fullest
extent possible.
—— Consider selling assets in taxable accounts
that have losses at the end of the year to offset
capital gains and potentially offset $3,000 of
ordinary income.
—— Consult your tax adviser to determine which
cost basis method optimizes your capital gains
and losses.
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Home ownership
You may fully deduct mortgage interest paid on your principal residence and
a second residence to the extent that (1) you use the mortgage proceeds in
the acquisition, construction, or substantial improvement of the residence;
and (2) the total indebtedness does not exceed $750,000 (or $1 million if the
mortgage debt was incurred before December 15, 2017, or if you entered into a
written binding contract before December 15, 2017, to close on the purchase of
a principal residence before January 1, 2018, and you purchased the residence
before April 1, 2018).
Prior to 2018, you were able to deduct the interest paid on a home equity loan
secured by your residence of up to either $100,000 or the value of your home
reduced by any outstanding mortgage, whichever was less. This deduction has
been suspended and is not available in 2019. However, if you used the proceeds
from your home equity loan to acquire, construct, or substantially improve your
home, the interest payments may still be deductible subject to the limitations
discussed above.
If you refinance your mortgage, you can continue to deduct the interest on
the new loan, but only up to the balance of the old loan immediately before
the refinancing.
You may be able to immediately deduct “points” paid on the debt you incurred
in connection with the purchase or improvement of a principal residence.
The deduction of points in the year paid is available if you meet all of the
specified tests specified by the Internal Revenue Service (IRS), which include,
among other things, the payment of points being an established business
practice in the area in which the indebtedness was incurred and the amount of
the payment not being excessive. If all of the specified IRS tests are not met,
the points must be deducted ratably over the term of the mortgage. Points paid
in connection with the refinancing of a mortgage must be deducted over the
term of the loan.
Interest paid on a loan secured only by land does not qualify as mortgage
interest. However, you may treat a residence that is under construction as
your principal or second residence for up to two years, provided you move
into it and occupy it as your principal residence when the construction is
complete. (For further explanation of the residential interest deduction rules,
see “Home mortgage interest” in Chapter 1.)

Planning tips:
—— If you are considering buying
a residence and you have
outstanding personal loans,
you may find it advantageous to
finance as much of the purchase
price as possible, reserving more
of your own funds to pay off
your personal loans. You may not
deduct any of the interest you
pay on personal loans.
This approach may reduce the
effective interest rate you are
paying if it results in a reduction of
your nondeductible interest and an
increase in your deductible interest.
—— Caution: Taking out a larger
mortgage than is needed is not
advisable unless you currently
have nondeductible interest.
In most cases, it is difficult to invest
the excess mortgage proceeds in
an investment that has a higher
after-tax yield than the after-tax rate
on the mortgage.
—— Keep careful records of
improvements to your home.
The cost of substantial
improvements can be financed
through mortgage indebtedness
and also can be added to the
cost basis of your home when
you sell, possibly decreasing the
taxable gain at that time.

When you sell your residence
If you sell your principal residence at a gain, some or all of the gain may be exempt
from tax. However, if you incur a loss on the sale, you may not deduct that loss.
If you and your spouse file a joint return, you can exclude gain of up to $500,000
from the sale of your principal residence. Other taxpayers can exclude up to
$250,000. The following conditions must be met:
—— You must have owned and lived in the property for at least two years during
the previous five years (if filing a joint return, only one spouse has to meet
the ownership test); and
—— You must not have claimed the exclusion within the past two years. (If filing a
joint return, this requirement applies to both spouses.)
A reduced exclusion amount may still be available if you fail to meet these
requirements because of a change in place of employment, health issues,
or another unforeseen event such as losing your job, getting divorced,
an involuntary conversion of the residence, or another similar adverse
circumstance that could not have been anticipated before buying and occupying
the house. The amount of gain eligible for the exclusion can also be reduced
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under the “nonqualified use” rules if you have rented out
your home (or left it vacant) at any time after 2008 and
subsequently re-occupied the house before selling it.
Any gain from the sale of a principal residence that is not
excludible under these rules is subject to tax as capital gain
and, as explained earlier, may be subject to the 3.8% net
investment income tax if modified adjusted gross income
(AGI) is above a certain threshold.
Example: Tom and Helen sell their home for $2 million.
The home had a basis of $800,000 (including capital
improvements). Their net gain is $1.2 million, of which
$500,000 is eligible for exclusion. The remaining gain of
$700,000 is subject to tax at the applicable capital gains
rate and may be subject to the 3.8% net investment
income tax.
Planning tips:
—— If you moved out of your house within the last
five years, whether it’s been rented or left vacant,
avoid re-occupying the property before selling it,
as doing so could trigger the “non qualified use”
rules, which could cause part of any gain realized
on sale to be ineligible for exclusion.
—— If you permanently convert your residence to
rental use in a declining market when the value
of the residence is less than the original cost,
consider obtaining an appraisal. The basis of the
residence for depreciation and loss computations
is the lower of (1) cost basis or (2) value on the
date converted to rental property. The decline
in value prior to conversion is a nondeductible
personal loss.
Second homes and rental property
Depending on its usage, property you own—such as
a house, condominium, or dwelling unit—that is not
your principal residence may be classified as a second
residence or as rental property. The classification affects the
deductibility of interest, taxes, casualty losses, and other
expenses, as well as whether you have to report any rental
income from the property.
You do not have to report the rental income you receive
on property you used as a home if you rent it to others for
fewer than 15 days a year. However, you may not take any
deductions for rental expenses for that property other than
mortgage interest, taxes, and casualty losses resulting from
federally declared disasters.

Property may be considered your second residence if
you or a family member use it personally for more than
the greater of 14 days or 10% of the number of days it is
rented at fair market value (FMV). In this situation, you must
apportion expenses such as utilities, repairs, and insurance
between rental and personal use. You can deduct these
and other rental expenses only up to the excess of gross
rental income over the rental-use portion of interest, taxes,
and casualty losses. Although you must divide the interest
expense between personal and rental use, you can deduct
the personal use interest subject to the home mortgage
interest expense limitations. Real estate taxes must also be
allocated between rental and personal use, and the personal
use portion can be deducted on Schedule A (subject to the
$10,000 limitation discussed in State and local income tax
deductions in Chapter 1).
If you use a home for less than the greater of 14 days
or 10% of the days the property is rented at FMV, it is
considered a rental property. You must still apportion all
expenses between rental and personal use if both occur
during the tax year but the ordering and limitations discussed
above for “second residences” are not applicable. Special
rules apply in the year you convert a rental property to or
from your principal residence.
Income and deductions allocable to any rental
activity generally are subject to the passive loss rules
(see “Understanding passive activity rules” below).
However, if you actively participate in a rental real estate
activity, and if your adjusted gross income (AGI), subject to
certain modifications, is less than $150,000 before any
passive losses, you may be able to deduct up to $25,000
of net losses from the rental activity. Rental real estate
participation that is considered active includes approving
new tenants, deciding on rental terms, approving capital
or repair expenditures, and making similar decisions.
The $25,000 rental real estate exception phases out as your
modified AGI rises from $100,000 to $150,000 for single
taxpayers as well as for married individuals filing joint returns.
(Special rules apply to married taxpayers who file separately).
Any additional net losses from rental real estate are subject
to the general passive loss rules (see “Understanding
passive activity rules” below).
Rental real estate activities are not treated as passive if you
qualify as a “real estate professional” and you materially
participate in the rental activity. (Note that the threshold
for material participation is significantly higher than that for
active participation, outlined above.) You may qualify as a real
estate professional if you (1) devote more than half your time
to one or more real estate trades or businesses in which
you materially participate, and (2) perform more than 750
hours of service during the year in the real estate trades or
businesses in which you materially participate.
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Planning tip:
Because the passive loss rules are so restrictive,
you should consider personally using vacation rental
property enough to qualify it as a second residence.
Use by a family member also generally qualifies
as personal use. This approach may enable you
to deduct all of the mortgage interest as qualified
residence interest. Keep in mind, however, that you
will forfeit deductions for the personal-use portion of
other routine expenses such as repairs, maintenance,
homeowner’s fees, and insurance.
If the average stay at the rental property is fewer than
8 days, or if the average stay is less than 31 days and
significant services are provided, income will be treated
as trade or business income rather than passive rental
income. Losses realized in a non passive trade or business
generally are fully deductible if you materially participate in
the trade or business. This rule is especially useful for some
vacation properties. There are a limited number of other
exceptions to the rule that rental activities are generally
passive that may be relevant in specific situations.

Exchanging properties of like kind
In 2017, it was possible to defer paying tax on gain realized
on the disposition of certain property by arranging the
transactions as an exchange. Rather than selling your
property and reinvesting the proceeds in new property,
you were able to “exchange” your property for property
of a “like kind” within certain time limits. If you met the
requirements for such a like-kind exchange, the gain or loss
on the disposition of your old property was deferred until
you sold the new property in the future.
Effective for 2018, the 2017 law limits the like-kind
exchange rules to exchanges of real property (other than
real property held primarily for sale). The 2017 tax law’s
limitation on like-kind exchanges eliminates deferral
for exchanges of most tangible personal property and
intangible property.
Although like-kind exchanges offer many advantages,
numerous requirements must be met before an exchange
can qualify for tax-free treatment. Here are just a few:

—— You must not have actual or constructive receipt of
the sales proceeds or any discretionary control over
those proceeds during the transaction. It is extremely
important to have an airtight written escrow or exchange
agreement that includes certain restrictions on you for
the transaction to qualify as an exchange of property.
—— The expected replacement property must be specifically
identified in writing within 45 days after the date on
which you dispose of the first property in the exchange.
Certain limitations apply as to the properties that may
be identified.
—— You must acquire the identified replacement property
no later than 180 days after the date you disposed
of the first property in the exchange or the due date
(including extensions) of your tax return for the year
in which the transfer of the first property occurred,
whichever comes first.
—— Special considerations apply if an exchange involves
related parties. For example, if you swap properties
directly with someone related to you, both of you
generally must retain the exchanged properties for at
least two years. If either property is transferred within
two years, you must recognize any gain you deferred on
the swap, unless the second transfer occurs because
of death or involuntary conversion, or if both transfers
qualify as non-tax-avoidance transactions. In addition,
you generally may not purchase replacement property
from a related party for cash in an exchange.
Many special rules apply in a like-kind exchange, and not all
real property is eligible for deferral. As a result, you should
consult your tax adviser before entering into such
a transaction.
Planning tip:
Exchanges of like-kind property are not limited to
transactions directly between two parties. If you
cannot reach agreement with an exchange candidate,
you may benefit from a multi party exchange—that
is, a transaction in which you dispose of your real
property to one person and acquire your new real
property from someone else. This option may be
a possible solution that may satisfy all parties’
objectives and still allow you to achieve tax deferral.

—— Both the real property you dispose of and the real
property you acquire must be held by you for productive
use in a trade or business or for investment, and neither
property can be held primarily for sale.
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At-risk rules
The “at-risk” rules limit your deductible losses to the
amount for which you are economically at risk, that is,
the amount you could actually lose in a trade or business
or a for-profit activity. The rules on what constitutes an
activity for at-risk purposes differ and are more restrictive
than similar rules under the passive activity loss provisions.
Generally, each trade or business activity is treated as
separate for purposes of the at-risk rules, with limited
exceptions for certain activities conducted through
partnerships and S corporations.
The at-risk amount generally includes the cash and
adjusted basis of property you contributed to, and the
amount you paid for an interest in, the business or for-profit
activity. This includes amounts borrowed for use in the
activity, but only to the extent you are personally liable for
repayment. For example, if you make a loan to the activity
or are personally liable through an enforceable guaranty of
debt incurred by the business (for which you have no right
to reimbursement), your at-risk amount is increased by
the amount of the debt and the amount of the guaranty.
In addition, there is a special rule that allows inclusion of
“qualified nonrecourse financing” in your at-risk amount for
real estate activities.
The at-risk amount is increased by income and gain
recognized and is decreased by losses and distributions.
At the end of the year, if you do not have a positive at-risk
amount, some or all of the deductions or losses generated

by the business or for-profit activity may be suspended.
In addition, if your at-risk amount is less than zero because
of distributions, the rules require you to “recapture”
(include in gross income) a portion of previously allowed
losses or deductions. Finally, when you dispose of the
activity, any gain recognized will increase the at-risk
amount and allow use of suspended losses to that extent.
The at-risk rules apply to individuals, trusts, estates,
and certain closely held C corporations. If a loss or
deduction is suspended under the at-risk rules, the loss or
deduction cannot be used for any purpose in that tax year.
Once the loss or deduction is allowed under the at-risk
rules, however, then the rules relating to passive activities
and excess business loss limitations (described below) are
applied to determine whether you can obtain the benefit of
the loss or deduction for tax purposes.
Planning tip:
Individuals should maintain records of the amount
they have at risk in each of their business and for-profit
activities to avoid unexpected recapture and to allow
use of losses and deductions incurred in the activity.
If the at-risk amount approaches zero, consider ways
to increase the amount at risk and weigh that against
the possible economic exposure involved in personal
liability on a loan or a guaranty of debt.
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Understanding passive
activity rules
The passive activity rules, also called passive loss rules,
are designed to prevent individuals (as well as estates,
trusts, and certain corporations) from using losses from
passive investments to reduce other taxable income.
In general, the passive loss rules classify income, gain,
loss, and deductions as either portfolio items or trade
or business items. Portfolio income (such as interest,
dividends, royalties, annuities, and gain or loss from the
sale of portfolio assets) is excluded from the passive
activity rules. Trade or business activities are classified
annually as either passive or non passive based on your
level of participation during the year. Rentals are treated
as trade or business activities that are generally passive
under the passive loss rules, regardless of your level of
participation. (Certain exceptions to this general passive
treatment of rentals are discussed above under Second
homes and rental property). Trade or business activities
may, in some cases, be grouped together if the activities
form an appropriate economic unit and satisfy other rules.
In this case, your level of participation is determined for
the grouped activity, rather than for each trade or business
activity within the group. In addition, it is important to note
that trade or business activities conducted by partnerships
and S corporations you own are classified annually as
passive or non passive based on the participation in the
activity by the individual, trust, or estate that is the partner
or S corporation shareholder.
Once passive trade or business activities are identified for
the tax year, the taxpayer aggregates all income, gain, loss,
and deductions from all passive activities. If the total is net
passive income, then the passive loss rules do not restrict
use of any of the losses generated by passive activities.
If the total is a net passive loss, the net passive loss cannot
be used for any purpose in that tax year. The suspended
passive losses are reallocated among your passive
activities and are treated as though incurred in that activity
during the next tax year. The effect of the passive loss rules
is to suspend net losses from passive activities until you
have passive income or dispose of substantially all of the
activity in a fully taxable sale to an unrelated buyer. Upon
such a disposition, all suspended losses from that activity
become deductible against non passive income.

Planning tips:
—— If you intend to establish that one or more of
your trade or business activities is non-passive,
you should keep accurate and contemporaneous
records of the time you spend and of the nature
of your work in the trade or business.
—— Because the additional 3.8% net investment
income tax also applies to passive income,
consider the groupings that you are using for
purposes of the passive loss rules. The net
investment income tax rules allowed taxpayers
who would be subject to this additional 3.8% tax
a one-time opportunity (in the first year that the
net investment income tax applied) to regroup
their trade or business activities, using the
grouping rules that apply for regular income
tax purposes. The regrouping applies for both
regular and net investment income tax purposes.
Note that subsequent changes to the taxpayer’s
groupings must be disclosed.
—— Consider the impact of the passive
loss rules when making investments.
Generally, making investments that generate
passive losses or passive credits is unwise unless
you have sufficient passive income to offset the
credits or losses. Note that the passive loss rules
may recharacterize passive income from certain
activities as active, so you should confirm if an
income-generating investment would be properly
treated as passive.
—— Consider the timing of the disposition of passive
assets for purposes of both the passive loss
rules and the net investment income tax rules.
Sales of passive assets can allow use of certain
suspended losses, which can then reduce other
income or gain under the general income tax
rules (including, for example, the restrictions on
use of capital losses).
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Excess business loss limitation
For tax years beginning after December 31, 2017, non corporate taxpayers,
such as individuals, trusts, and estates may be significantly impacted by a new
limitation imposed on the deductibility of trade or business losses. Under the
“excess business loss” limitation, the deduction for certain trade or business
losses of a taxpayer may be limited. The limitation amounts are indexed for
inflation. For 2019, the threshold amount is $510,000 for married individuals
filing jointly and $255,000 for other individuals.
The excess business loss limitation is applied at the individual level after
application of both the at-risk and passive loss rules discussed previously.
Excess business losses that are disallowed may be carried forward and are
treated as a net operating loss (NOL) carryforward in subsequent tax years.
As discussed in more detail in Chapter 7, the net operating loss rules were
modified for tax years beginning after December 31, 2017. Beginning in 2018,
the NOL deduction for any particular year is limited to 80% of taxable income
for losses arising in tax years beginning after December 31, 2017. NOLs that
arose in years prior to 2018 are not subject to this 80% limitation. In addition,
you are no longer permitted to carry back NOLs, but you may carry them
forward indefinitely. Due to the interaction of the excess business loss limitation
and NOL provisions, careful consideration should be given to the timing (to the
extent possible) of items that may result in business losses.

Qualified Opportunity Zones
The 2017 tax law established a unique opportunity for taxpayers with capital
gains to potentially defer these gains if they reinvest in a Qualified Opportunity
Zone (QOZ). The qualifying capital gain is deferred until the investment is sold
or exchanged or December 31, 2026, whichever is earlier. To qualify for the
program, you must generally reinvest your qualifying capital gains within 180
days of the sale or exchange of such item into a Qualified Opportunity Fund (the
Fund). The Fund must, in turn, invest the gains in a business within a QOZ. If
you hold the Fund investment for more than ten years, any gain related to the
Fund investment thereafter may be tax free.
The government issued proposed rules in 2018 and 2019 providing basic rules,
such as defining eligible taxpayer and eligible gains, providing special rules
for QOZ business assets, deploying funds to acquire and improve property
in a QOZ, and clarifying how the rules interact with partnership rules. Final
regulations are expected to provide further clarity for both QOZ businesses and
investors.
Planning tip:
The Fund investment should be thoroughly evaluated like any other
investment. But with due diligence of assets required by the Fund,
the tax benefits after the 10-year period may provide a significant yield
enhancement.
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Chapter 3

Charitable tax planning
Charitable contributions of money or property may entitle
you to an income tax deduction in the year of the gift.
The deduction generally is equal to the amount of cash
or the fair market value (FMV) of property contributed.
The deduction may be limited based on the type of
contribution (cash or property) and the nature of the
organization to which you make the contribution (for
example, a public charity or private foundation). Excess
charitable contribution deductions generally may be carried
forward for five years.
Most deductible contributions are made to U.S.
organizations described in section 501(c)(3) of the Internal
Revenue Code, which generally describes non profit
entities that are organized and operated exclusively for
religious, charitable, scientific, educational, and certain
other exempt purposes.
These organizations are classified as either public charities
or private foundations. In addition, contributions to
governmental entities may be deductible. Note, however,
that contributions to non charitable organizations generally
are not deductible. Further, with certain treaty-based
exceptions, contributions to organizations formed outside
the United States generally are not deductible.

Generally, gifts of cash to public charities are fully
deductible up to 60% of a donor’s adjusted gross income
(AGI) (50% prior to 2018), and gifts of appreciated property
or gifts “for the use of” public charities are deductible
up to 30% of a donor’s AGI. Gifts of property, when the
deduction is limited to the donor’s basis, are deductible up
to 50% of a donor’s AGI.
Private foundations typically have a single major source of
funding (usually gifts from one family or corporation rather
than funding from many sources). Private foundations
generally belong to one of two categories:
1. “non operating” or “grant-making” foundations
(those that make grants to other organizations
or individuals), or
2. “operating foundations” (those that directly operate
charitable programs). Generally, gifts of cash to
non operating private foundations are fully deductible
up to 30% of a donor’s AGI, and gifts of appreciated
property to non operating private foundations are
deductible up to 20% of a donor’s AGI. Gifts to
operating foundations, meanwhile, are subject to the
same limits as gifts to public charities.

Deduction limitations
Limits on charitable contribution deductions vary depending
on whether you are contributing to a public charity or a
private foundation.
Public charities generally include:
—— churches, schools, hospitals, qualified medical
research organizations, and qualified agricultural
research organizations
—— organizations that have active fundraising programs
and receive contributions from a broad cross-section
of sources
—— organizations that receive income from the conduct of
activities in furtherance of their exempt purposes
—— organizations that actively function in a supporting
relationship to one or more other public charities.
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General summary of deduction limitations

Cash

60% AGI

50% AGI

30% AGI

20% AGI

Public charities

N/A

Private non operating
foundations

N/A

Public charities

Private non operating
foundations

N/A

Public charities

Private non operating
foundations

Private operating
foundations
Property (deduction
limited to basis)

N/A

Appreciated property

N/A

Private operating
foundations
N/A

Private operating
foundations
“For the
use of” contributions

N/A

N/A

Public charities

N/A

Private operating and
non operating
foundations

Deductibility of payments for certain state and
local tax credits
—— The 2017 tax law imposes a $10,000 limit
on the deductibility of state and local taxes.
(See State and local income tax deductions in
Chapter 1). In response, some states created
tax credit programs to provide you with federal
charitable contribution deductions while
simultaneously providing a tax credit against
state income taxes.
—— In June 2019, Treasury and the IRS issued
final regulations that generally require you to
reduce your charitable contribution deduction
by the amount of the state or local tax credit
you receive or expect to receive as a result of
your contribution. The final regulations apply to
contributions made after August 27, 2018.

Treasury and the IRS also released Notice 2019-12
in June 2019, providing a safe harbor that allows
an individual who itemizes deductions to treat,
in certain circumstances, payments that are
or will be disallowed as charitable contribution
deductions under the final regulations as state or
local taxes for federal income tax purposes.
Tax Exempt Organization Search, updated monthly,
lists most charitable organizations to which contributions
are deductible, in addition to the deductibility limitations
applicable to such organizations. Unfortunately, certain
organizations, such as churches, normally do not appear in
Tax Exempt Organization Search—even though they are
eligible to receive tax-deductible contributions. Tax Exempt
Organization Search can be found on the IRS’s website at
http://apps.irs.gov/app/eos/.

—— However, the regulations contain two
exceptions to this general rule:
—— If the state tax credit you receive or expect to
receive does not exceed 15% of the payment or
of the FMV of the property contributed, you do
not reduce the value of your deduction.
—— If you receive or expect to receive a state
or local tax deduction in exchange for
the contribution, you reduce the value
of your charitable contribution deduction
only if the state or local tax deduction
exceeds the payment or the FMV of the
property contributed.
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Planning tips:
—— Evaluate both your tax and philanthropic goals
when making charitable contributions. Although
contributions to public charities have a higher
deductibility limitation than contributions to private
foundations, contributions to a private foundation
may afford you greater control over the use of the
funds. Alternatively, you may consider establishing
a “donor-advised fund” through a local community
foundation, mutual fund, investment firm, or
bank. A public charity sponsors the donor-advised
fund, thus affording you the higher deductibility
limitation, and you are able to advise the charity on
how you would prefer the funds to be used.
—— To ensure the deductibility of your contribution,
confirm that the intended recipient organization
appears in Tax Exempt Organization Search or
ask the donee organization for a copy of its IRS
Determination Letter that shows it is eligible to
receive tax-deductible contributions. IRS rules
also obligate you to confirm that the IRS has not
revoked the organization’s exempt status, including
by ensuring that the organization does not appear
on the “Auto-Revocation List,” also found within
Tax Exempt Organization Search.

Types of contributions
After evaluating your tax and philanthropic goals and
selecting a charitable organization, you will need to
decide whether to contribute cash, services, or property.
As discussed above, donations of cash generally are
straightforward and limited only by the percentage
deduction limitations. Conversely, deductions for services
(for example, time incurred, expertise rendered, or use of
property) usually are not permitted.
General summary of deduction limitations
Jeanne wishes to contribute $4,000 to a public charity.
She owns $4,000 of stock originally purchased for $1,000.
She weighs her contribution alternatives:
Sell stock,
contribute
proceeds

Contribute
stock outright

Value of stock

$4,000

$4,000

Tax on gain (at 20%)

($600)

–

Available for contribution

$3,400

$4,000

Add other cash

$600

–

Gift to charity

$4,000

$4,000

Out-of-pocket cost

$4,600

$4,000

Regular tax savings by giving stock outright: $600
Special rules apply to gifts of stock to private
non operating foundations
Special rules apply to contributions of certain types of
property, such as:
—— Clothing or household items
—— A car, boat, or airplane
—— Taxidermy property
—— Property subject to a debt
—— A partial interest in property
—— A conservation easement
—— Inventory from your business
—— A patent or other intellectual property.

Contributions of future or
partial interests
Certain gifts of future interests in property will result
in a current tax deduction. By giving future interests,
you can accelerate deductions to the year of the gift while
maintaining an income stream or the property for you or
your beneficiaries. Charitable remainder trusts, pooled
income funds, gift annuities, conservation easements, and
remainder interests in a personal residence each afford this
type of treatment. (See Chapter 6, “Transfer Tax Planning.”)
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Recordkeeping requirements

Planning tips:
—— Although you cannot deduct the services you
donate to a charitable organization, you can deduct
out-of-pocket expenses incident to rendering
these services, including mileage for your use of a
passenger automobile.
—— Deductions for contributions of property are
also complicated. The amount of the charitable
contribution deduction generally is the FMV of
the property on the date of the contribution.
However, your deduction for property gifted to a
private foundation may be limited to your basis
in that property. Additionally, if the property has
increased in value, you may have to make some
adjustments to the amount of your deduction.
You should consult your tax adviser for assistance
in determining the amount of your deduction for a
contribution of such property.
—— A gift of appreciated property (including company
stock) that has been held for more than one year
generally can provide a double benefit: you obtain
a charitable contribution deduction equal to the
property’s FMV on the date of the contribution,
and the gain is not taxable income. There are
special rules for contributions of such property to
private non-operating foundations; consult your
tax adviser.
—— In the case of publicly traded stock that you
currently hold and in which you want to continue
investing, consider making a donation of that stock
rather than an equivalent amount of cash. If you
make a charitable contribution of appreciated
stock and use the cash that you otherwise could
have contributed to purchase replacement stock,
you will have the same charitable contribution
deduction and get a stepped-up basis in the
replacement stock, thus potentially reducing
your taxable gain on the new stock when you
eventually sell it.
—— If you own investment or business property that
has declined in value, consider selling the property
and donating the proceeds of the sale. You may be
able to recognize a loss deduction on the sale in
addition to a charitable contribution deduction for
the donation of the cash proceeds. By contrast, if
you donate the property, your deduction is limited
to FMV, and you cannot claim a loss deduction.

You must keep records to prove the amount of the
contributions you make during the year. The kind of
records you must keep depends upon the amount of
your contributions and whether they are cash, property,
or out-of-pocket expenses. Note that a charitable
organization generally must provide you with a written
statement if it receives a payment from you that is
more than $75 and is partly a contribution and partly for
goods and services (for example, a fundraising dinner
or entertainment).
If you make a contribution through cash, check, electronic
funds transfer, debit card, credit card, or payroll deduction,
you must maintain a bank record or written receipt, letter,
or acknowledgment from the charitable organization.
The record must show the name of the organization,
the date of the contribution, and the amount of the
contribution. For each cash contribution you make that is
$250 or more, you must obtain a contemporaneous written
acknowledgment from the charitable organization.
If you make a contribution of property, the records you
must keep depend upon whether your deduction for the
contribution is less than $250; at least $250 but not more
than $500; over $500 but not more than $5,000; or more
than $5,000. For all contributions of property, you must
also keep additional written records that include, but are
not limited to, a description of the property, the FMV of the
property on the date of the contribution and how that value
was determined, the basis of the property, and any terms
or conditions attached to the contribution of the property.
Planning tips:
—— In determining whether you made a contribution
of $250 or more, do not aggregate separate
contributions to the same organization.
For example, if you donated $100 per month to
a charity, your monthly payments do not have to
be combined.
—— To determine whether your deduction is more
than $500 (or more than $5,000), combine your
claimed deductions for all similar items of property
donated to any charitable organization during
the year.

—— If you are planning a large gift, contact your tax
adviser to learn more about these and other
alternatives for charitable giving.
—— Often, your income requirements and charitable
giving desires can be satisfied with one
comprehensive plan.
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General summary of recordkeeping requirements for cash contributions

$0–$249

Bank record or receipt from the donee organization showing
(1) the name of the organization; (2) the date of the contribution; and (3) the amount of
the contribution.
Written acknowledgment from the donee organization that
1. includes the name of the organization
2. states the date of the contribution

$250 or more

3. includes the amount of the contribution
4. states whether goods or services were received in exchange for the contribution
5. provides a description and good-faith estimate of any goods or services received
6. is obtained on or before the earlier of the due date of your return (including extensions) or
the date you file your return.

General summary of recordkeeping requirements for property contributions
Receipt from the donee organization showing
$0–$249

1. the name and address of the organization
2. the date of the contribution
3. a reasonably detailed description of the property.
Written acknowledgment from the donee organization that
1. includes the name and address of the organization
2. states the date of the contribution

$250–$500

3. provides a reasonably detailed description of the property
4. states whether goods or services were received in exchange for the contribution
5. provides a description and good-faith estimate of any goods or services received
6. is obtained on or before the earlier of the due date of your return (including extensions) or
the date you file your return.

$501–$5,000

A written acknowledgment that contains the information described above, and a completed
Form 8283, Noncash Charitable Contributions.

More than $5,000

A written acknowledgment that contains the information described above, a completed Form
8283, and a qualified appraisal.

If you provide services to a charitable organization and have unreimbursed out-of-pocket expenses related to these
services, special recordkeeping rules apply. Consult your tax adviser for more information.
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Chapter 4

Family matters
Determining your family
tax benefits
Supporting children in college while also providing financial
support for elderly relatives is commonplace today. If you
are a source of support for others, be sure to review and
understand all family deductions and credits that you may
claim this year.
The dependent exemption, a flat deduction that is
allowed for the taxpayer, spouse, and each dependent,
was suspended by the 2017 tax law; thus, no dependent
exemptions will be allowed for tax years 2018 through 2025
(see Personal exemptions in Chapter 1). Still, numerous
other benefits are available, so it is important to understand
who qualifies to be claimed as a dependent.
To qualify as your dependent, a person must be either your
qualifying child or a qualifying relative. To be a qualifying
child, the child:
—— must be your son, daughter, stepchild, foster child,
brother, sister, half-brother, half-sister, stepbrother,
stepsister, or a descendant of any of these individuals
(for example, your grandchild, niece or nephew)
—— must be under age 19 at the end of the year and
younger than you (or your spouse, if filing jointly),
under age 24 at the end of the year, a full-time student
and younger than you (or your spouse if filing jointly) or
any age if permanently and totally disabled
—— must live with you for more than half the year (some
exceptions apply) and must not have provided more
than half of his or her own support
—— must not file a joint tax return (unless this is done solely
for the purpose of obtaining a refund of taxes withheld
or estimated taxes paid).
To be a qualifying relative, the person:
—— must not be your (or anyone else’s) qualifying child
—— must be related to you in one of the ways specified
below, or, if not related, must live with you as a member
of your household

—— must have gross income of less than $4,200 (for 2019)
—— must receive more than half of his or her total support
for the year from you.
The specified relationships for purposes of the qualifying
relative test are: child (including adopted child), stepchild,
foster child, a descendant of any child, step-child or foster
child, siblings, half siblings and stepsiblings, parents and
their ancestors (but not foster parents), stepparents,
nieces and nephews (including the children of half siblings),
uncles and aunts, sons- and daughters-in-law, fathers- and
mothers-in-law, and brothers- and sisters-in-law.

Claiming tax credits for dependent
family members
As discussed in Chapter 1, the 2017 tax law nearly doubled
the amount of the standard deduction, which for many
taxpayers will mitigate the loss of the personal exemption.
For others, a greatly expanded child tax credit should come
as welcome relief.
You are allowed a credit for each dependent child who
is under the age of 17 on the last day of the tax year.
The amount of the credit is $2,000 per child, although that
amount is phased out if your adjusted gross income (AGI)
is over $200,000 ($400,000 in the case of a married couple
filing jointly). If your credits exceed your tax liability, up to
$1,400 of the credit may be refunded to you, increasing
your tax refund. But there is an important caveat: the credit
is allowed only if your child has a Social Security number
(SSN). A child who has an ITIN (individual tax identification
number) because he or she does not qualify for an SSN is
not eligible for the $2,000 credit.
A special credit of $500 is allowed for each dependent
who doesn’t qualify for the $2,000 child tax credit.
This includes children age 17 or over, children with no SSN,
and qualified dependents who aren’t children, such as
parents or siblings. An individual must be a U.S. citizen,
U.S. national or U.S. resident alien to qualify for this credit
for other dependents.
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Claiming the child and
dependent-care credit

Planning tips:

If you pay someone to provide household services or care
for a qualifying member of your household while you work,
you may be entitled to a tax credit for child and dependent
care. You can claim the credit for employment-related
expenses incurred for the care of a member of your
household who is your dependent under age 13 and any
other dependent or your spouse incapable of caring for
himself or herself.
Employment-related expenses include household
services and expenses for care of the qualifying individual.
The cost of a daytime summer camp should qualify if
all other requirements are met. However, if the child or
dependent stays overnight at the camp, the expenses
would not qualify for the credit. Expenses for nursery
school, preschool or other similar programs may be
employment-related expenses. While the expense of
an elementary school does not qualify, the expense for
before- or after-school care may qualify.
Credits are allowed for $3,000 of expenses for one
dependent’s care, and $6,000 for two or more. The credit is
35% of the employment-related expenses if AGI is $15,000
or less. For taxpayers with AGI over $15,000, the 35% is
reduced by one percentage point for each $2,000 of AGI (or
fraction thereof) over $15,000 but not below 20%.
The minimum percentage of 20% applies to taxpayers with
AGI greater than $43,000. Eligible expenses are reduced
for amounts excluded from income under an employer’s
dependent-care assistance program. Special rules apply
if your spouse is a student or is incapable of caring for
himself or herself.
Most dependent-care expenses paid to relatives qualify,
unless the relative is a child of yours under age 19 or
a person who qualifies as a dependent of you or your
spouse. The name, address, and taxpayer identification
number of the care provider must be reported on your
return in order to claim the credit. If the care provider is a
tax-exempt organization, only its name and address must
be furnished.

—— In some cases, you may be able to pay a relative
to care for your children. This approach allows you
to provide income to a person who may be in a
lower tax bracket while you use the credit.
—— If your employer offers a dependent-care
assistance program, you should consider using
this benefit. You may exclude from gross income
up to $5,000 ($2,500 if you are married and filing
separately) per year under an employer-provided
program. While these amounts will reduce
the expenses eligible for the child care credit,
the reimbursement plan usually provides better
savings. The employer plan is free from Social
Security and income taxes.

Paying tax on your
children’s income
Special “kiddie tax” rules can apply to the net unearned
income of children under the age of 19 and college
students under the age of 24. These rules are meant to
discourage the transfer of property to dependents in order
to have the income from such property taxed at lower
income tax rates. The 2017 tax law significantly simplified
how these rules apply beginning in 2018.
If your child is subject to these rules, his or her unearned
income will be taxed at the trust income tax rates.
Trusts are subject to similar income tax rates as individuals,
but the brackets are much smaller. For example, the top
marginal tax rate of 37% applies to a married couple
filing jointly with taxable income in excess of $612,350.
The same tax rate of 37% applies to a trust—and a child
subject to kiddie tax—with taxable income in excess
of $12,750.
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However, in some cases you may be eligible to elect to
include certain items of your child’s unearned income on
your tax return as if it belonged to you. This could result
in a higher tax burden, depending on your effective tax
rate. The administrative ease of filing only one tax return,
and the cost saving of not having an additional tax return
prepared, should also be taken into account when deciding
whether to make this election.
Planning tips:
—— You may find it feasible to transfer
income-producing property to your children under
certain circumstances once they are old enough
to no longer be subject to the kiddie tax rules.
Income accruing to them will be taxed at their
presumably lower rate. In many cases, you can
successfully reduce your family’s overall tax
liability by giving income-producing assets to such
older children.
—— If you transfer the right types of income-producing
property to younger children, you may still
preserve some benefits. For example, your child
could be given income-producing property that
defers income recognition until the child is old
enough to no longer be subject to the kiddie
tax rules. In this regard, you should consider
giving your child growth stocks, mutual funds,
remainder interests in property, land, taxexempt bonds and bond funds, closely held stock,
and market discount obligations (not original issue
discount obligations).
—— By including your child’s investment income on
your return, you may be able to deduct more
investment interest expense (discussed in
Chapter 1).
—— Evaluate the effect of reporting your child’s
income on your return. The simplification of the
kiddie tax could mean that your dependent child’s
unearned income could be taxed at a lower
effective rate if it is included on your tax return
than if your child files his or her own return.
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Alimony makes a difference for
both parties
Alimony is essentially an amount paid by a person to a
spouse or former spouse under a divorce or separation
agreement. Usually, these payments provide support to
a spouse or former spouse with whom you no longer
live. Alimony does not include child support payments or
property settlement amounts. For tax years through 2018,
if you paid alimony, you generally could deduct it from
your gross income in the year you paid it—even if you did
not itemize—as long as you met certain requirements.
Your spouse or former spouse included the alimony in his
or her gross income in the year it was received.
In certain situations, it may be possible for the parties to
a divorce to elect out of treating payments as alimony for
tax purposes. If this is done, the former spouse making the
payments cannot claim a deduction, and the former spouse
receiving the payments does not treat them as income.
The 2017 law changed the treatment of alimony paid
beginning with divorce settlements or decrees of separate
maintenance concluded in 2019 and after. If you pay alimony
under a post-2018 agreement, you will not be allowed a
deduction and your former spouse will not include the
payment in taxable income. Alimony payments made
in 2019 and after for divorce settlements or separation
agreements entered into prior to January 1, 2019, will not
be subject to this new rule.
In general, alimony is paid from the spouse with more
income to the spouse who has less income, i.e., from the
spouse in a higher tax bracket to the spouse in a lower tax
bracket. The new rule could increase the overall tax burden
on the total income of the two spouses, and will mean that
the manner in which an equitable amount of alimony to be
paid is calculated may need to be reconsidered because
the paying spouse will effectively have less income
with which to pay the alimony. Conversely, the receiving
spouse will not have to take tax into consideration when
determining the spending power of the amount received.
Not all states have adopted this provision, so alimony
related to post-2018 settlements could be treated as
deductible to the payor and taxable to the recipient at the
state level.

Planning tips:
If you are paying alimony, carefully review your
situation to ensure that you achieve the most
desirable tax consequences. You may need to
modify agreements to recharacterize payments or
make certain elections. Consult your attorney and
tax adviser.
Payment of alimony will be more expensive for
divorces and separations settled beginning in 2019,
because the payment will be made from after-tax
rather than pre-tax dollars.
Not all states have adopted the federal tax rule for
post-2018 settlements. Consult with your tax adviser
to confirm your state tax obligations.

Education: A top
investment priority
With higher-education costs climbing steadily upward
(significantly above the general rate of inflation), many
families are particularly concerned about accumulating
sufficient funds to put their children through college.
Cost projections clarify the challenge. For example, based
on projections from The College Board and recent average
annual cost increases, a child who enters kindergarten in
2019 will face four-year costs in excess of $275,000 if he
or she chooses an out-of-state public university in 2032
(assumptions include a 5% inflation rate on tuition costs).
For a private college, costs would be significantly higher.
Various saving/investment alternatives exist. The major
savings vehicles for college expenses are qualified
tuition programs, also known as 529 plans, and Coverdell
education savings accounts (Coverdell ESAs). 529 plans
allow individuals to either prepay tuition credit or make
cash contributions on behalf of a beneficiary for payment of
qualified higher-education expenses.
Planning tip:
In 2018 and after, tax-free distributions from 529
plans can also be used to pay up to $10,000 of
expenses per student per year with respect to
elementary and secondary schools.
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Contributions to a 529 plan are not subject to limits or
phase-outs based on the donor’s AGI, but cannot exceed
the necessary amount of qualified higher-education
expenses of the beneficiary. Contributions are treated as
gifts for gift tax purposes; annual donations of $15,000
(2019 amount) can therefore be made without incurring gift
tax liability. Additionally, an election can be made to treat
a contribution up to $75,000 (or $150,000 for a married
couple that is gift-splitting) as if it had been paid over a
5-year period. The larger contribution is still sheltered by
the annual exclusions and gets more dollars into the 529
plan sooner to maximize growth. Amounts in the plan grow
tax free, and distributions from the plan are not treated as
income to the beneficiary to the extent they are used to
pay for qualified higher-education expenses.
Coverdell ESAs permit up to $2,000 to be contributed per
year towards qualified education expenses of a beneficiary.
As with 529 plans, contributions are treated as gifts by the
donor to the beneficiary of the plan. However, in contrast to
529 plans, the ability to make contributions to a Coverdell

ESA is subject to phase out for single filers with AGI
between $95,000 and $110,000 and for joint filers with AGI
between $190,000 and $220,000. The contribution deadline
is April 15 of the following year. Amounts within the
account can grow tax free and are not treated as income to
the beneficiary if used for qualified education expenses.
If your child receives a scholarship
Students who receive scholarships may exclude from
income the amount required for tuition, fees, books,
and supplies. However, they must report as income any
scholarship funds used for other expenses, such as room
and board.
Planning tip:
Monitor estimated tax payments for children who
receive taxable scholarships, as the institutions
granting the scholarships are not required to
withhold tax.
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Chapter 5

Retirement planning
Where do you start?
Providing for a comfortable retirement requires
comprehensive planning, taking into account cash
flow, income taxes, available assets, retirement plan
distributions, and preferred lifestyle. The goal is to match
expected expenditures to projected retirement income
cash flow and provide for contingencies (such as extended
illness, rapid inflation, and investment losses).
Most individuals share similar concerns when they
consider their retirement years. These concerns include
having enough income to live comfortably, providing
security for a spouse or children, minimizing income and
transfer taxes, accounting for inflation, and outliving assets.
Take a serious look ahead to determine how much income
you will need to maintain your current lifestyle when
you retire. When you estimate how much income you
will need, take into account inflation, future tax rates,

and the investment returns on your retirement savings.
Most retirement planning advisers say that you will need
60% to 80% of your pre-retirement income to maintain
your current standard of living.

Determining your retirement
income needs
By completing the Calculating future income needs
worksheet below, you can assess your financial position in
terms of future retirement income. This assessment will
help you determine a realistic investment goal.
To evaluate future income sources, start with Social
Security. The Social Security Administration website
has a retirement benefit estimator that can determine
your maximum benefit at your normal retirement age
(generally age 65–67) and your maximum benefit at age 70.

Calculating future income needs
1. How much annual income will you need after you retire?
Adjust estimate for inflation using Chart

$

2. How much income will come from:
A. Social Security?
Adjust for inflation using Chart A

$

B. Employer-provided benefits?

$

3. What is the current value of your personal retirement assets?

$

4. What will be the value of your personal assets at retirement?
Multiply line 3 by the factor in Chart B

$

5. How much annual income will your personal assets provide
during retirement?
Multiply line 4 by the annual return you expect

$

6. What is your total annual income from these sources?
Add lines 2A, 2B, and 5

$

7. What is your annual income shortfall?
Subtract line 6 from line 1

$
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B: Future value

A: Figuring inflation
Years to retirement

Inflation multiplier*

Years to retirement

Inflation multiplier**

1

1.03

1

1.06

3

1.09

3

1.19

5

1.16

5

1.34

10

1.34

10

1.79

15

1.56

15

2.40

20

1.81

20

3.21

25

2.09

25

4.29

**Assumes an annual rate of return of 6% (3% higher
than inflation). Actual returns will depend on market
conditions and the investments you select.

* Assumes inflation rate of 3%

Next, consider retirement distributions you can expect from
your company’s qualified retirement plan (see Retirement
savings through an employer’s plan, below). Talk to your
Human Resources person or plan administrator to get an
estimate of future distributions at different retirement ages.
Note: If your annual income from your employer exceeds
$280,000, amounts over $280,000 (for 2019) are not
included when your employer contributes on your behalf to
your company’s qualified retirement plan. As an example,
if your employer matches up to 3% of income, the match is
capped at 3% of $280,000 in 2019.
In addition to amounts deferred under a qualified
retirement plan, you may be able to negotiate deferred
compensation in a nonqualified plan to increase
your retirement savings (see Nonqualified deferred
compensation, below).
If you are a self-employed individual who is not a partner
in a partnership, you can set up your own SEP, SIMPLE,
or qualified retirement plan (discussed in Chapter 7,
Planning for Your Business).
Beyond these types of retirement income, you will have to
develop resources on your own through other savings and
investment strategies. Most people have to provide for at
least 40% of their retirement income from other sources.
Other retirement instruments, such as annuities, enable
tax-deferred accumulation of earnings but without the
contribution restrictions of an individual retirement account.
An annuity allows you to choose guaranteed life income
payments or payments for a predetermined period of time,
usually beginning at retirement.
A comprehensive investment program is an integral part of
retirement planning, with periodic adjustment of strategies
to fit your objectives as you progress toward retirement.
(See Chapter 2, Investment-Related Tax Issues.) Your tax
adviser can help you determine your retirement needs and
develop a feasible retirement savings plan.

Should you have an individual
retirement arrangement?
Traditional individual retirement arrangements (IRAs)
were first introduced to encourage taxpayers to save for
retirement even if their employers did not offer retirement
savings plans.
Many working Americans qualify for at least a partial income
tax deduction for retirement savings. You may make a
deductible IRA contribution of up to the lesser of $6,000 or
100% of earned income (or $7,000 for individuals age 50
or older), provided neither you nor your spouse is an active
participant in an employer-sponsored retirement plan and
you are younger than age 70½ at the end of the year.
Contributions to traditional IRAs may be deductible for
taxpayers who are eligible for employer retirement plans
but only up to certain limits based on income and filing
status. For example, a taxpayer who is covered by an
employer plan and is married and filing jointly is subject
to a deduction phase out for his or her IRA contributions
if the couple’s income is between $103,000 to $123,000
(although a spouse who is not eligible for an employer plan
but who is married to someone covered by an employer
plan can deduct the whole contribution if the family
income is not more than $193,000 in 2019). However,
nondeductible contributions to a traditional IRA still provide
tax-deferred accumulation of investment earnings that may
be beneficial, especially if you expect to have a lower tax
rate once you are retired, and also provide a first step for a
Roth IRA conversion.
As of 2019 an individual can contribute $6,000 (or $7,000 at
or above age 50) per year as a nondeductible contribution
to a traditional IRA. A taxpayer can also contribute to his
or her spouse’s traditional IRA. Contributions to traditional
IRAs over many years can substantially enhance family
savings. Even at a 3% interest rate, a contribution of
$6,000 per year for 10 years may result in approximately
$70,000 of savings, or over $80,000 for individuals age 50
and over contributing $7,000 per year for 10 years.
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Traditional IRA contributions are generally taxable as
ordinary income on distribution; if the contributions were
nondeductible, only a part of the distribution may be taxable.
Distributions before age 59½ may be subject to an early
withdrawal penalty. At age 70½, you would generally have to
start receiving minimum required distributions from the IRA.
Planning tip:
If you are at least age 70½ and have a traditional
IRA, you may be able to contribute your minimum
required distributions from the IRA to a charity (up to
$100,000) without having to pay tax on the amount
transferred to the charity.
Roth IRAs
A Roth IRA is an IRA with a special tax structure.
Contributions to a Roth IRA are not deductible, but the
eventual distributions are not included in income (and thus
earnings are distributed tax-free). In addition, a Roth
IRA is not subject to the required minimum distribution
requirements that apply to an IRA, so the amounts can be
left in the Roth IRA until needed. Special penalties apply to
distributions from a Roth IRA before the Roth IRA has been
in existence for five years and before you reach age 59½.
Married individuals filing jointly with AGI between $193,000
and $203,000 can contribute reduced amounts to a
Roth IRA. Married individuals above $203,000 and single
taxpayers with compensation above $137,000 cannot
directly contribute to a Roth IRA, but are allowed to convert
a traditional IRA into a Roth IRA. On conversion, all taxable
amounts in all of the individual’s aggregate IRAs are used
to determine the taxable and nontaxable portions of the
conversion amount.
Example A: Sarah has a nondeductible traditional IRA with
$10,000 of contributions and $2,000 of earnings (and has
no other IRAs). She converts the IRA to a Roth IRA.
The $10,000 of after-tax contributions is treated as basis and
is not taxed again on conversion, but the $2,000 of earnings
is taxable as ordinary income when it is contributed to the
Roth IRA.
Example B: Michael has two IRAs, one a non deductible
traditional IRA with $10,000 of contributions and $2,000
of earnings, and one an old rollover IRA with $20,000 that
has never been taxed (such as from a 401(k) rollover).
Michael wants to convert the $12,000 traditional IRA to a
Roth IRA. On conversion, he has an aggregate IRA balance
of $32,000 ($12,000 plus $20,000) and a total nondeductible
contribution balance of $10,000.

If Michael instead rolls his old rollover IRA into his current
employer’s 401(k) plan, and later converts the remaining IRA
to a Roth IRA, he would include in income only the $2,000
of earnings above the after-tax contributions in income.
Roth(k) contributions
A 401(k) plan can be designed to allow plan participants
to elect to defer amounts as pre-tax contributions
(normal 401(k) elective contributions) or as post-tax Roth
contributions. Post-tax Roth contributions (sometimes called
Roth(k) contributions) are generally treated the same way
as the pre-tax contributions except with respect to income
tax (both are subject to Social Security and Medicare taxes
on contributions and subject to the same dollar restrictions).
An employee can choose to contribute partly pre-tax and
partly through Roth(k) contributions.
Between the pre-tax contributions and the post-tax Roth(k)
contributions, the employee cannot contribute more than
$19,000 (or $25,000 if the participant is at least age 50).
Your employer can match your elective contributions,
whether they are 401(k) elective contributions or
Roth(k) contributions.
Like Roth IRA contributions, Roth(k) contributions are
taxable as made and the contribution amount and accrued
earnings on the contributions are not taxable on distribution
so long as the Roth rules are satisfied at the time of
distribution. Thus, the first Roth(k) contribution starts the
5-year Roth holding period. The amounts in a Roth(k) account
can be rolled over to a Roth IRA if all of the requirements
are satisfied.
In-plan Roth conversions
Some plans now also allow “conversion” of pre-tax
contributions (such as 401(k) elective contributions) into Roth
accounts within the same plan. On conversion, the pre-tax
amounts are not distributed to the individual and remain
in the same plan, but the amounts converted are subject
to ordinary tax in the year of the conversion. Once in the
Roth account, the earnings accrue under the Roth rules and
can eventually be rolled over to a Roth IRA if all of the Roth
rules are satisfied at the time of distribution. As with other
Roth accounts, there is a 5-year holding period on converted
amounts. There is no withholding within the plan on these
conversions, so you would have to be prepared to pay the
tax on the amount converted from other sources of cash.

Michael calculates the nontaxable part of the conversion
as ($10,000/$32,000) × $12,000, or $3,750. The remaining
$8,250 is taxable income on conversion.
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Note
Roth IRA contributions may not be recharacterized
as a contribution to a traditional IRA. If you convert
a traditional IRA to a Roth IRA and later find that the
conversion was not a good strategy (for example, the
investments had declined in value or you did not have
the cash to pay the taxes resulting from the conversion)
you cannot recharacterize the Roth IRA contribution
as a contribution to a traditional IRA. Therefore, you
should be very careful when you convert a traditional
IRA to a Roth IRA. There was some relief for individuals
who converted a traditional IRA to a Roth IRA in 2017.
The IRS stated that the new rule would not apply to
conversions done in 2017 that were recharacterized by
October 15, 2018 (regardless of whether the individual
extended his or her tax return due date for 2017).

Planning tips:
—— Some individuals make the maximum
nondeductible contributions to a traditional IRA
and convert the IRA to a Roth IRA the next
day. In this case, there is no income to include
(assuming the individual has no other IRAs
with deductible contributions). This makes the
conversion tax-free; all additional interest or other
earnings will fall under the Roth IRA rules and not
be subject to tax on distribution.
—— If you have money in an IRA, are under age
59½, and need cash, consider using the
substantially-equal-payment exception. By using
this “life annuity” option, you can arrange for
equal, periodic withdrawals to be made at least
annually and avoid penalties for early withdrawal.
The withdrawal amount is based on life
expectancy and actual or projected IRA earnings.
Withdrawals will be subject to income tax but
not the 10% early withdrawal penalty. However,
the same rules do not apply to a Roth IRA.
—— If you need a short-term loan, under the rollover
rules, you may withdraw money from an IRA
temporarily and redeposit the full amount within
60 days in the same or a different IRA without
tax consequences. Note, however, that only one
rollover of this type is generally permitted in any
12-month period.
—— If you are divorced and receive alimony, you can
make an IRA contribution even if all your income
is from taxable alimony.

—— To maximize the accumulation of tax-deferred
income, consider making your contribution
as early as possible. You can make an IRA
contribution in the first week of the new year.
If you cannot deduct the amount, you can leave
it in as a nondeductible contribution or you can
withdraw the contribution (and the attributable
earnings) without penalty before the due
date (including extensions) of your tax return.
The income attributable to the withdrawn
contribution will be taxable income for the year
in which the contribution was made.
—— Note, however, that if you contribute to an
IRA and decide after the due date (including
extensions) of your tax return that you do not
want to make a contribution, you are treated
as taking a distribution from your account on
which you will be taxed currently. If you are
younger than 59½, you most likely will incur
a nondeductible penalty tax of 10% of the
taxable amount of the distribution.
Other IRA and Roth IRA issues
Contributions to an IRA in excess of the limits are subject
to an annual 6% penalty. Also, money generally cannot be
withdrawn from an IRA without a 10% penalty tax—except
in substantially equal payments over your life expectancy
(or the joint life expectancy of you and a designated
beneficiary)—until after you are at least age 59½, disabled,
or deceased.
Planning tip:
—— Consider the gift of an IRA or a Roth IRA
contribution on behalf of a working child or
grandchild. By taking advantage of the annual
gift tax exclusion, you can make a contribution
for another person up to the lesser of his or
her earned income for the year or the IRA limit
for the year, generally $6,000. If you contribute
$6,000 a year for four years while a child attends
college (ages 18 to 22) and works part time, that
contribution will grow to over $80,000 by the time
he or she reaches age 62 (assuming 3% annual
return). Those same four $6,000 contributions
beginning at age 30 would accumulate to around
$57,000 by the time the child reached age 62.
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Retirement savings through an
employer’s plan
Many employers have established 401(k) plans (or 403(b)
plans for certain tax-exempt organizations—because
401(k) and 403(b) plans have similar rules, they will be
discussed together). If you are enrolled in a 401(k) or 403(b)
plan, you can reduce your salary by making pre-tax plan
contributions (which are still subject to Social Security and
Medicare taxes).
Some 401(k)/403(b) plans permit Roth(k) contributions as
well as pre-tax contributions. Roth(k) contributions are
includible in taxable income, but distributions are not.
Your employer may match a portion of your pre-tax or
Roth(k) contributions.
The amount you can contribute to a 401(k) or 403(b) plan
in 2019 is limited to $19,000 (or $25,000 with a catch-up
contribution for employees at least age 50), but may be less
depending on participation in the plan by other employees.
If you inadvertently elect to defer more than a total of
$19,000 in 2019 to all 401(k) and 403(b) plans in which you
participate, you must notify your employer and have excess
amounts (and allocable earnings) returned to you by April
15, 2020. You will owe income tax on any excess deferrals
and on income earned on the funds. No penalty will apply
to this amount. However, if excess deferrals are not paid to
you by April 15, 2020, you must include the excess deferral
as income both in the year of contribution and in the year
of distribution. In addition, if a corrective distribution is
not timely made, the excess deferrals generally may not
be distributed out to you until a distribution is otherwise
permitted under the plan.
Some plans allow additional after-tax contributions.
These funds accumulate tax-deferred, and you pay tax only
on the earnings when you receive distributions at retirement
or later.
Planning tip:
—— Consider some Roth(k) contributions to the
401(k) plan. Roth(k) contributions are taxed as
contributed, but related earnings are never taxed
if they’re held in a Roth(k) for at least five years
and distributed only after age 59½.The amounts
can be rolled over from a Roth(k) into a Roth
IRA at distribution and held until needed.
As noted above, Roth IRAs do not have required
minimum distributions.

a financial hardship, as defined in stringent
IRS regulations. If you withdraw funds before
age 59½, you generally will be subject to a
10% penalty tax in addition to ordinary income
tax. On termination, you can direct the plan
administrator to roll over the amount to an IRA
or a new employer’s plan without paying any tax
at the time of the rollover, allowing further tax
deferral until you need to take distributions.
—— If you need a loan and have money invested in
your company 401(k) or 403(b) plan, you may
be able to borrow against your savings.
Although loan conditions vary according to plans,
the interest rates tend to be lower than for
other consumer loans, and the interest you pay
goes back into your account in the retirement
plan. In most cases, the interest you pay
is nondeductible.

Employee Stock Ownership
Plans (ESOPs)
Another type of qualified retirement plan,
which encourages employee ownership of the company,
is an employee stock ownership plan (ESOP). ESOPs are
defined contribution plans designed to invest primarily
in qualifying employer securities. An ESOP can be a
portion of another qualified plan (e.g., a 401(k) plan) or a
stand-alone plan and may or may not permit participants
to make elective deferrals. Similar to pre-tax contributions
to a 401(k) plan, contributions are generally made on a
pre-tax basis and income tax is deferred until distribution.
Distributions from an ESOP may be made in cash or
employer securities; participants generally have the right
to demand stock (unless ownership is restricted by the
corporate charter or by-laws) or require the employer to
repurchase any distributed stock if it is not readily tradable.
Some ESOPs are structured as a “leveraged” ESOP;
whether the ESOP has an S corporations loan may affect
the available distribution timing options. Special rules apply
to ESOPs maintained by S corporations.

—— Make maximum contributions to your 401(k).
For contributions made with pre-tax dollars, you
save taxes now and accumulate tax-deferred
retirement savings. If the plan allows, you may
withdraw contributions to a 401(k) plan when
you terminate your employment or if you face
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Nonqualified deferred
compensation
Your employer may provide additional opportunities to
defer your income by establishing a nonqualified deferred
compensation plan. Such plans have no contribution limits,
and employers generally may use their discretion as to who
will participate. You generally get the benefit of deferring
income tax on these amounts until they are distributed.
As with all deferred compensation (other than Roth IRAs
and Roth 401(k) accounts), you receive compensation
(taxed at ordinary income rates) on amounts deferred once
distributions are made under the plan. You may, however,
be subject to Social Security and Medicare taxes in the
year of vesting if the amounts are vested prior to the year
of distribution. Your employer cannot deduct the promised
compensation until the year in which the distribution
is made.
Planning tip:
—— In negotiating a compensation package with
your employer, evaluate the risk of forfeiture,
distribution schedule, type of benefit, and weigh
the after-tax advantages of each choice available
to you. Taking some non taxable compensation
(such as additional pre-tax fringe benefits or
health coverage) may be worth more than taxable
compensation. Likewise, if your employer will pay
for something for you and include the payment in
your taxable compensation you have only “paid”
the tax rather than the full cost of the benefit.
–– As an example, if your employer agrees to pay
for life insurance premiums equal to $20,000
and includes the value of the premiums in your
income, you pay tax only on amounts equal
to your tax rate plus Medicare (and additional
Medicare if applicable) assuming you have
already exceeded your Social Security
wage base.
—— Compare the overall benefit of deferred
compensation to receiving cash today. For some
companies and their executives, upfront cash
makes good business sense. Payments now
can be put into savings vehicles with lower tax
rates (such as municipal bonds). Also, if tax
rates are low, individuals generally include
amounts in income while the taxes are low rather
than deferring until the tax rates are higher.
Employees defer more when tax rates are high,
assuming that post-retirement income may be
lower and thus subject to lower tax rates.
—— Nonqualified deferred compensation plans
must comply with the rules of section 409A
or the compensation deferred will be subject
to immediate taxation at vesting as well as an
additional 20% tax and other penalties.

Remember, however, that you are a general creditor of the
corporation with regard to this deferred compensation;
therefore, in bankruptcy, the corporation’s secured creditors
will be paid before you. In many cases, there is nothing left
with which to pay the nonqualified deferred compensation.
Another consideration with respect to a nonqualified
deferred compensation plan is that distributions will be
taxed as ordinary income and may be subject Social
Security and Medicare withholding.

Planning for retirement
distributions
Retirement planning involves determining future needs and
how your resources will satisfy those needs. As discussed
above, penalty taxes apply to early distributions, late
distributions, excess distributions, and distributions of less
than the required minimums with respect to tax-qualified
plans. You also must consider the effect penalties will
have on undistributed retirement plan balances that are
part of your estate. To avoid incurring these penalties you
should review your retirement plans and applicable rules to
determine the optimum method of taking distributions.
The most advantageous way to receive retirement
distributions from an employer’s plan or an IRA depends
not only on penalty taxes and your need for income,
but also the extent to which the amounts are taxable
on distribution.
Minimum annual distributions
You generally are required to take minimum annual
distributions from most retirement plans no later than
April 1 of the year following the year in which you reach
age 70½ or once you retire, if you are not at least a 5%
owner. Distributions for subsequent years must be made
by December 31 of each year. For example, if you reach
age 70½ in 2020, you must begin receiving distributions
by April 1, 2021. However, delaying the required 2020
distribution until 2021 will force you to include in your
2021 taxable income required distributions for both 2020
and 2021.
The minimum annual distribution amounts are determined
by calculating the amount necessary to distribute the
retirement plan interest over your life, or over your life
and that of a designated beneficiary. The minimum annual
distribution rules allow you to avoid depletion of your
retirement savings through annual recalculation of your life
expectancy (and the life expectancy of your designated
beneficiary if that person is your spouse).
If minimum distributions are required, the amounts
must be taken out timely. Otherwise, you will be
subject to a penalty totaling half the amount you should
have withdrawn.
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Planning tip:
—— IRA distributions must begin by April 1 of the
year after you turn age 70½. If you keep money
in your employer’s plan (if permitted), you can
avoid minimum required distributions while
you are still working as an employee of that
employer (provided you are not a 5% owner of
the company).
Roth IRAs do not have minimum required
distribution requirements.
—— For individuals other than at-least-5% owners,
so long as you are working at least part-time as
an employee, amounts held in your employer’s
401(k)/403(b) plan do not have to be distributed
as minimum required distributions starting at
age 70½. Some companies allow you to roll
over IRA amounts so you can prevent required
minimum distributions until you are ready to
stop working. Consider designating a younger
beneficiary in order to minimize the required
minimum annual distributions and delay them as
long as possible. If the beneficiary is your spouse,
you can recalculate your and your spouse’s life
expectancies. However, this is not a decision to
be made lightly. If you elect to recalculate life
expectancy, the distribution is treated as a single
life annuity when one of you dies. If either of
you is not in good health, recalculation may not
defer distributions.
Taxation of distributions
A 10% penalty tax generally applies if you receive
tax-deferred retirement savings from your 401(k) or
qualified pension plan or your IRA before you reach age
59½, die, or become disabled. The penalty does not apply
to the extent you roll over amounts to an IRA or another
qualified plan. Distributions that are made in substantially
equal payments over your life expectancy (or the joint lives
of you and your beneficiary) are also exempt from the
penalty. If the payment schedule is modified for reasons
other than death or disability, the taxable amount will be
calculated by applying the 10% early withdrawal penalty
retroactively if you are not age 59½ and have not been
receiving payments for at least five years.
Several techniques are available to defer or reduce tax
on distributions:
—— You can defer taxes on a lump-sum distribution and
certain partial distributions by rolling the distribution
amounts into an IRA or, when permitted, to another
qualified plan. The plan administrator can usually do a
“direct rollover” or trustee-to-trustee transfer to another
plan or IRA. Otherwise, you need to move the money
within 60 days (there’s more information on the 60-day
rule later in this chapter).

—— If you receive your distributions in the form of a life
annuity, you will pay tax in the year in which you receive
each payment.
Planning tip:
—— In certain instances, you may find it advantageous
to receive a lump sum from your employer’s plan
and purchase a commercial annuity. Whether or
not this is beneficial depends on the assumptions
the plan makes in computing your lump-sum
distribution and the investment opportunities
available to you, and also on the amount of
the annuity surrender costs, commissions,
and other fees.
—— If your plan permits annuity payments,
sometimes it is more beneficial to elect a
single-life annuity and use the excess amounts
received to purchase life insurance or a
commercial annuity that will pay your beneficiary
at your death. The benefits of this approach
will depend on the assumptions a plan uses to
calculate a single-life annuity that is equivalent
to a joint-life-and-last-survivor annuity and the
investment opportunities available to you,
including commercial annuities. Compare the
single-life to joint-type payments from your plan.
—— If the individual or family is covered by a “highdeductible health plan” arrangement (see IRS
Publication 969 or ask your health care provider
whether your plan is a high-deductible health
plan), an individual with self-only coverage
can contribute up to $3,550 (for 2020) and
an individual with family coverage can
contribute up to $7,100 (for 2020) to a health
savings account (HSA), with an additional $1,000
contribution if an eligible individual is at least age
55. This contribution is fully deductible and the
account grows tax free. If amounts in the account
are used for approved health care expenses,
the payments from the HSA are also tax free.
The HSA is the property of the family and can
be used for qualified health care expenses, or it
can be saved to use for qualified health care
expenses, including later Medicare premiums,
in a later year. Some families choose to pay
health care expenses currently and save the HSA
for later expenses when they are covered by a
less generous plan or have higher expenses as
older individuals. HSAs often have investment
provisions allowing a portion of the account to be
invested for longer-term growth.
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Withholding requirement
If you do not elect to have your qualified plan (e.g., 401(k),
403(b) or defined benefit plan) distribution transferred
or rolled over directly to an IRA or another qualified
plan, you will receive only 80% of your distribution.
The remaining 20% will be withheld to pay income taxes.
This is the case even if you plan to roll the funds into an
IRA within 60 days of receiving the distribution. Of course,
you will not owe tax on the amount you roll over. But if
you only receive 80% of your distribution and only roll
over that 80%, you will be taxed on the 20% withheld.
Also remember that any portion of the distribution not
rolled over may be subject to the 10% penalty on early
distributions in addition to ordinary income taxes if you are
under age 59½ and do not meet certain other exceptions.
Planning tip:
—— Elect a direct transfer from your plan to an IRA
or another qualified plan to avoid the withholding
rule. You can withdraw the funds from the IRA
with no withholding.
—— If you don’t do a direct rollover, contribute the
80% distribution plus out-of-pocket cash equal to
the 20% withheld within 60 days of distribution.
You will receive a refund for the withheld amount
(adjusted for your other ordinary income taxes
due, if any) after you file your income tax return
for the year. However, these funds will not be
working for you during the interim period before
you receive the refund.
—— There may be other ways to bypass the
withholding requirement, depending on whether
your employer offers these alternatives: Some
employers will let employees keep the funds in
the company plan. Also, some plans may include
an option of taking the money in substantially
equal payments made over a period of 10 years or
more or for life.

You should review the Social Security Administration (SSA)
report on earnings and confirm that it is a correct record of
your earnings. To correct an error, you must notify the SSA
within three years, three months, and 15 days after the year
in which your wages were paid or your self-employment
income was derived. In some circumstances, your earnings
record may be corrected even after this time limit has
expired. You can check the SSA website (www.ssa.gov) to
obtain this information and model payments at various ages.
Planning tip:
If you are newly eligible for Social Security benefits
and would be subject to tax on the Social Security
payments, you may want to delay applying for those
benefits. Doing so will increase the monthly benefits
you are eligible to receive. However, you should
sign up for Medicare at your normal retirement
age, as medical insurance may cost more if you
delay application.

Cross-border
benefits considerations
If you have performed services outside the United States
during the course of your career, your retirement and
other benefits may be subject to taxation in more than
one country. All of the relevant facts should be considered
along with relevant sourcing rules and applicable treaty
provisions in analyzing the proper tax treatment of the
benefits or any distributions you may receive in retirement.
Careful consideration of the tax treatment may be
necessary prior to any decision to take a distribution or
transfer amounts.

—— To determine the optimum method of taking
distributions and the timing of those distributions,
evaluate your retirement plans in conjunction with
such factors as your age, health, beneficiaries,
and cash flow requirements. Work closely with
your tax adviser to consider the complex rules
that govern distributions.

Social Security benefits
If you are under your normal retirement age (between
age 65 and age 67, depending on your birth year) and are
still employed but are taking Social Security benefits,
your Social Security benefits will be reduced if your current
earnings exceed a prescribed limit.
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Chapter 6

Transfer tax planning
While income tax planning focuses on the short term,
transfer tax planning takes a long-term view of preserving
your family wealth for generations to come. Whatever your
age, health, or net worth, you should look to the future,
keeping an up-to-date will and planning the disposition of
your estate. If you plan properly, you can provide security
for your family and potentially reduce the gift and estate
taxes you or your estate must pay. The 2017 tax law did
not make a lot of changes in the transfer tax area, but it did
enhance your ability to minimize transfer tax by doubling
the lifetime exemption amount.

Temporarily increased lifetime
exemption amount
Federal law provides a lifetime exemption which allows
you to gift or bequeath a certain amount of wealth
without having to pay transfer tax. Under the 2017 tax
law, from 2018 through 2025 the exemption is doubled
to $10,000,000 from its prior amount of $5,000,000.
This amount is adjusted annually for inflation. Thus, for
2019, the lifetime exemption amount is $11,400,000 per
person. This means that you may give up to $11,400,000
($22,800,000 collectively with your spouse) of assets over
the course of your life or at your death without incurring
a gift or estate tax. The generation-skipping transfer (GST)
tax exemption is also $11,400,000 for 2019. The lifetime
exemption and the GST exemption are anticipated to
increase (by virtue of inflation adjustments) to $11,580,000
for 2020. After 2025, barring further changes in the law, the
exemption will revert to $5,000,000 (adjusted for inflation).
Under the 2017 tax law, Treasury was directed to
promulgate regulations to address any potential difference
between the exclusion amount at the time of a gift and
the exclusion amount at the time of the death of the
donor of the gift. Without such regulations, a gift that was
covered by the enhanced exclusion (during the eight-year
period) might result in estate tax liability at the donor’s
death if the exclusion has reverted to a lower amount
given the cumulative nature of the transfer tax system.
This is sometimes referred to as a “clawback” of the gift.
In November of 2018 the Internal Revenue Service (IRS)
issued proposed regulations confirming that no “clawback”
will occur under those circumstances and the use of the
enhanced exemption during the eight-year period does
result in a permanent transfer tax benefit.

Planning tips:
The increased exemption might be used in
connection with the following:
—— Equalizing gifts to children or grandchildren
—— Forgiveness of outstanding loans to children
or grandchildren
—— Gifts to dynasty trusts
—— Gifts to new intentionally defective grantor trusts
in connection with a subsequent sale to the trust
for a note—benefits can be magnified since gift
of the seed property can be much larger now
without any additional gift tax exposure
—— Gifts to trusts that have pre-existing sales in
place to improve the equity to debt ratio or allow
beneficiary guarantees to be terminated or allow
the note balance to be paid off in full
—— Gifts to older individuals with excess exemption
in order to obtain a basis increase in the
gifted assets at their death without increasing
transfer taxes
—— Gifts to trusts that allow the grantor or the
grantor’s spouse to retain some access to the
funds if they are otherwise concerned about
giving away $22.8 million of assets (for example,
self-settled asset protection trusts or spousal
limited access trusts)
Many of these planning ideas are discussed in more
detail below.
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Overview of federal transfer
tax system
Broadly speaking, when you transfer an asset to someone
and get back less than the fair market value (FMV) of what
you transferred (often referred to as “full and adequate
consideration”) you have made a gift which may be subject
to transfer tax. Such transfers can be made during life or
at death. Transfers made during life may be subject to gift
tax. Transfers made at death may be subject to estate tax.
Transfers made to much younger individuals (skip persons)
(such as grandchildren) may be subject to GST tax. Each of
these taxes are reviewed in more detail below.
Various exclusions and deductions are available, in addition
to the $11.4 million lifetime exemption discussed above, to
reduce your transfer tax liability. For example, each year, you
can make a gift of up to $15,000 (for 2019—this amount
changes based on inflation) to as many people as you
choose without making a taxable gift. This benefit is called
the “annual exclusion”. If you are married it is possible with
your spouse’s consent to double that amount to $30,000 per
recipient. You are also allowed to pay for someone’s tuition or
medical expenses without those being subject to gift tax—
but those have to be paid directly to the service provider to
qualify for that exclusion. In addition, assuming you are both
United States citizens you can gift an unlimited amount to
your spouse without those transfers being subject to gift
tax (these are discussed in more detail below). Transfers
to charities will generally qualify for the unlimited gift tax
charitable deduction. Certain requirements must be met in
connection with each of these exclusions and deductions.
For example, annual exclusion gifts must be enjoyable by
the individual currently rather than only at some future time,
also referred to as a present interest gift. Thus, speaking
with your tax adviser prior to embarking on a gifting program
is advised to help you avoid any pitfalls. If your gifts exceed
these excludable and deductible amounts, the excess
will be subject to tax at a rate of 40%. If you are the one
making the gift, you are responsible for paying the tax and
filing Form 709, United States Gift (and Generation-Skipping
Transfer) Tax Return.
The gift and estate tax systems are unified; this means
that if you fully utilized your lifetime exemption by
making gifts during life, then at your death you will not
have any exemption remaining and any assets included
in your estate will be subject to estate tax at a rate of
40%. At your death, Form 706, United States Estate
(and Generation-Skipping Transfer) Tax Return, must be filed
if your gross estate (plus any taxable gifts made during life)
exceeds the lifetime exemption of $11,400,000 (as adjusted
for inflation). Deductions for spousal transfers and charitable
transfers are also available for estate tax purposes.

Although the gift and estate tax regimes form a unified
system, transfers may still have different tax consequences
depending on when they occur. For instance, if you make a
gift of appreciated property, the recipient will generally have
“carryover” basis—the same basis as you did in the asset.
Alternatively, if the transfer is made from your estate, then
the tax basis in the asset will generally be “stepped up”
to the FMV of the asset at your date of death. This is true
whether or not your estate has to pay estate tax.
Planning tip:
Given today’s higher exemption amount and
historically low transfer tax rate compared to
the combined federal and state income tax rate,
you may want to consider postponing the transfer of
high-value, low-basis assets (especially when they are
not appreciating rapidly) until your death. That way,
your heir would be able to sell the asset and incur a
lower capital gains tax due to the resulting step-up in
basis at your death.
In addition to any potential gift or estate tax, if a transfer
is made to a “skip” person (such as a grandchild or an
unrelated person more than 37½ years younger than you),
the transfer may also be subject to GST tax. As mentioned
above, there is a similar exemption of $11,400,000 from this
tax that can be used during your life or at death. Any GST
tax due is reported on Form 709 or Form 706 (depending on
whether the GST tax is incurred during life or at death) and
paid along with any gift or estate tax due.

Unlimited marital deduction
As mentioned earlier, transfers to your U.S. citizen spouse
will not be subject to the gift or estate tax because of
an unlimited marital deduction. The marital deduction is
available for outright transfers to your spouse and transfers
to certain types of trusts. A common trust set-up for the
spouse that qualifies for the marital deduction is a qualified
terminable interest property (QTIP) trust.
Among other requirements, a QTIP trust must pay all net
income to the spouse at least annually, cannot be used to
benefit anyone other than the spouse during the spouse’s
lifetime, and will be included in the spouse’s estate at the
spouse’s death. A QTIP trust can be set up during your
lifetime (as an inter vivos trust) or set up at your death
(as a testamentary trust). The reasons for using a QTIP
trust instead of transferring assets outright to your spouse
are generally not tax-related; they include maintaining
financial control for a spouse who may need assistance
in managing money and making sure the assets pass to
your descendants when your spouse dies. This may be
particularly important to you if this is not your first marriage
and you have children from another marriage whom you
wish to benefit while still making the assets available for
your surviving spouse should they be needed.
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Planning tip:
If an estate establishes both a QTIP and a trust
funded with the taxpayer’s lifetime exemption
amount (also known as a bypass trust), to the extent
possible the surviving spouse should generally use
the assets in the QTIP trust rather than the bypass
trust. This is because the QTIP trust assets will be
included in the surviving spouse’s estate while the
bypass trust assets, including any appreciation since
the date of death of the first spouse to die, will pass
tax free at the death of the surviving spouse.

Portability
The traditional approach to estate planning involved the
creation of a bypass (or credit shelter) trust to hold the
amount of the decedent’s unused lifetime exemption for the
benefit of the children and the spouse and a QTIP trust to
hold the balance of the decedent’s assets for the benefit of
the surviving spouse. This approach created a non taxable
estate at the death of the first spouse to die by virtue of the
lifetime exemption and marital deduction, and also enabled
the couple to transfer assets equal in value to both spouses’
exemption amounts to their heirs without paying gift or
estate tax. In contrast, if the assets of the first spouse to
die were transferred outright to the survivor, although no tax
would be due at that time by virtue of the marital deduction,
only the surviving spouse’s lifetime exemption would be
available to protect the remaining assets from estate tax
when the second spouse died.

later date. In addition, to the extent that you want to utilize
both spouses’ GST exemptions, the GST exemption is not
portable. Finally, there may be non-tax benefits to creating
one or more trusts—asset protection, protecting someone
who is not financially savvy, and making sure assets are
preserved for later generations, to name a few. You must
carefully consider the benefits and burdens of relying on
portability versus employing a more traditional estate plan
and determine which approach would best meet your
personal objectives.
Planning tip:
Depending on the desired goals, an alternative to
creating a bypass trust would be to rely on portability
and then have the surviving spouse create a trust
with the deceased spouse’s unused exemption
amount. This type of planning would shield additional
appreciation on those assets similar to a bypass
trust and, as an added benefit, would allow the
surviving spouse to pay income tax on the trust
assets, passing even more estate-tax-free assets to
the heirs. Disadvantages of this type of planning as
compared to the bypass trust are that the surviving
spouse may not be able to be a potential beneficiary
of the trust without risking estate tax inclusion and
that the deceased spouse’s unused GST exemption
cannot be utilized.

Legislation allowing for the portability (or transferability) of
the lifetime exemption to the surviving spouse has made
this planning less critical in some cases. Now, a decedent
leaving everything to the surviving spouse (either outright or
in trust) can pass on his or her unused exemption amount
to the surviving spouse so that both spouses’ exemption
amounts can still be utilized at the second spouse’s death
without using the two-trust structure described above.
In order to transfer the unused exemption amount, the
executor of the first deceased spouse’s estate must
make an election by filing Form 706 (even if it is not
otherwise required).
Although portability was meant to simplify estate planning
(particularly for those with estates with a total value
between one and two times the lifetime exemption
amount), it adds another variable in determining the
most appropriate estate plan. Creating a bypass trust
instead of relying on portability has the added advantage
of shielding the additional appreciation on those assets
that takes place between the first and second deaths
from the estate tax; however, for income tax purposes,
assets in a bypass trust would be inherited with only a
carryover basis at the death of the second spouse instead
of a step-up (assuming appreciation) to their FMV at that
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Planning Tip: Income in respect of a decedent
Some property owned by a decedent, such as
individual retirement accounts and bonuses paid
after death, may be subject to both estate tax and
income tax. Such assets are referred to as income in
respect of a decedent (IRD) property. A beneficiary
who inherits such an asset is entitled to an income
tax deduction for the amount of estate tax “paid” on
the asset.
—— While the income tax deduction is beneficial,
if you are planning to make charitable
contributions at death, it is more tax-advantageous
to give IRD assets to a charity that will not have
to pay taxes on the amount in any event. In other
words, if you have two items, one that involves
IRD and another one that does not have a built-in
income tax liability, it would be advisable to give
the item without the income tax liability to a
non charitable beneficiary and the IRD item to a
charity, which will not have to pay income tax on
it. To do this, specify in your will that the charity is
to receive the IRD items, so that neither income
tax nor estate tax will be due on those items.
—— Alternatively, consider transferring IRD assets to
your spouse. While this amount will be taxable to
your spouse for income tax purposes, the marital
deduction will ensure that it is not subject to
estate taxes.
—— It is preferable not to fund a credit shelter trust
with IRD assets if other assets are available.
Otherwise, the built-in income tax liability
associated with those assets may reduce the
effectiveness of the credit shelter trust.

Importance of your will
One basic building block of a proper estate plan is your last
will and testament. In drafting your will with legal counsel,
you should provide for the disposition of your property, name
an executor, and designate guardians for your minor children.
If you fail to take care of these items in your will, the state
will do it for you, distributing property in accordance with
state law and appointing an executor and guardians for your
children. Although the court acts in good faith, the outcome
may not match your intentions. You may also want to
have other basic but often essential documents, such as a
medical directive and a financial power of attorney, drafted at
the same time.
Estate planning requires a comprehensive approach,
including succession planning for your business and
determining the appropriate beneficiaries for life insurance
and compensation plans. At the heart of the process,
however, is your will. Not only is it the primary instrument
for determining the distribution and management of
your property, it may also help you to manage estate and
GST taxes.
Some people may prefer to use what is typically called a
“revocable living trust” (RLT, along with a shorter pour-over
will) to dispose of assets. The advantages of an RLT include
avoidance of probate, confidentiality, and an easier transition
in the case of disability. RLTs and other types of trusts are
discussed further below.
Once your document is properly drafted, it is important
to keep it up to date. Certain events should trigger a
re-examination of your document to ensure that it still
fulfills your intentions. For example, you should revisit your
document when there is a marriage, divorce, birth of a child
or grandchild, death of someone named in your document,
purchase or sale of major assets, change in state of
domicile, or change in the tax law such as the 2017 tax law
discussed above.
Planning tip:
While the additional lifetime exemption is helpful
from a tax perspective, some estate plans may
not work as planned with such a large exemption
amount. If the estate is to divide into a credit shelter
trust and the remainder to a marital trust, the large
exemption might not leave any assets for the marital
trust. It may be wise to revisit your basic estate
planning documents in light of the 2017 tax law.
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Planning tips:

Planning tip:

—— Examine your will to make certain that it reflects
your current intentions and that all appropriate
provisions have been included. Significant
changes to the tax law have occurred in the past
several years, so make sure that your document’s
provisions are still appropriate and effective
under current law. The manner in which you hold
property and whether you reside in a common
law or a community property state are important
factors in your estate plan. Generally, joint
ownership provides the benefits of survivorship,
avoidance of probate, and immediate access to
the asset. However, joint ownership may result in
increased estate taxes and loss of control over the
ultimate disposition of the property.

Choose your executor carefully. You may designate
a family member, trusted friend, or associate. If your
estate is particularly complex, you may prefer to
name a professional adviser or an organization such
as a financial institution as executor or co-executor.
As you contemplate the choices, consider the
responsibilities, the required time commitment,
and the capabilities of the individual. Also remember
that your executor will be working with your family
during a time of stress and grief. An ability to navigate
family personalities and issues may be an important
factor in your decision. Also, consider indicating a
second choice, in case the person you name is not in
a position to serve when it becomes necessary.

—— Analyze your will to make certain that there is a
proper interface between your will and the type
of property you own. Generally, your will controls
only probate property (that which comes into the
hands of the executor). Property held jointly with
someone else and property that has a designated
beneficiary (for example, life insurance or a
pension/profit-sharing plan) will not be controlled
by your will. For example, if you and your spouse
structure your wills to take advantage of the
marital deduction and your lifetime exemptions,
but retain all your property in joint names, the
wills will have no effect. While the ability to
transfer your exemption amount (as a result of
portability) mitigates this problem to some extent,
you will potentially lose planned tax benefits
and the ability to control the disposition of the
property because all property passes outright to
the surviving spouse by operation of law. In short,
no matter how good the will, it will fail to achieve
its intended purpose if the ownership of your
property does not correlate with the provisions of
the document.

Choosing the right executor
One of the important issues you should address in
your will is the identity of your executor (or personal
representative)—the person responsible for managing
your estate and distributing assets as directed in your will.
This individual will have various responsibilities, including
conserving the assets, preparing them for distribution to
beneficiaries, and making required government filings.

Shifting assets to heirs
Shifting assets to your heirs (or trusts for their benefit)
during your life offers both long-term and short-term financial
benefits. First, by transferring income-producing assets,
you can possibly reduce total family income tax liability
associated with the property (although this advantage may
be diminished by the “kiddie tax” and compressed trust tax
brackets). Second, you can help your children build wealth
of their own. Finally, you can reduce the size of your estate
and, ultimately, the tax on that estate. If properly planned,
shifting assets can accomplish your objectives and ensure
that the rewards of a lifetime of work pass to your heirs.
Planning tip:
Consideration should be given to gifting assets with
the most appreciation potential. This allows you to
maximize the benefits associated with using your
lifetime exemption and the payment of any gift tax.
Gifting such assets today allows the anticipated
future increase in value to escape transfer tax.
Current tax law allows you to make individual
present interest gifts of $15,000 annually to any
number of persons without being liable for gift tax.
If your spouse agrees to split gifts, you can give
$30,000 gift-tax-free to each person (however, your
spouse would not be able to make additional annual
exclusion gifts to that same person).
Note: Estates with positive estate tax liability are required
to report to both the IRS and the appropriate heirs the
value of bequeathed property as of the owner’s death,
allowing the IRS to track the basis of the inherited property
more easily.
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Planning tips:
—— Consider the impact of a planned giving program that
takes advantage of the annual gift tax exclusion.
For example, you and your spouse can give $300,000
to each child free of gift tax over a 10-year period,
reducing your taxable estate and building wealth for
the next generation. Your children will not be subject to
income or gift tax on the receipt of the gifts, and any
subsequent appreciation in value will avoid transfer tax at
your level as well. If this same $300,000 passes to your
children under your will, it could be subject to as much as
$120,000 in federal estate tax and potentially much more
when taking into account appreciation that might occur
before death. For example, assuming a 5% growth rate
per year, the assets would be worth nearly $400,000 at
the end of 10 years and the planned giving program would
have potentially saved you over $160,000 in tax. In some
situations you could even use this technique to pass on
shares of the family business. Note, however, that if you
have typical restrictions on the transfer of interests in your
business operating agreement such that economic benefits
are not presently accessible, a gift of these interests may
not qualify for the annual exclusion.
—— If you pay certain tuition or medical expenses on behalf
of another person, those amounts will not be subject
to gift tax if you make payments directly to the service
provider. Please note that this exclusion does not apply
to contributions to a qualified tuition program (that is,
a 529 plan).
—— However, contributions to a 529 plan do qualify for
the annual exclusion ($15,000 per year). In addition,
a special election for 529 plans allows you to make one
large lump-sum contribution, up to five years’ worth of
annual exclusion gifts, to a 529 plan without incurring a
gift tax. In other words, you could make use of future
year’s annual exclusion gifts by making a larger upfront
payment without incurring gift tax. However, you would
not be able to make any additional tax-free annual
exclusion gifts to the plan beneficiary or 529 plan until
the end of the five-year period.
—— To ensure that your year-end gifts qualify for the annual
gift tax exclusion, make certain that the transfers are
completed in time. A gift by check is not considered a
completed gift until it is cashed. If you think the donee
might not cash the check by year-end, consider using
a cashier’s or certified check, since the funds will be
irrevocably removed from your account when the check
is issued.

—— If your children are minors, consider setting up
custodial accounts for them. Under the Uniform Gifts
to Minors Act (UGMA), you can give a child gifts of
cash, securities, bank and money market accounts,
and (in some states) insurance policies. Certain states
have adopted the more flexible Uniform Transfers to
Minors Act (UTMA). Under UTMA, you also can transfer
other types of property, including partnership interests.
—— With a custodial account, you transfer the assets and
the income they produce to your child. Contributions
you make to these accounts may also qualify for the
$15,000 annual gift tax exclusion. Although the assets
belong to your son or daughter, your designated
custodian controls and manages these assets for the
minor’s benefit until the child is 18, 21, or 25 years old,
depending on state law. At that time, all the assets in
the account are required to be passed out to the child.
As already noted, if you and your spouse have been
making annual exclusion gifts to the account each year
for the prior 10 years (assuming a 5% rate of return on
the assets in the account), that would mean that your
18-, 21-, or 25-year-old would receive almost $400,000.
Some parents might feel that such a significant sum
is too much for their child to handle at a relatively
young age; in that case, a trust may make more sense.
Also note that if you are the donor and also control
the assets as custodian, the assets will be taxed as
part of your estate if you die before the assets pass
to your child. This result can be avoided if you appoint
your spouse as custodian of assets you transfer to your
minor children.
—— Another way to preserve your family wealth is to
decrease the number of times assets are subject
to transfer tax. Skipping a generation (or two)
by transferring property to your grandchildren or
great-grandchildren is a way to avoid estate tax liability
at the intervening generation or generations. However,
you could be subject to the GST tax described above.
The GST tax is designed to eliminate the tax advantages
of transmitting wealth through succeeding generations
without each generation paying a transfer tax. However,
as mentioned above, there is a GST exemption
($11,400,000 for 2019) and a GST tax annual exclusion
($15,000 for 2019) that may mitigate GST tax exposure.
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Establishing trusts
A trust is a legal entity that is established for a given period.
It separates legal title (the powers of ownership) from
equitable title (the benefits of ownership). The trustee
has legal title to the trust property but holds it for the
benefit of the beneficiaries who have equitable title to the
trust property.
Federal income tax rates on trust income parallel individual
tax rates but with more compressed brackets. While an
unmarried individual will not reach the top tax rate of 37%
for 2019 until he or she has over $510,300 of income, a trust
will reach that rate with just $12,751 of income. In addition,
the 3.8% Medicare tax and capital gains and qualified
dividend rates, now 20% for those in the 37% bracket,
may also apply. The combined effect could be severe for
those trusts and estates that do not distribute all of their
income each year.
Planning tip:
It may be wise—especially when the recipient
beneficiaries are in a lower tax bracket than the
trust or are living in a low-tax state—to minimize
trust taxable income by increasing distributions
to beneficiaries to the extent allowed in the trust
instrument and consistent with the grantor’s intent.
The beneficiaries will then pick up the income on
their individual returns and potentially pay less
total tax than the trust would have paid on the
same income.
It may also be possible to minimize income taxes
by virtue of a nongrantor trust’s ability to utilize the
$10,000 state and local tax deduction (in addition
to the $10,000 deduction available to the grantor
individually), as well as the trust’s deduction for
amounts of gross income paid to charity pursuant to
the governing instrument.
Individuals living in high-tax states may also want to
consider creating a nonresident nongrantor trust if
income on the assets would otherwise be subject
to tax in the high-tax state. Creating trusts that are
only subject to tax in low-tax nonresident states has
become more viable in some states as a result of
recent court decisions. Most significantly, in North
Carolina v. The Kimberly Rice Kaestner 1992 Family
Trust, the U.S. Supreme Court determined that the
state of North Carolina could not tax a trust as a
resident where the sole connection to the state was
in-state contingent beneficiaries; more than that was
required before a trust would have sufficient contact
with the state to justify the imposition of tax. As a
result of this case and others decided by various
state courts, individuals should consider structuring
new or existing trusts to avoid state income tax
where possible.

Trusts can be utilized to achieve both tax and non-tax goals
of the creator of the trust. For example, a trust might be
established to:
—— Avoid the cost and administrative effort associated
with probate
—— Minimize gift, estate, and GST tax on the transfer of
wealth to your descendants
—— Arrange for proper management of assets until children
or grandchildren reach a certain age
—— Provide income and ease of management for your
surviving spouse
—— Maintain income for your surviving spouse while naming
children as ultimate beneficiaries
—— Contribute current income to a charity with yourself or
others named as beneficiaries after a given period
—— Provide current income for yourself or others with the
remainder going to a charity when the trust terminates
—— Retain income from assets for a period of years and
then pass on remainder interest to others
—— Ensure professional management of assets
—— Prevent creditors or former spouses of your children
and grandchildren from reaching assets held for their
future benefit.
One of the most popular trusts is the RLT (discussed above),
which can be established to manage assets and avoid the
difficulties and costs associated with the probate process for
the assets transferred to the trust before death. Because it
is revocable, you can change the terms and beneficiaries
as needed. You can be as involved or uninvolved as desired
in managing the assets, serving as trustee personally
or naming another trustee. Upon your death, the assets
that have been titled in the name of the RLT pass to your
beneficiaries as designated in the trust agreement without
going through probate. An RLT thus allows you to retain
control of the trust assets during your life and allows your
trustee to access funds immediately at your death instead
of being tied up in probate. But keep in mind that the assets
held in the RLT are still included as part of your estate for
estate tax purposes.
Other trusts are irrevocable and involve a permanent transfer
of assets. Although you relinquish all control and may have
to pay gift tax on the transfer, the trust assets, as well as
the income and appreciation attributable to the transferred
assets, are owned by the trust and are not subject to estate
tax upon your death, unless you retain a beneficial interest in
the trust.
Some common irrevocable trusts are described below.
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Irrevocable life insurance trusts (ILITs)
Life insurance proceeds can be used to pay estate taxes or
otherwise enhance your wealth. You should determine the
amount of insurance you need, and then decide on the type
of policy that is best for you.
Although the death benefit from a life insurance policy is
not taxable to the beneficiary for income tax purposes, the
value of the death benefit will be subject to estate tax in the
estate of the insured if the insured owns the policy at death
or within the three years preceding death. This will occur
unless you relinquish, more than three years before death,
all incidents of ownership, including the right to:
—— Name or change the beneficiary
—— Surrender or cancel the policy
—— Assign the policy
—— Revoke an assignment
—— Pledge the policy for a loan
—— Obtain a policy loan
—— Elect the time or manner of the payment of proceeds.
In some instances, the inclusion of a life insurance policy
could cause the value of the estate to exceed the exemption
amount. If this were to occur, the beneficiary of the policy
could be forced to use life insurance proceeds to pay an
estate tax caused by the presence of that very policy. As a
result, it generally is more beneficial to have someone else
(such as an ILIT) own the policy.
An effective way to keep life insurance proceeds out of your
estate is to establish an ILIT. You can either transfer a current
policy—individual, split-dollar, or group term—to the ILIT or
empower the ILIT trustee to purchase a new policy on your
life. You can gift to the ILIT the amount needed each year to
pay the premiums. By using a trust, you will have greater
flexibility in handling distributions of life insurance proceeds
and income than would be possible under insurance
settlement options. Note that if you assign a current policy
to the ILIT (as opposed to having the ILIT purchase a new
policy), you must live for at least three years after the
transfer is complete or the proceeds will still be included
in your estate. Assignment of a policy will be considered
a gift at FMV and will be subject to gift tax. In most cases,
term insurance has a negligible value except to the extent of
prepaid premiums.

Planning tip:
—— You, as the covered individual, can pay the
premiums on the policy in the life insurance trust
without jeopardizing its estate-tax-free status.
By allowing trust beneficiaries a temporary
withdrawal right with respect to contributions
to the trust (known as a “Crummey power”),
you may even be able to use your annual exclusion
to avoid gift tax on the premium payment.
—— With a second-to-die—or survivorship—life
insurance policy, the death benefits are not paid
until the second spouse dies (regardless of the
order of death). They pass to your heirs free of
income tax and can be used to pay the estate
taxes on the remainder of the inheritance.
Intentionally defective grantor trusts (IDGTs)
The tax rules regarding what qualifies as a completed
transfer for income tax purposes and for estate tax
purposes are not identical. Because of these differences,
an irrevocable trust can be structured so its assets are
excluded from the grantor’s estate (and considered
completed gifts) but its income is taxed to the grantor (as if
the gift had not been made). An IDGT takes advantage
of these differences, allowing the trust assets to grow
undiminished by income tax (because the tax liability
associated with such growth is paid by the grantor of the
trust rather than the trust itself) for the benefit of future
generations while also removing growth on assets gifted or
sold to the trust from your estate for estate tax purposes.
A trust that is treated as not separate from the grantor
for income tax purposes has another advantage: sales of
appreciated assets by the grantor to the trust are ignored
for income tax purposes and generate no capital gain.
Nor does a sale to the trust result in gift tax liability, as the
transfer of additional assets to the trust is for full and
adequate consideration.
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Planning tip:
—— An IDGT will generally purchase assets
using a promissory note as consideration.
Typically, “seed” money should be gifted to
the IDGT before the sale to give it some equity
(generally at least 10% of the total asset value to
be placed in the trust). Although the promissory
note (or the proceeds) would be includible in the
grantor’s estate at death, any appreciation on the
assets after the sale would be excluded. Thus, this
technique works best with assets expected
to appreciate significantly and those that can
generate an income stream to pay off the note.
—— An IDGT can also be structured as a
“Dynasty Trust” that may benefit children,
grandchildren, great-grandchildren, et al.,
without inclusion of the trust assets in the estate
of the grantor or any of the trust’s beneficiaries.

If the grantor retains a sufficiently large annuity payment
during the term—equal in value to the assets originally
transferred to the GRAT plus an assumed rate of return,
the value of the remainder gift can be “zeroed out”, such that
no taxable gift is made.
If the assets in the trust outperform the assumed rate of
return (which has ranged from 2.2% to 3.6% over the past
year), the excess passes to the beneficiaries free of gift tax.
Planning tip:
A popular way to do GRAT planning is to set up
“rolling” GRATs. These are short-term GRATs
(e.g., two-year terms) that are staggered (e.g., one
set up per year). The distributions from earlier GRATs
fund the later GRATs. Setting up rolling GRATs
instead of one longer-term GRAT may minimize the
effects of a reduction in value of the assets.

Grantor retained annuity trusts (GRATs)
For those who have already utilized or wish to minimize
use of their lifetime gift tax exemption, a GRAT may be a
way to shift additional assets to children without generating
a gift tax. The GRAT pays you back an annuity amount
each year, and any remaining assets in the trust at the end
of the annuity term pass to the remainder beneficiaries
(typically, the creator’s children).
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Qualified personal residence trusts (QPRTs)
A QPRT involves the transfer of ownership of your residence
or vacation home to a trust but the retention of the right to
live in that home for a term of years. The remainder generally
passes to your children.
The benefit of this type of trust is that the gift amount is
reduced by the value of your retained income interest.
Therefore, you are able to leverage your gift tax exemption
and exclude a valuable asset from your estate. The longer
the term of years, the greater the reduction in the value of
the gift. However, if you do not survive the term of years,
the entire value of the property is includible in your estate.
So it is in your interest to choose a term that you think you
will survive.
Planning tip:
—— When the house is transferred to the children at
the end of the QPRT term, your cost basis carries
over. If instead you passed away with the house
still in your estate, the house would receive an
FMV basis. Although this difference in income
tax may be more than offset by the savings in
estate tax, it is something to consider, especially if
it is likely your children will sell the house after
your death.
—— Many people still want to live in the house after
the QPRT term expires, particularly if they have
transferred their primary residence to the trust.
Although you are prohibited from purchasing the
house back from your children, as long as your
children agree, you can live in the house if you pay
them FMV rent. Paying rent is actually beneficial
for getting additional assets out of your estate but
you do have to be comfortable with your children
as your landlords.
Charitable remainder trusts (CRTs)
By using a properly structured CRT to transfer highly
appreciated, long-term gain property, you can improve your
own financial situation in addition to benefiting a charity.
A CRT allows you to transfer assets to a trust with the
stipulation that you receive distributions for a specified
period. Property in the trust is transferred to the charity at
the end of the trust term. You can choose generally one of
two options (although there are variations on both of these
types): (1) a charitable remainder annuity trust that provides
a fixed amount of annual income irrespective of fluctuations
in value within the trust from year to year; or (2) a charitable
remainder unitrust that remits an amount based on a fixed
percentage of trust assets valued annually.

Planning tip:
—— The sale of property held by the trust has no
immediate tax effect on either you or the trust.
CRTs are exempt from federal income tax
(although subject to an excise tax on unrelated
business income). Because of this exemption,
many people transfer appreciated assets to their
established CRTs prior to sale. If structured
correctly, you are liable for taxes only on the
distributions you later receive from the trust.
—— Also, making charitable gifts through a CRT
provides a charitable income tax deduction at the
time of the transfer to the trust even though the
charity will not receive anything until the end of
the term. Transferring appreciated assets to such a
trust lowers your income taxes, avoids generating
taxable capital gains, and helps accomplish your
charitable goals.
Charitable lead trusts (CLTs)
A CLT is an arrangement whereby the donor gives an
annuity or unitrust interest to a charity for a term of years
(or for the donor’s lifetime), after which the remaining value
is paid to the donor or some other remainderman. This type
of trust is the reverse of a CRT since the charity is the
first party to enjoy an interest in the trust. It is generally
preferable that the assets transferred to a CLT produce
sufficient income to pay the annuity due to the charity.
A CLT can be either a nongrantor or a grantor trust. A grantor
trust allows you to receive an immediate income tax
deduction; however, you will then be taxed on all income
generated by the trust each year without any offsetting
charitable income tax deduction for the amounts going
to charity. A nongrantor CLT does not provide an upfront
charitable deduction, but the trust will receive an income tax
deduction each year for amounts transferred to the charity
out of the trust’s gross income.
While a CRT can help accomplish current financial
objectives, it may not be as beneficial to your heirs. If you
want to support your heirs as well as a charity, a CLT might
be an option. A CLT can pass assets to your heirs while
minimizing the estate taxes due on a large estate. This is
done by setting up a testamentary CLT and “zeroing out”
the trust. This means that the percentage payout to the
charity and term of the trust are set so that the charitable
estate tax deduction equals the amount going into the trust.
Assuming the trust outperforms the assumed appreciation
rates, the remaining amount passes to your heirs free of
estate tax.

With either option, the trust term can last for your lifetime,
for beneficiaries’ lifetimes, or for a designated period not to
exceed 20 years. You also can name more than one income
beneficiary in either type of trust.
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Business succession planning
Passing on the family business to your successors involves
many issues: transferring responsibility for running the
business to the next generation, guaranteeing future income
and financial resources, and minimizing income and estate
taxes. A few planning ideas that may assist you in meeting
your objectives are set forth below.
Liquidity Planning
For many closely held business owners, the bulk of
their assets are illiquid because they are tied up in the
business. At death, the family may face a liquidity crisis
trying to gather sufficient liquid assets to pay the estate
tax and other expenses. There are a variety of ways to help
mitigate the problem if proper planning has taken place
prior to death; some are appropriate when you intend your
heirs to continue to operate the business and others make
sense where you simply wish to be bought out. A few of
these options are discussed below.
Life Insurance. Life insurance can be an effective way to
generate the liquidity needed for taxes and expenses at
your death. As noted above, an ILIT can be used to help
make this method more tax efficient.
Section 6166 Deferral. If an estate contains a closely held
business interest which comprises more than 35% of the
value of the adjusted gross estate, the estate may qualify
for deferral of the estate tax under the election to defer
the estate tax. The law allows the estate taxes attributable
to the closely held business interest (along with interest)
to be paid over a time period of up to 14 years rather
than being due nine months after date of death. Election
is a statutory tax deferral mechanism; if you meet the
requirements as laid out in statute, the IRS has to grant
deferral. If an estate is planning to use this option, it is
important to confirm that the business interest will qualify
prior to your death.
Commercial or Noncommercial Loan. To enable an illiquid
estate to pay its estate tax liability (and other expenses),
the executor could consider borrowing the funds. The
lender could be a bank or other commercial lender. In
the alternative, the lender could be a family member
or other related party, including in some scenarios a
business owned by the family. If the loan has a fixed
rate of interest and does not allow prepayment of the
loan (an arrangement that is more likely with a related,
noncommercial lender), it may be possible to deduct
upfront for estate tax purposes the full amount of the
interest to be paid over the term of the loan.
Section 303 Redemption. The law provides a means for
an estate to treat a redemption of stock in a closely held
business as an exchange for value rather than a dividend.
Such treatment, assuming the stock basis is stepped up
to fair market value at death, will often mean that the
redemption will have little or no income tax impact. If
there has been post-death appreciation, it will be subject

to capital gains rather than ordinary or dividend income
rates. As with section 6166 deferral, the stock’s value
must exceed 35% of the adjusted gross estate in order
to qualify. The proceeds cannot exceed the estate and
GST taxes and the funeral and administrative expenses
allowed as estate tax deductions. Section 303 redemptions
can provide needed liquidity under beneficial income tax
provisions and without having to find a third-party buyer.
The company will need to have liquidity to redeem or have
access to a third-party lender.
Buy-sell agreements. Establish a buy-sell agreement
that will provide a mechanism to buy out an owner upon
retirement, disability, or death. This keeps the company’s
(or partnership’s) ownership in the hands of those most
involved, while providing liquidity to the selling owner or
the owner’s estate.
Two types of buy-sell agreements are popular. With a
redemption-style agreement, the corporation buys out
the owner. If properly structured, the funds used to
purchase shares are not considered a taxable dividend to
the selling owner or the owner’s estate. Alternatively, in a
cross-purchase type of agreement, the owners themselves
agree to buy out each other.
In either case, the buy-sell agreement places a value on the
company, typically using a formula based on capitalization
of earnings. The formula arrangement may be respected
for estate and gift tax purposes provided it is a bona fide
business arrangement, comparable to similar arrangements
entered into by persons in an arm’s-length transaction,
and not a device to transfer assets to family members at
less than FMV. The buy-sell is often funded through the
purchase of life insurance.
Note that if you had an agreement in place on
October 8, 1990, you should consult your tax adviser
before you make any modifications. Some modifications
may make you subject to more stringent statutory rules.
Employee stock ownership plans
Incentivize employees and enhance personal liquidity of
your company’s stock with an employee stock ownership
plan (ESOP). An ESOP is a tax-qualified employee
retirement plan designed to invest primarily in employer
securities. This benefit plan offers major advantages to you
as a business owner because it provides a market for the
closely held company’s stock. It provides other advantages
including, for example, allowing buyout of an owner, raising
capital, and leveraging value.
Generally, the employer establishes a qualified retirement
plan trust with trustee. This is a tax-exempt trust, if all
of the requirements are satisfied. Companies may set
up an ESOP with shares purchased from the existing
shareholders, contribute cash to buy shares, or contribute
shares directly to the ESOP. Alternatively, the trust may
purchase shares of the employer using a loan from the
employer. The sale must be for full FMV, generally with
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an independent valuation. The ESOP thus becomes the
“owner” of the shares in the trust, and the company has
a tax-exempt owner or partial owner. Shares are allocated
to employee accounts, generally based on a formula
or relative pay. If the ESOP satisfies the qualified plan
rules, then employer contributions are tax deductible.
Any increases in company value tied to shares held
within the ESOP are not taxable until cash or shares are
distributed to an employee, generally on termination
from service with the company. Both C corporations and
S corporations can have ESOPs (a partnership cannot),
and both have advantages, but the rules are different for
the two types of entities.

With proper planning, the rules permit you to sell your
own C corporation shares (but not S corporation shares)
to the ESOP and receive the proceeds without current
taxation (the capital gain tax is deferred until you sell the
qualified reinvestment property in the future). To obtain this
benefit, you need to enter into a section 1042 arrangement,
sell your shares at FMV, and then purchase marketable
securities as replacement property. The employee and
employer must follow a number of other tax rules and
other tax law requirements must be met. In addition, you,
as the seller, can meet personal liquidity objectives without
selling all of your shares at once. If you die holding the
replacement securities, capital gains tax is never paid.

Also, shares paid from an ESOP may fit the net unrealized
appreciation rules and thus may be partly subject to
capital gains and partly subject to ordinary income rates
when distributed from the plan to any employee or
former employee (in contrast to the treatment of any
other property transferred out of a qualified retirement
plan, which is generally subject to ordinary income
tax treatment).

Valuation issues are critical in selling shares to an ESOP or
obtaining shares from an ESOP. As noted above, an ESOP
must obtain independent valuations in order to hold shares
of a private company. This is not only true for the original
sale to the ESOP. Instead, independent valuations must be
obtained every year or so under this sort of plan. The ESOP
trust must determine the FMV when distributing shares to
employees or participating in a transaction involving shares
and determine if a new independent appraisal is needed.
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ESOPs are subject to a significant number of restrictions
and do not work for all sales, but they can be a good way
to monetize your holdings while providing an employee
incentive. All of the considerations should be discussed
with a qualified tax adviser to understand the available
opportunities, restrictions, and implications.
Installment sales
Consider an installment sale to transfer company stock
to family members. Properly structured, an installment
sale can “freeze” the value of closely held stock even
though a family member pays for shares over a period of
time. If assets are rapidly appreciating, you can lock in the
current value for estate tax purposes while transferring
appreciation to the buyer. In addition, you can spread out
receipt of gain on the sale, delaying payment of income
tax until the year specific payments are received. However,
certain installment sales may create an interest expense
on a portion of the deferred gain. Similar benefits can be
achieved through a sale to an IDGT (described above).
Estate and charitable planning with closely held business
interests
Many of the estate and charitable planning ideas discussed
above can be used to transfer closely held business
interests to the next generation while minimizing transfer
tax. However, there are a few additional issues to keep in
mind because of the unique nature of the gifted asset.
First, closely held businesses are typically hard to value;
thus, there may be more expense and effort associated
with obtaining appraisals and more uncertainty as to
the value of the gift made. There are some ways to
potentially limit this risk, such as use of a formula clause
that limits the amount of the transferred property to the
targeted value.
In addition, if you have typical restrictions on the transfer of
interests in your business operating agreement such that
economic benefits are not presently accessible, a gift of
these interests may not qualify for the annual exclusion.

If the business is an S corporation, you need to be sure
the trust vehicle or transferee is a qualified shareholder.
Permitted trust shareholders include wholly owned
grantor trusts (which provide maximum flexibility in the
dispositive scheme as well as additional transfer tax
benefits by virtue of the fact that the grantor pays tax on
the trust’s income), Qualified Subchapter S Trusts or QSSTs
(which benefit only one person at a time who is then liable
for tax on the income from the S corporation), and Electing
Small Business Trusts or ESBTs (which permit multiple
beneficiaries but subject the income from the S corporation
to tax at the highest marginal rates at the trust level).
Some of the planning ideas (such as the GRAT and the
sale to the IDGT) require periodic payments and the ideal
source for those payments is generally distributions from
the business entity rather than retransfer of interests in the
business; as a result, consideration should be given as to
whether the business can generate the required cash flow.
Finally, there are additional potential traps for the unwary
when making gifts of closely held business interests to
charitable entities or split-interest trusts (such as CLTs and
CRTs). For example, the excise tax on excess business
holdings or the unrelated business income tax could
apply to the charitable recipient, a CRT is not a qualified
S corporation shareholder, a charitable recipient might
prohibit or be less content with a contribution of an interest
in a business, and your income tax charitable deduction
could be more limited for a contribution of this type of
appreciated property.
As long as you navigate these issues up-front, transferring
closely held business interests in connection with your
estate planning efforts may allow you to achieve a very
beneficial transfer tax outcome due to the significant
growth potential of many private businesses.
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Chapter 7

Planning for your business
Choosing an operating status for
your business
After you have determined that you intend to open and
operate a business, you have a number of choices in
terms of how to organize that business. Both local law
considerations and tax implications factor into the decision.
Your alternatives include operating the business directly or
using a business entity such as a limited liability company,
a type of partnership (including general, limited or limited
liability partnership), or a corporation (either a C corporation
or an S corporation).
The factors that may influence your decision include:
—— The extent to which you want your personal assets
to be protected from liabilities and obligations of
the business
—— Your anticipated sources of capital, including both
investments and loans
—— The number and types of expected owners and how
they will share management, profits, and losses
—— The types of assets the business will hold
—— Your plans for hiring and compensating service providers
—— Whether you expect to generate losses in the first
few years
—— The nature of the business and the jurisdictions in which
it will operate
—— Projections as to when the business will likely generate
net profit
—— Your future plans for the business, including whether
earnings will be retained or distributed, whether and
when assets will be sold, and how you anticipate exiting
the business
—— How important administrative simplicity is to you.

The form of your business entity can affect federal and
state tax consequences and must also be considered.
In this connection, the following classifications of
business entities are recognized for federal income tax
purposes: the individual (sole proprietorship), a partnership,
a C corporation, or an S corporation.
While the focus of this discussion is on establishing a
new entity for your business, the 2017 reduction in the
corporate income tax rate has reignited the choice of
entity debate for existing entities. Given this change—as
well as certain changes that may affect the tax rate
applicable to the income of passthrough entities or sole
proprietorships—it may be an appropriate time to review
the various considerations that influence the choice of
entity decision for existing entities.
The following is a brief overview of the federal tax
consequences associated with the various business
alternative structures.
Sole proprietorship
A sole proprietorship is a business that an individual
wholly owns either directly or through an entity that is
disregarded for tax purposes. If the individual decides
to own the business directly, there is no need to set up
a separate legal entity. If the individual prefers some
liability protection, however, a sole proprietorship can be
operated through a wholly owned business entity such
as a limited liability company (LLC). Under federal tax
law, a wholly owned domestic limited liability company
is disregarded and the owner is treated as owning and
operating the business directly. Thus, the individual bears
all of the income tax consequences directly and reports
the business’s income and losses on Schedule C of the
individual’s tax return. Many states follow this model and
treat a wholly owned business entity such as an LLC as
disregarded; however, you should consult local counsel
on the state and local tax consequences of using a wholly
owned limited liability entity.

Legal counsel can assist you in understanding the local
law considerations when organizing your business,
including how best to insulate your personal assets from
liability for the business’s debts and other liabilities.
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Partnership
A domestic business entity that is not (and does not elect
to be) a corporation, such as an LLC, general or limited
partnership, or limited liability partnership is classified as a
partnership for federal tax purposes if it has two or more
owners. Each of these entities (including a wholly owned
LLC, discussed above) can make an affirmative election to
be treated as a corporation. If no election is made, each of
these entities is a flow-through entity, either treated
as a partnership if it has two or more owners or as a
disregarded entity if it has a single owner.

—— provide rules that treat certain contributions and
distributions to be treated as a sale, rather than as
a tax-free contribution and distribution to and from
the partnership

A flow-through entity means that the entity itself is
not subject to income tax; the income, gain, loss, and
deduction flow through to the owners, who are liable
for the tax consequences. The partner’s “basis” in the
partnership measures the partner’s remaining investment
in the partnership, share of undistributed partnership
income, and share of partnership liabilities; the rules
relating to “basis” are designed to cause a partner to be
taxed only once on the partnership’s tax items.

—— allow for allocations of income, gain, loss, and deduction
to be shared differently by partners so long as the
“substantial economic effect” rules are satisfied.

Subchapter K of the Internal Revenue Code provides the
rules under which the partnership’s income is allocated to
the owners of the partnership, and basis is maintained.
Those rules are generally designed to provide a regime
under which the partners who will receive the benefit of
the income and gain or bear the cost of deductions and
losses are taxed on the partnership’s tax items, with the
character of the partnership’s tax items determined at
the partnership level. For example, if a partnership sells a
capital asset at a gain, the partners will be allocated a share
of the gain and will compute their individual taxes using the
appropriate rate for capital gains. In addition, partnership
losses pass through to (and reduce the basis of) the
partners. Subject to certain other rules, such as the passive
activity loss rules, at-risk rules, and excess business
loss rules, the partner may be able to use those losses
to offset other income. Finally, with some exceptions a
partner may receive a distribution of money or property
without additional tax to the extent of the partner’s basis in
the partnership.
The federal tax rules relating to partnerships are flexible
but can be complex. Among other things, the partnership
federal tax rules generally:
—— permit partners to contribute money and property to the
partnership in exchange for an interest in the partnership
without immediate tax, regardless of the partner’s lack
of control of the partnership, but also provide that the
gain or loss existing in property that is contributed to a
partnership must be allocated to the contributing partner
—— permit distributions of property and money from
the partnership to a partner without immediate tax
consequences to the extent the partner has basis in the
partnership and the distribution is not a “disguised sale”

—— allow partnership liabilities to be shared by the partners
to provide basis in the partnership
—— allow an election to be made to adjust the basis of
partnership assets when interests in the partnership
are transferred and when certain distributions from the
partnership are made

The IRS takes the view that partners cannot be employees
of partnerships. As a result, partners are subject to
the self-employment tax (SECA) rules, rather than the
employment tax (FICA) rules. Under the SECA rules,
a partner generally is subject to self-employment tax on
his or her entire distributive share of the partnerships trade
or business income, subject to the exceptions provided
under SECA (for capital gains, rental income from real
estate, interest, dividends, and so on). However, a “limited
partner” is subject to the SECA tax only on the partner’s
guaranteed payments for services. The definition of a
“limited partner” for this purpose can be somewhat
unclear and individuals should consult their tax advisers.
In addition, a partner who provides services is not eligible
for some fringe benefits that are available for employees.
Corporations
Domestic corporations are legal entities formed under
state law as well as certain entities that have elected
to be treated as a corporation for federal tax purposes.
For example, an LLC can elect to be treated as
a corporation.
A corporation can be either a “C corporation” or an
“S corporation.” These two types of corporations are
subject to different tax treatment.
C corporations
A corporation is a C corporation unless it qualifies and
elects to be treated as an S corporation. C corporation
income is subject to two levels of tax, once on the
corporation’s net earnings and again when those earnings
are distributed as dividends. In addition, the capital gain
on sale of C corporation stock and the dividend income
from a C corporation may be subject to an additional
3.8% net investment income tax, discussed in Chapter 2.
Because C corporation status is the default tax status for
corporations, no special federal income tax requirements
must be met for an incorporated entity (or an entity that
has made an election to be treated as a corporation) to be
taxed as a C corporation.
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Planning tips:
—— A C corporation can, to some extent, control
the distribution of dividends and, as a result,
control when the second level of tax is triggered.
For example, if a C corporation never distributes
dividends to its shareholders, it may pay tax on its
income only at one level (the corporate level) until
the shareholders sell their stock or the company
liquidates; at that time, retained earnings can
affect the stock’s value and the amount of the
shareholders’ gain on the sale or liquidation.
Note that excessive accumulated earnings in a
C corporation in some situations may be subject
to a penalty tax.
—— C corporation losses do not flow through to
shareholders. Instead, C corporation losses
may have little value from a federal income
tax perspective until the corporation starts to
generate income against which it can apply
the losses. Some start-ups that expect to be
unprofitable for some time may find S corporation
or tax partnership status more attractive from a
federal income tax perspective, as long as the
owners’ ability to use the losses is not limited
(for example, by basis limitations, at-risk rules,
passive activity loss rules or excess business
loss rules).
—— Determining whether C corporation status or
flow-through status makes more sense in a
particular situation often may require modeling
out the results of each status, based upon
projections and assumptions regarding
income, losses, deductions, distributions,
credits, timing of stock sales or liquidations,
future disposition transactions, and other facts.
Negative tax consequences can be associated
with a conversion from C corporation to
flow-through status; thus, the initial choice of
whether to be a C corporation or flow-through can
be important.

S corporations
In contrast to a C corporation, an S corporation is
generally a flow-through entity that is subject to only
one level of tax, at the shareholder level, except to the
extent the S corporation has assets acquired from a
C corporation with a carryover basis within the last five
years (the “recognition period”). Those assets are subject
to tax at the S level at the highest C corporation tax
rate if sold during the recognition period. In addition, a
C corporation with earnings and profits may generate an
entity level tax on certain “passive investment income.”
Otherwise, however, the S shareholder takes into account
separately his or her share of the S corporation’s income,
gain, loss and deduction in computing the shareholder’s
individual tax liability and stock basis rules are designed
so that the shareholders are taxed only once on the
S corporation’s tax items. For example, to the extent of the
shareholder’s basis in the S stock, the S corporation may
make distributions of money without additional tax and an
S corporation may pass through losses to the shareholder
to the extent of the shareholder’s basis in the corporate
stock. The passive activity rules, at-risk rules, and excess
business loss rules may limit the shareholder’s ability to
use those losses, however.
Although S corporations are passthrough entities
that are similar to partnerships, the rules applicable
to S corporations are significantly different from
those applicable to partnerships. Unlike partnerships
generally, appreciated property distribution from an S
corporation will trigger tax as though the property was
sold by the corporation, and contributions of property
to an S corporation for stock are tax-free only if the
transferors are in control of the S corporation. In addition,
a shareholder of an S corporation does not generally
receive basis in its S stock for S corporation liabilities to
third parties and there is generally no ability to adjust the
basis of assets held by an S corporation when the S stock
is sold. On the other hand, S corporations can engage in
tax-free corporate reorganizations and an S election is the
only way an existing C corporation can achieve passthrough
status without triggering tax on the gain and loss in its
assets. (In this connection, note that a C corporation that
is using the last in, first out (LIFO) inventory method will
be required to recapture its LIFO reserve when it makes
an S election. There is also potential recapture of overall
foreign losses when an S election is made.) Moreover,
unlike a partner, a shareholder in an S corporation can be
an employee of the S corporation and is not subject to
self-employment tax on the shareholder’s distributive share
of the S corporation’s income and gain. Finally, while a
partnership may provide for different sharing of income and
losses (subject to the substantial economic effect rules),
an S corporation may have only one class of stock and all
allocations to shareholders must be proportionate.
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As a threshold matter, there are limitations on what businesses are eligible to
elect S status. The S corporation must be a domestic corporation (including an
entity that makes a valid election to be treated as a domestic corporation) and
must satisfy the following requirements:
—— The S corporation may have no more than 100 shareholders
(counting members of a “family” as a single shareholder). All shareholders
must be individuals who are U.S. citizens or resident aliens, qualified trusts,
estates or certain kinds of tax-exempt organizations.
—— The corporation must elect to be treated as an S corporation.
—— The S election must not terminate because it is revoked, or because the
S corporation has earnings and profits and excess passive investment
income, or otherwise becomes ineligible because, for example, an ineligible
shareholder acquires stock or the corporation has more than one class
of stock.
Planning tips:
—— The limits on an S corporation’s capital structure can make
S corporation status unattractive in some situations. For example,
because all shares of an S corporation’s stock must have the
same economic rights, an S corporation cannot provide for special
allocations to different owners as a means of attracting capital. It also
cannot get equity infusions from ineligible shareholders, such as
banks, corporations, partnerships, and nonresident aliens and cannot
obtain capital from the public markets because of the limitation on the
number and type of shareholders. Further, an S corporation needs to
work with its legal counsel in drafting its governing documents so as
to minimize the chance that a future event (such as a stock transfer)
will cause the eligibility requirements not to be met. Businesses that
want to be taxed as flow-through entities but that have concerns with
the S corporation eligibility requirements may want to consider being
partnerships instead.
—— S corporations also are subject to some of the tax rules that govern
C corporations, such as rules for reorganizations and acquisitions.
In fact, an S corporation is one of the kinds of “targets” that can be
acquired in a section 338(h)(10) or a section 336(e) transaction. These
transactions involve stock purchases that are treated as taxable asset
purchases for federal income tax purposes. Some acquirers like to
use these transactions to be able to “step up” the basis of a target’s
assets to value when actual asset acquisitions are not practical or
possible. Some business owners may view the possibility of being
able to sell their businesses in such transactions in the future as an
advantage of S corporation status.
As noted, S corporations that used to be C corporations, or that acquired
assets from C corporations in “carryover basis” transactions, can be subject
to certain corporate-level taxes at corporate tax rates. These corporate-level
taxes do not apply to tax partnerships. For example, an S corporation with
C corporation history can be subject to a corporate-level “built-in gains tax”
during a “recognition period” on certain income and gain that is attributable to
its C corporation period. Further, an S corporation with C corporation earnings
and profits (E&P) can be subject to a corporate-level “sting” tax if a large part of
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its gross receipts is derived from passive investment income. (The S corporation
election also can terminate if the corporation has “excess passive investment
income” and E&P for three consecutive years.) Finally, a C corporation that uses
the LIFO method of inventory accounting must recapture its LIFO reserve if it
converts to S corporation status.
Some other differences between the tax partnership and S corporation rules are
that, unlike the partnership rules, the S corporation rules:
—— do not allow for special allocations of gain or loss with respect to
contributed property
—— do not provide for the basis of the entity’s assets to be adjusted when
interests in the entity are transferred or when certain distributions are made
—— do not allow for special allocations of different kinds of items
—— do not allow corporate liabilities to be allocated to shareholders for
basis purposes
—— treat certain distributions of appreciated property as taxable transactions.
The employment tax rules applicable to S corporations also are different
from those applicable to partnerships. Shareholders of S corporations can be
employees of their corporations and therefore can be subject to the FICA and
FUTA employment tax rules. As a result, shareholder-employees generally are
subject to employment tax on the amounts they are paid as compensation,
and the amounts of such compensation must be “reasonable.” Note, however,
that “2% shareholders” are treated the same as partners in partnerships for
purposes of the fringe benefit rules. Thus, there can be limitations on the
availability of certain fringe benefits to these shareholders.
Simplified summary of federal tax differences among certain domestic
business entities
The following chart summarizes at a very high level some of the differences
in the federal income tax rules applicable to domestic business entities
that are not publicly traded and that are classified as partnerships,
S corporations, or C corporations for federal income tax purposes. It is
possible that other factors (and entity choices) not shown on this chart may
be relevant in your particular situation. In addition, state and local tax, legal,
and other considerations can be important to your choice of entity decision.
You should consult your tax and legal advisers for assistance in determining
which type of entity is most appropriate for your business.
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Partnership
(Not publicly traded)

S Corporation

C Corporation

Limitations on capital structure
Maximum # owners

No

100 (with special counting
rules for “families”)

No

Different economic rights
for owners

Permissible as long
as allocations have
“substantial economic effect”

Not permissible; all shares
must have same economic
rights (different voting
rights are permissible)

Okay to have multiple
classes of equity

Individuals

Permissible

Permissible, except for
nonresident aliens

Permissible

Tax partnerships

Permissible

Not permissible

Permissible

Trusts

Permissible

Must meet
certain requirements

Permissible

Corporations

Permissible

Not permissible

Permissible

Tax-exempt entities

Permissible

Must meet
certain requirements

Permissible

Entity-level tax

No

Generally no, but some S
corporations that used to
be C corporations or that
acquired assets from C
corporations in carryover
basis transactions can be
subject to built-in gains
tax or passive investment
income tax; LIFO
recapture tax can apply to
converting corporations

Yes

Individual-level tax on
flow-through income

Income flows through to
partners as earned and is taxed
at partner level; net investment
income tax also may apply in
certain cases

Income flows through to
shareholders as earned
and is taxed at shareholder
level; net investment
income tax also may apply
in certain cases

Income does not flow
through to owners
as earned; however,
shareholders pay tax when
income is distributed as
dividends (or when stock
ultimately is sold for value
that takes into account
retained earnings); net
investment income tax may
apply to dividends and gain
on sale of stock.

Flow-through of losses
to owners

Yes, subject to
certain limitations

Yes, subject to
certain limitations

No

Eligible owners

Levels of tax
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Partnership
(Not publicly traded)

S Corporation

C Corporation

Adjustments to
entity’s basis
in assets

Can be adjusted in the case of
certain transfers of interests and
distributions to partners

Not adjusted for transfers
of stock or distributions
to shareholders

Not adjusted for transfers
of stock or distributions
to shareholders

Distributions of
money (other than
redemptions
and liquidations)

Can be tax-free to the extent
partner already paid tax on the
distributed income (and has
sufficient basis, but some
exceptions can apply)

Can be tax-free to the extent
shareholder already paid tax on
the distributed income (and has
sufficient basis); special rules
apply if the S corporation has
C corporation E&P

Taxable dividend to the
extent of E&P (20% qualified
dividend rate plus 3.8% net
investment income tax)

Distributions
of appreciated
property to
partners/
shareholders

Sometimes tax-free, but gain
can be triggered in certain
situations (for example, under
“anti-mixing-bowl,” “hot asset,” or
“disguised sale” rules)

Treated as taxable disposition of
property under section 311(b);
can result in flow-through
gain (and, sometimes,
corporate-level built-in gains
tax); value treated as distributed

Treated as taxable
disposition of property under
section 311(b); corporatelevel tax on gain plus
possible shareholder-level
tax on distributions

Transfers
of interests

Capital gain or ordinary income
may result depending on the kind
of assets held by the partnership

Generally, capital gain; need
to be sure stock transfers do
not terminate S corporation
status; see “Limitations
on Capital Structure” and
“Eligible Owners” above

Generally, capital gain;
transfer does not affect
C corporation status

Allocations of
gain on property
distributions
and sales

Pre-contribution gain generally
Gain allocated pro rata to
Gain taxed at the corporate
allocated to contributing partner,
shareholders in accordance with level, no gain allocated
other gain allocated in accordance stock ownership
to shareholders
with partnership agreement

Ability to be
acquired by
corporation in
tax-free
reorganization

Corporate tax-free reorganization
rules do not apply; acquisition
may or may not be tax-free under
partnership rules depending
on facts

Yes

Yes

Employment
tax treatment

SECA rules apply; partners
subject to self-employment tax
on distributive shares, subject to
special rule for “limited partners”

FICA/FUTA rules apply;
reasonable compensation
standard for amount
of compensation

FICA/FUTA rules apply;
reasonable compensation
standard for amount
of compensation

Fringe benefits

Partners not eligible for
tax-free treatment on some
fringe benefits

“2% shareholders” not eligible
for tax-free treatment on some
fringe benefits

Regular rules apply

Election necessary No

Yes

No if incorporated; often yes
if not incorporated

Golden parachute
payments –
change in control

Not applicable

Potential lost deduction
and potential excise
taxes related to excess
parachute payments

Operational issues

Other

Not applicable

Private companies
may mitigate through
shareholder approval
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20% qualified business
income deduction
A hallmark provision in the 2017 tax law, section 199A,
provides for a 20% deduction with respect to “qualified
business income” and certain other types of income.
The deduction may be taken by individuals, estates, and
trusts. As with other provisions applicable to individuals,
the deduction for qualified business income is set to expire
for tax years beginning after December 31, 2025.
Unlike most deductions in the Code, which provide for the
recovery of costs incurred, this deduction is generated
by the earning of income. While unusual, the concept of
providing for a deduction by reference to a percentage of
income has some precedent. The deduction attributable to
domestic production activities under now-repealed section
199 used this same approach, and it appears that former
section 199 provided something of a model for what is now
section 199A.
In effect, the deduction provides an indirect means of
reducing the marginal tax rate that applies to qualified
business income. The effective reduction of a taxpayer’s
rate will depend on the rate that would have been charged
on the income against which the deduction would be
applied. For instance, a taxpayer who would have paid tax
at a rate of 37% would receive an effective rate reduction
of 7.4% as a result of a 20% deduction (20% x 37%),
bringing the effective rate on this income down to 29.6%.
Basic computational rules:
Section 199A generally allows individuals to take a
deduction equal to 20% of their combined qualified
business income, subject to limitations, plus 20% of
qualified real estate investment trust (REIT) dividends and
qualified publicly traded partnership (PTP) income. For this
purpose, the term “combined qualified business income”
means the net amount of “qualified items” of income,
gain, deduction and loss with respect to each “qualified
trade or business” (QTB) carried on by the taxpayer for the
tax year.
A QTB of the taxpayer is any trade or business other than a
“specified service trade or business” (SSTB) or the trade or
business of performing services as an employee. An SSTB
is (a) any trade or business involving the performance of
services in the fields of health, law, accounting, actuarial
science, performing arts, consulting, athletics, financial
services, brokerage services, or any trade or business
where the principal asset of such trade or business is
the reputation or skill of one or more of its employees or
owners, and (b) any trade or business that involves the
performance of services that consist of investing and
investment management, trading, or dealing in securities,
partnership interests, or commodities.

The deductible amount with respect to each QTB carried
on by a taxpayer generally is limited to the lesser of
(a) 20% of the taxpayer’s qualified business income with
respect to the QTB, or (b) the greater of 50% of the W-2
wages paid with respect to the QTB; or the sum of 25%
of the W-2 wages paid with respect to the QTB plus 2.5%
of the unadjusted basis of all qualified property used by
the QTB.
Taxpayers whose total taxable income is below a set
threshold amount are not subject to (a) the W-2 and
adjusted basis limitation in calculating the 20% deduction
or (b) the SSTB exception for characterization as a QTB.
The threshold amount is $157,500 for individuals and
$315,000 for joint filers. There is also a phase out of
the threshold amounts of $50,000 for individuals and
$100,000 for joint filers. Such threshold and phase out
amounts are adjusted for inflation. For 2019, the qualified
business income threshold is increased to $160,700 for
single individuals, $160,725 for married individuals filing
separate returns and $321,400 for married individuals filing
joint returns.
Aggregation rules:
Under regulations, aggregation is permitted but is not
required. However, an individual may aggregate trades
or businesses only if the individual can demonstrate that
certain requirements are satisfied. In general, the same
person, or group of persons, must directly or indirectly,
own a majority interest in each of the businesses to be
aggregated for the majority of the taxable year in which the
items attributable to each trade or business are included
in income. All of the items attributable to the trades or
businesses must be reported on returns with the same
taxable year (not including short years). The regulations
provide rules allowing for certain family attribution. None of
the aggregated trades or businesses can be an SSTB.
In addition, individuals must establish that the trades or
businesses meet at least two of three factors, which
demonstrate that the businesses are in fact part of
a larger, integrated trade or business. These factors
include: (1) the businesses provide products, property
and services that are the same (for example, a restaurant
and a food truck) or they provide products, property
or services that are the same or customarily provided
together (for example, gas station and a car wash); (2) the
businesses share facilities or share significant centralized
business elements (for example, common personnel,
accounting, legal, manufacturing, purchasing, human
resources, or information technology resources); or (3) the
businesses are operated in coordination with, or reliance
on, one or more of the businesses in the aggregated group
(for example, supply chain interdependencies).
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Recharacterization rules:
Regulations provide rules that allows a small amount of
SSTB activity to be included within the definition of a
qualified trade or business. For a trade or business with
gross receipts of $25 million or less for the taxable year,
a trade or business is not a SSTB if less than 10% of the
gross receipts of the trade or business are attributable
to the performance of services in one of the fields listed
above. For a trade or business with gross receipts of more
than $25 million for the taxable year, less than 5% of gross
receipts of the trade or business must be attributable
to the performance of services in one of the fields
listed above.
In addition, under regulations, if a trade or business
provides property or services to an SSTB with 50% or
more common ownership, a portion of the business
providing those services will be treated as SSTB.
Planning tips:
—— From the outset, it is important to assess whether
the taxpayer is below the overall taxable income
threshold, within the phaseout range, or above
the overall taxable income threshold, as this
determination may have a significant impact on
the elements to include in the overall section
199A computation.
—— The 20% deduction is not allowed in computing
adjusted gross income (AGI); instead, it is allowed
as a deduction reducing taxable income. Thus, the
deduction does not affect limitations based on
AGI. The deduction is available to taxpayers that
itemize deductions, as well as those that do not.
—— Under aggregation rules non majority owners may
benefit from the common ownership of others,
and may be permitted to aggregate as a result.

Executive pay over $1 million
Publicly held corporations cannot deduct amounts in
excess of $1 million paid to certain top executives as
compensation. Prior to the 2017 tax law, this limitation did
not apply to certain performance-based compensation.
The 2017 tax law also expanded the category of individuals
whose compensation is subject to the limitation. As a
result, corporate employers may be reanalyzing the current
structure of their executive compensation.
Tax-exempt organizations and related companies also
need to consider whether the 2017 tax law excise
rules for compensation over $1 million apply, and what
compensation should be aggregated. Any executives
providing services to a related foundation could potentially
trigger excise tax, depending on the facts.

Enhancing executive
compensation
Incentive stock options
With individual tax rates up to 37%, a 20% cap on capital
gains rates, and the corporate tax rate lowered to 21%,
some companies believe incentive stock options (ISOs)
are still more attractive for employees and employers.
The major advantage of an ISO is that the increase in
value from the time of grant to the time when the stock
is eventually sold may be taxed at capital gains rates.
When an ISO is exercised, the company receives no
deduction and the executive receives no taxable income.
However, the ISO exercise can require an alternative
minimum tax adjustment for the executive in the year of
exercise; as a result, highly compensated executives may
not necessarily benefit from ISO status.
Certain holding periods are required for this treatment.
If the option shares are sold during the holding period,
the “spread” between the fair market value (FMV) of
the stock on the date of exercise and the exercise price
paid is compensation income reported on Form W-2.
However, the spread is not subject to Social Security
and Medicare taxes or federal income tax withholding.
The employer is typically entitled to a corresponding
deduction in this scenario.
Planning tips:
—— Depending on when you sell ISO stock, you can
control the type of income you realize. You will
generate ordinary income equal to the difference
between the option price and FMV at exercise,
if you dispose of the stock before the required
holding periods are met. If you sell the stock after
the holding periods are met, the appreciation will
be taxable as capital gains.
—— When you are holding ISO stock that you received
within the past tax year, if you exercise the ISO
and do not sell the shares within the tax year,
you will be subject to AMT on the spread (FMV at
exercise minus exercise price) in the year of
exercise. Some employees sell before year-end to
forestall AMT, though they then pay ordinary tax
on the spread as of the date of exercise.
Nonqualified stock options (NQSOs)
NQSOs are generally granted with an exercise price equal
to the FMV of the underlying stock. The employee can
exercise the option by paying the exercise price for each
option and receive shares worth more than the exercise
price paid. NQSOs are generally taxable on the date
of exercise.
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NQSOs offer an advantage to the company because
it can deduct the difference between the FMV of the
stock and the option price when the option is exercised,
assuming the stock transferred at exercise is not
subject to a substantial risk of forfeiture. This same
amount, however, is taxable to the executive as ordinary
compensation income at the time of exercise.
Planning tip:
If you receive an NQSO, you can defer the ordinary
income recognition by not exercising the option,
as the value increases in relation to the stock. This
built-in appreciation eliminates the need to exercise
options to increase wealth. However, if exercised,
further increases in value after vesting are taxed at
the capital gains rate when the shares are sold.
Stock appreciation rights
A stock appreciation right is like an option in that it is
typically granted at FMV of the underlying stock on the
date of grant and can be exercised at a later date when
the share value is higher. The employee receives the FMV
of the stock at exercise less the starting value at grant.
This “spread” is taxable as ordinary compensation income
on the date of exercise.
Restricted stock and restricted stock units
An employer can transfer stock (or capital units of
ownership in a partnership or LLC) to an employee.
The employee has compensation income equal to the
FMV of the stock (or unit in a partnership) less any amount
the employee has to pay to receive the stock. Often the
price the employee pays is lower than the FMV on the
date of grant. If the stock is subject to a vesting schedule
(a substantial risk of forfeiture based on continuing
service or a performance condition), the employee is
generally taxed on the FMV of the stock on the date of
vesting absent an election to be taxed as of the grant date
(a “section 83(b) election”).
Restricted stock units and phantom plans are a promise
to transfer shares (or pay cash) at a future payment
date rather than a transfer of shares at the grant date.
The employee is taxed on the FMV of the share (or units)
on the date the shares are transferred (or cash is paid)
to the employee under the plan. Bear in mind that an
employee cannot make a section 83(b) election on a
restricted stock unit or phantom plan because there is no
actual transfer of property at grant in these arrangements.
Restricted stock units and phantom plans, like any deferred
compensation plan, must comply with, or fit into an
exemption to, the rules of section 409A or the resulting
compensation will be subject to immediate taxation at

vesting as well as an additional 20% tax and other potential
penalties. State taxes and penalties may also apply
(e.g., California imposes a 5% additional state income tax
on section 409A non compliant amounts).
Planning tip:
An employee receiving restricted stock can choose to
be taxed on the date of grant through a section 83(b)
election so that future gain is taxed at capital gains
rates. This is a complex election with some financial
risks and is best discussed with a tax adviser.

Pros and cons of taxable
fringe benefits
Many rules govern the taxability of employee fringe
benefits and perquisites. Generally, you must include in
taxable income the value of benefits you receive that are
not specifically excluded from income.
Fringe benefits specifically excluded from income include
certain employee discounts on employer goods and
services; up to $2,650 a month (for 2019) of parking
subsidies; no-additional-cost services; and benefits of
extremely small value such as modest holiday gifts,
personal use of office equipment such as a photocopying
machine, occasional group meals, and company parties.
The value of other more substantial benefits—personal
use of a company car or airplane, or a country club
membership, for example—must be included in your
taxable income. However, you do not have to include
in income items considered working-condition fringe
benefits. These include use of property and services while
performing services as an employee, such as business
use of a company car, for which you could take a business
deduction if you had paid for them.
You should consult with your employer to determine if
any benefits you receive are taxable. In most situations,
you will know because your employer must report the
value of taxable benefits as compensation and, in some
cases, withhold income and Social Security and Medicare
taxes. These amounts should be reflected in your Form
W-2. Unlike other fringe benefits, however, your employer
may elect not to withhold income tax on your personal
use of an employer-provided automobile. In that case, you
may need to make estimated tax payments to avoid an
underpayment penalty.
Your employer may make an election that will treat some
benefits provided near the end of the year as provided in
the following year. In this case, the value of those benefits
would not be taxable to you until you file your return for the
following year.
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Planning tip:
If you are not self-employed or a partner, negotiate
with your employer to provide certain working
condition fringe benefits, which now after the
2017 tax law you will not be able to deduct on your
personal tax return. These may include business use
of a company car, a smartphone or other wireless
communications device, certain professional dues
and expenses, and other items that help you perform
your job. If your employer agrees to reimburse you
for these, you must substantiate to your employer
what you paid for specific expenses and return any
excess the employer advances to you if the expenses
are not, in fact, incurred.

Qualified retirement plans for
self-employed individuals
If you are self-employed, you may establish a qualified
retirement plan with contributions based on net earnings
from self-employment. Either a defined-contribution or
defined-benefit plan can be established.
Defined-contribution plans, such as profit-sharing plans,
allow you a deductible contribution with an account-based
plan. For a profit-sharing plan, the employer’s deduction
for the contribution is limited to 25% of employee
compensation (approximately 20% of net earnings for
partners). Only the first $280,000 of an individual’s earnings
(after being reduced by plan contributions and one-half of
an individual’s self- employment taxes) can be taken into
account in 2019 in computing this deductible contribution.
If you have employees in your business, you are generally
required to contribute amounts to the retirement plan on
their behalf at roughly the same rate as the contributions
for your own benefit.
Defined benefit plans allow a self-employed individual to
contribute an amount actuarially sufficient to produce a
defined retirement benefit for each participant. This type
of plan generally provides a larger tax deduction for
older individuals. Generally, a self-employed person
can contribute an amount to a defined-benefit plan for
the year that will produce a benefit at age 65 of up to
$225,000 (for 2019) per year for life. The limit is reduced if
the person participates in the plan for less than 10 years.
Because defined-benefit plans have required contributions,
only companies with fairly large steady streams of
income can establish and maintain defined benefit plans.
Most smaller businesses use defined-contribution plans
with discretionary contributions.

If you are self-employed (and not an active partner in a
partnership), you can set up a simplified employee pension
(SEP) plan, which is effectively an employer-sponsored
IRA. Individual accounts are established for each employee
with contributions limited to 25% of compensation
(20% for self-employed) as modified above or $56,000
(for 2019), whichever is less. Generally all employees must
be included in the SEP if they satisfy minimum age and
service requirements and must receive contributions on
the same basis.
For 401(k) plans, profit-sharing plans, defined-benefit plans,
and SEPs, if the company, or any related company, has
employees, the employees must generally receive the
same contribution or a contribution based on the same
percentage of income.
A company or self-employed individual can also establish
a SIMPLE 401(k) plan if certain requirements are met.
This permits the employee to make elective contributions
of up to $13,000 (for 2019). If permitted under the plan,
an employee who is age 50 or older can also make an
additional catch-up contribution. The employer is required
to make minimum contributions to each employee’s
account and the employee’s rights to all contributions
are nonforfeitable.
Planning tip:
—— If you are self-employed and will not have
employees, you can establish a “one person”
401(k) plan. Under this plan, you can make
elective contributions of up to $19,000 ($25,000
for individuals at or over age 50) for 2019 and
can make profit-sharing contributions up to a
maximum of $56,000 counting both the employer
and the and the elective contributions (for a
partner, the deduction for the contribution may
be lower based on your net earnings from selfemployment). The $56,000 does not include the
$6,000 catch-up elective deferrals for employees
age 50 and older.
—— You must establish your plan by the end of the
year to claim a tax deduction for contributions
for that year, although you do not need to make
contributions until the due date (with extensions)
of your return. If you participate in a pension
plan, you must generally make your contributions
within 8½ months after the plan year ends (2½
months if you do not extend your tax return date).
In some cases, quarterly contributions must be
made. A different rule may apply if you are the
sole owner of an LLC.
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Cash versus accrual method
of accounting
Businesses must account consistently for income and
deduction items. The major initial choice is between the
cash and accrual methods of accounting.
—— Under the cash method, income is taken into account
when it is actually received or is otherwise made
available without conditions or restrictions, and liabilities
are taken into account upon actual payment.
—— Under the accrual method, income is taken into account
when the right to income is fixed and the amount can
be determined with reasonable accuracy. Liabilities
are taken into account when the underlying obligation
is fixed, the amount is determinable with reasonable
accuracy, and “economic performance” has occurred.
Economic performance varies based on the type of
liability, but, for example, goods and services meet
the requirement when they are provided to or by
the taxpayer.
While in many cases the cash method provides income
deferral, its use is limited. For tax years beginning after
December 31, 2017, C corporations or partnerships with
C corporations as partners generally may not use the cash
method unless their average annual gross receipts are

$25 million or less, indexed for inflation for years beginning
after 2018. For tax years beginning in 2019, the limit is
increased to $26 million. You should consult your tax
adviser, as the rules concerning choice and application of
methods of accounting can be complex.

Tax benefits of depreciation
The purchase of equipment or other property for use in
your trade or business entitles you to depreciation over
several years. By carefully analyzing these tax benefits,
you may find it more advantageous to make a planned
acquisition in one year rather than another.
Depreciation of non building property
Under the modified accelerated cost recovery system
(MACRS), non building property is included in 3-year,
5-year, 7-year, 10-year, 15-year, or 20-year recovery classes,
depending generally on the specific asset’s class life.
You may use a specified accelerated method to deduct the
cost of this property over its recovery period.
For certain property placed in service through 2026, a
“bonus depreciation” deduction is allowed in the year
the property is placed in service. Bonus depreciation
is generally available for assets used in the U.S. with a
recovery period of 20 years or less and for depreciable
computer software.
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The rate of bonus depreciation varies depending upon
the year the property is acquired and placed in service.
For assets acquired prior to September 28, 2017, bonus
depreciation is only allowed on otherwise eligible property
of which the taxpayer is the original user. Non original use
assets acquired after September 28, 2017, may be eligible
for bonus depreciation if they are acquired by purchase
from an unrelated party, so long as the taxpayer did not
have a prior depreciable interest in the acquired assets.
Any basis remaining after bonus depreciation is claimed is
depreciated using the depreciation method that otherwise
applies to the asset. The table below indicates the bonus
depreciation percentages available by year.
Bonus
Percentage

Acquired

Placed in service

9/11/2001–
12/31/2004

9/11/2001–5/5/2003

30%

5/6/2003–12/31/2004

50%

1/1/2008–9/7/2010

50%

1/1/2008–
9/27/2017

9/9/2010–12/31/2011

100%

1/1/2012–12/31/2017

50%

2018

40%

2019

30%

9/28/2017–12/31/2022
9/28/2017–
12/31/2026

100%

2023

80%

2024

60%

2025

40%

2026

20%

Cost recovery deductions for most passenger automobiles
used 100% for business purposes are subject to an
annual limitation. For automobiles placed in service in
2019, the first-year depreciation deduction limit is $10,100;
depreciation for subsequent years is limited to $16,100 in
the second tax year, $9,700 in the third, and $5,760 in each
year thereafter. If the automobile was eligible for bonus
depreciation (acquired before September 28, 2017 and
placed in service in 2019), the first-year amount is $14,900.
If the automobile was eligible for bonus depreciation
(acquired after September 27, 2017 and placed in service
in 2019), the first-year amount is $18,100.The limits are
adjusted annually for inflation. Slightly higher limitations
apply to passenger trucks and vans.

Depreciating real property
Accelerated methods of depreciation are not allowed
for buildings. For the tax year the property is placed in
service, cost recovery deductions are determined monthly.
Residential rental property has a 27.5-year recovery
period, while nonresidential real property is generally
depreciated over 39 years. The recovery period for buildings
under the alternative depreciation system is 30 years for
residential rental property and 40 years for nonresidential
real property.
Limited expensing
In lieu of depreciation deductions, you can elect to deduct
up to $1,000,000 of personal property and certain building
property placed in service in an active trade or business,
provided the total cost of qualifying property you place in
service during the tax year is no more than $2.5 million.
The $500,000 limitation is reduced $1 for each dollar by
which your aggregate cost of qualifying property placed
in service exceeds $2.5 million. The amount eligible to be
expensed is limited to the taxable income you derive from
any active trade or business.
The annual dollar limitations on passenger automobile
depreciation apply to the amount expensed under this
election, as well as to the depreciation (and bonus
depreciation) deducted under the usual rules. For sports
utility vehicles that weigh up to 14,000 pounds,
the first-year expensing amount is limited to $25,000
per vehicle.
Special limits
Depreciation deductions are limited for business property
that is used for personal as well as business purposes.
Special rules apply to automobiles, airplanes,
boats, and other property used for entertainment,
recreation, or amusement. When the business use of such
property does not exceed 50% of total use, depreciation
deductions are allowed only under the alternative
depreciation system—straight-line write-offs over the
longer class life. You must be able to substantiate the
property’s business use to avoid application of this rule.
If your business use of property is originally greater than
50% but falls to 50% or less in a subsequent year, you may
have income from “recapture” of any prior benefit of
accelerated depreciation and thus may need to use the
slower depreciation going forward.
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Tangible property costs
Final tangible property regulations—effective for tax
years beginning on or after January 1, 2014—address
a wide variety of issues concerning the life cycle of
assets, including:
—— costs to acquire or produce fixed assets or materials
and supplies
—— costs to repair or maintain assets (deductible) versus
costs to improve assets (capitalizable and recovered
over the asset’s life)
—— disposition of assets.
For tax years beginning after 2013, the tangible property
regulations help taxpayers determine whether certain
costs are currently deductible or must be capitalized, and
they provide several simplifying provisions. The regulations
are extensive and have a wide impact on taxpayers in a
variety of industries. Your business will need to assess
how to comply with the regulations. Potential responses
could include changing methods of accounting (normally
necessitating a filing with the IRS) or in some cases
electing to follow financial accounting treatment,
depending on your facts. There are also streamlined
procedures for businesses with less than $10 million of
total assets or $10 million or less in average annual gross
receipts. You should consult your tax adviser, as the rules in
this area can be complex.
Sales of depreciable property
If you sell property for which you have taken depreciation
or cost recovery deductions, you may have to report a
portion of your gain as ordinary income to account for the
benefit of those deductions. All gain on most personal
property and on certain non building real property for
which you claimed depreciation is ordinary income to the
extent of prior deductions. Most buildings are depreciated
using a straight-line method and would face no ordinary
income recapture; some recapture might be required if
an accelerated depreciation method was used or if bonus
depreciation was claimed.

Planning tips:
—— If you do not want the larger deductions allowed
by MACRS for personal property placed in
service during the year or the bonus depreciation
deduction, you can elect not to use bonus
depreciation and can also elect to deduct the
cost of the property on a straight-line basis
over the recovery period or the longer class life.
This spreads the annual deductions evenly over
the life of the property (in the first and last years,
however, generally only a half-year’s deduction
is available). This election applies to all personal
property in a particular recovery class placed
in service during the year. Thus, you can elect
straight-line depreciation for all five-year personal
property while still claiming accelerated cost
recovery for all seven-year recovery property.
—— Another option is to elect to use the 150%
declining balance method. This method generally
is required for AMT purposes and offers the
advantage of avoiding additional calculations for
AMT purposes. However, although it may help
with recordkeeping, this election will not reduce,
and may increase, your total tax liability.
—— Straight-line depreciation over the property’s
longer class life is generally required for
certain property used outside the United
States, property financed by tax-exempt
bonds, and property used by or leased to a
tax-exempt entity.
—— If you have made or plan to make purchases
of depreciable personal property, you should
carefully assess the effect of these different
depreciation deductions and elections on your
taxable income.

In addition, for an individual taxpayer, a portion of the
capital gain on such real property would not be eligible for
the 15% or 20% maximum capital gain tax rate and would
be taxed at 25%. Gain recaptured as ordinary income
cannot be offset by capital losses.
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Taxation of net operating losses
Historically, if an individual taxpayer generated a net
operating loss (NOL), the taxpayer was able to carry back
such NOLs against 100% of the taxable income of the two
previous years, potentially creating a tax refund. If an NOL
remained after considering the carry back above (or if such
carry back was waived) the individual taxpayer could carry
the NOL forward to offset up to 100% of taxable income of
the taxpayer for 20 years after the generation of the NOL.
Beginning in 2018, the NOL provisions have been
modified and losses generated in years ending after
December 31, 2017 may no longer be carried back but may
be carried forward indefinitely In addition, NOLs carried
forward are limited to 80% of taxable income for tax
years ending after December 31, 2017. NOLs that arose in
years prior to December 31, 2017, are not subject to the
80% limitation.

Substantiating business expenses
Although you must be able to prove all deductions you
take, more stringent substantiation rules apply to certain
expenses (for example, travel, meal and entertainment
expenses, and business gifts) than to others. To deduct
these expenses, you must document the amount of the
expense; the date and place of the travel, entertainment, or
meals; the business purpose of the expenditure; the nature
of the business benefit derived; and the business
relationship of the person for whom expenses were
incurred. Safe harbors set by the IRS may alleviate the
need to keep detailed records for various types of individual
business expenses in certain situations. Many companies
may have policies acceptable to the IRS that might require
receipts only for expenses above a certain amount,
for example, $75 or more.
For automobiles used for business, you can either
deduct the actual expenses of using the automobile,
or you can base your deduction on a standard mileage
rate. Certain restrictions may apply to the method used.
The standard mileage rate to be used for a given year is
determined and published by the IRS (the rate for 2019
is 58 cents per mile). While you may not take a separate
deduction for depreciation of the vehicle if you use the
standard mileage rate, you may deduct parking fees and
tolls incurred during business use. Note: The amount of this
deduction may be reduced if you work out of your home.

Historically, 50% of the cost of business meals and
entertainment was deductible. The 2017 tax law
completely repealed deductions for entertainment,
amusement, and recreation even when directly related
to the conduct of a taxpayer’s trade or business.
The 2017 tax law provides that no deduction is
allowed for (1) an activity considered entertainment,
amusement, or recreation, (2) membership dues
for any club organized for business, pleasure,
recreation, or other social purposes, or (3) a facility
or portion of a facility used in connection with
entertainment, amusement or recreation.
The 50% deduction limitation for food and beverage
expenses associated with a trade or business is
generally retained. However, the 2017 tax law expanded
the 50% limitation to certain meals provided by an
employer that previously were 100% deductible.
The expanded 50% limit applies to food and beverages
provided to employees as de minimis fringe benefits,
to meals provided at an eating facility that meets the
requirements for an on-premises dining facility, and to
meals provided to employees for the convenience
of the employer (section 119 meals). The 50%
deduction limit applies for tax years 2018 through
2025. The on-premises meals and section 119 meals
expenses and the expenses for the related on-premises
facilities would be nondeductible after 2025.
Separately, the 2017 tax law disallowed the ability
for an individual taxpayer to deduct miscellaneous
itemized deductions for tax years 2018 through 2025,
including certain unreimbursed employee expenses.
Planning tip:
—— Keep a daily log of business mileage and
expenses to keep track of expenses related to
the business use of an automobile. Although
such logs are not required, they can be helpful if
you are asked to substantiate deductions related
to the business use of that automobile. The IRS
considers written records more favorably than
oral testimony and favors records compiled at
the time of the business use over evidence
constructed later.
—— As an employer, you can satisfy the substantiation
requirements applicable to automobiles by
initiating and implementing a written policy
statement prohibiting personal use of employerprovided vehicles. Alternatively, employees can
use their own cars and turn in expense vouchers
for reimbursement. If either method is used, make
certain that your substantiation requirements are
clear and enforced.
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Planning tip:

Planning tip:

As a self-employed person, you may be entitled
to deduct 100% of the premiums paid for
health insurance for yourself, your spouse,
and your dependents when calculating your AGI.
The deduction cannot exceed your net earnings from
self-employment in the trade or business for which
the insurance coverage was established. You cannot
deduct this amount if you are eligible to participate in
an employer- sponsored plan (yours or your spouse’s).
Note that this deduction does not reduce the income
base used for computing your SECA tax.

Business owners may want to reassess their
activities within the business to see if family
members can be included as employees.
Remember, if you employ your child or spouse in
the family business, you must make certain that
he or she performs some valuable service that
warrants employment. In addition, you cannot pay
your child more than a reasonable wage for the
work performed.

Calculating self-employment taxes
In 2019, the maximum wage base for the Social Security
taxes is $132,900.There is no maximum wage base
for the Medicare tax. The rates used to calculate the
correlating Social Security and Medicare portions of selfemployment tax—known as SECA tax—is 15.30% on the
first $132,900 and 2.9% on all amounts above (equal to
both the employee + employer portion of Social Security
and Medicare taxes). However, for compensation above
$200,000, an additional Medicare contribution is required
equal to an additional 0.9%, for a total of 3.8% Medicare
tax on compensation above $200,000.
Other than the 0.9% additional Medicare contribution,
half of a self-employed individual’s Social Security and
Medicare (i.e., SECA tax) contribution is deductible.

Putting family members on
the payroll
Hiring family members to work in your business offers
several advantages. First, you provide income to them and
may also provide benefits. In many cases, you can reduce
the overall family tax bill by deducting from your business’s
income reasonable wages you pay to your spouse or
children. Although family members must include their
wages as income, they may receive other fringe benefits
with little or no tax cost. For example, if your spouse earns
wages from your business, he or she may be entitled to
IRA contributions or to coverage under your business’s
qualified retirement plan. You also can provide your spouse
with family health insurance coverage as an employee.
This will increase the business deduction for premium
payments while maintaining the same family coverage.

Wages your unincorporated business pays to your children
under age 18 are not subject to Social Security and
Medicare taxes. However, if your incorporated business
pays these wages, they are subject to income taxes and
related withholding. Earnings not subject to Social Security
tax do not count when determining lifetime earnings for
purposes of Social Security benefits.

Below-market-rate loans
You can provide financial assistance to family members
without making outright gifts. For example, you may want
to assist your child in purchasing a house or car or in
funding undergraduate or postgraduate education. You can
do this by making a loan to your child, either repayable with
no interest or with an interest rate much lower than can be
obtained from other lenders.
When loans are made to family members at less than a
“market rate” of interest, the IRS requires the loan to be
restructured, for tax purposes, as if the loan had been
made at a market rate of interest. To accomplish this, you
are treated as if you made a gift to your son, daughter, or
other family member for the additional interest he or she
would have paid if the loan had been made at a market
rate. Further, you must recognize income for the additional
interest—and your child or family member is entitled to a
corresponding deduction subject to applicable limitations—as
if the additional interest had been paid to you, a requirement
known as imputed interest.
There are some important exceptions to the below-market-rate
loan rules.
Under a de minimis exception, a gift loan of $10,000 or less
is exempt from the below-market-rate loan provisions if the
borrower does not use the money to purchase or to enable
him or her to continue to hold income-producing assets,
such as stocks or bonds. Gift loans you make to the same
borrower are aggregated and the de minimis exception
applies only if the total of such loans is $10,000 or less.
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Another exception limits the amount of additional interest
income you have to report. If loans to your child or other
family member do not exceed $100,000, the additional
income you must report will be no greater than the
investment income your child receives. This exception does
not apply if the principal purpose of making the loan was to
avoid taxes.
Remember also that a below-market-rate loan may have
gift tax consequences depending on whether the loan is
payable on demand or is repayable over a stated period
of time.
If you do not meet either of the above exceptions, you can
avoid the below-market-rate loan requirements by making a
loan at a market rate of interest as defined by the tax law.
This market rate is lower than the rate that normally could
be obtained from lending institution.
Planning tip:
To avoid the difficulty of computing and reporting
imputed interest, charge a market rate of interest,
then make a cash gift to your child that would allow
him or her to pay you the interest.

Deducting home office expenses
In prior years, you could potentially deduct as a
miscellaneous itemized deduction certain expenses
incurred in maintaining the portion of your home which
was utilized as a home office. However, the 2017 tax law
suspended miscellaneous itemized deductions which
were previously subject to 2% of AGI for tax years 2018
through 2025. The 2017 law did not change the rules for
self-employed persons. If you are self-employed, you may
continue to deduct qualifying home office expenses.

Hobby losses
You may not deduct net losses from a hobby or any activity
from which you do not expect to make a profit. However,
if an activity results in a profit in at least three out of the
last five consecutive tax years (two out of seven years for
certain horse-related activities), it will be presumed to be
for profit and not a hobby. If you fail to make a profit within
the testing period, the burden of proof rests with you to
prove to the IRS that you are engaged in the activity to
make a profit.
Even if your activity is not-for-profit, you must include
income from the activity on your return. Hobby income
is not subject to self-employment tax because a hobby is
not considered a trade or business. Historically, expenses

have been allowed (not to exceed the amount of the hobby
income) subject to an ordering system. For individuals,
these expenses may only be deducted if you itemize
and many of the expense items fall into the category of
miscellaneous itemized deductions subject to 2% of AGI.
As noted previously, the 2017 tax law suspended the
deductibility of miscellaneous itemized deductions for tax
years 2018 through 2025.

Private aircraft
Travel expenses that are covered by the business and not
limited to business purposes may result in taxable income
to you. Generally, if you fly in an airplane owned or leased
by the company and the trip has a personal component,
value attributable to that flight may need to be calculated
and reported to you as compensation. The value of any
flights for your friends or family members are generally
taxable to you as well if not primarily for bona fide
business purposes.
Details of each flight (including, for example, departure and
arrival locations, miles flown, size and weight of aircraft)
as well as a standard industry fare level (SIFL) published
semi annually are taken into account in determining the
amount of taxable income.
The company’s deduction may also be limited for expenses
related to travel on the company aircraft (even when
there is no taxable compensation to the individual).
Special depreciation rules may apply and the structure of
any leasing arrangement should be considered.

Selling the business—golden
parachute payments
If you are contemplating selling all or a part of the business,
one item to consider is whether the sale is subject to the
golden parachute rules. These rules apply when there is a
change in control of a corporation and denies a deduction
to the payor of any “excess parachute payments”; a 20%
excise tax is imposed on the recipient of such payments.
The deduction disallowance and excise tax only applies
with respect to officers, highly compensated individuals,
and more than 1% stockholders.
Parachute payments generally include compensation
contingent on the change in control, which can include
items such as severance, transaction bonuses, and value
attributable to the accelerated vesting or payment
of any deferred compensation or equity awards.
Parachute payments typically do not include any payments
solely with respect to ownership of the company
(i.e., payments that are not in the nature of compensation).
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Whether there are excess parachute payments is based
on a comparison of total potential parachute payments
to the individual’s base amount, or average annual
taxable compensation.
For non-publicly traded companies, the consequences
of the golden parachute rules may be mitigated—or
eliminated entirely—if certain shareholder disclosure and
approval requirements are met. The consequences of these
rules can also be mitigated with advanced planning.

Cross-border considerations
If you operate a multinational business or your business
involves international travel, there are cross-border
considerations to keep in mind. Depending on the
structure of the business, certain U.S. tax rules regarding
the deductibility of various compensation payments may
need to be considered with respect to foreign branches
or individuals. In addition to company tax considerations,
compensation and other benefits may be subject to special
sourcing rules and taxation of those amounts may be
affected by foreign tax rules.
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