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“Uncertainty” is the watchword
for 2021 tax planning

frer the tumultuous year that was 2020, “uncertainty” remains the watchword in 2021, especially
when it comes to tax planning. The shift of political control in Washington and the evolving
pandemic and U.5. economic situation could result in more tax law changes — or not.

To rake advantage of all available breaks, you first need to be aware of relevant tax law changes that
have already gone into effect. While major changes under 2020% CARES Act have largely expired,
some have been extended or even expanded by the Consolidated Appropriations Act (CAA), signed
inke law late last year, or the American Rescue Plan Act {ARPA), sipned into law in March. The latrer
twor laws include other tax law provisions as well. You also can't forget about the massive Tax Curs and
Jobs Act (TCJA) thar generally went into effect three years ago but still impacts tax planning. Finally,
you need to keep an eye out for more tax law changes that could affect 2021 planning.

This guide provides an overview of some of the most significant tax law changes going into effect this year
and other key tax provisions you need to be aware of. It offers a variety of straregies for minimizing your
taxes in the current tax environment. Use it to identify the best strategies for your particular sitvation with
your tax advisor, who also can keep you apprised of any new tax law developments thar might affect you.

Income & Deductions ?

Execurive Compensation [ Click here |
Investing I Cick here |
Real Estate 12
Business Ownership 14
Charitable Giving EER coick here |
Family & Education JRAB Coick hore |
Retirement 20
Estare Planning 12

Tax Rates 24




2

Income & Deductions

Careful planning is

especially important this year

ax rares on “ordinary

T income” are often higher

than those that apply o

investment income. {See page 8 for
information about the tax treatment
of investments. ) Ordinary income
generally includes salary, income from
self-employment or business activities,
interest, and distriburions from tax-
deferred retirement accounts. Some of
it may also be subject to payroll rax,
or you may have to pay the alternative
minimum tax { AMT), under which
different tax rates apply.

This is why careful planning for ordi-
nary income and deductible expenses
is always important. And possible

tax rate increases make it especially

important this year.

Timing income and expenses
Smart timing of income and expenses
can reduce your tax liability, and poor
riming can unnecessarily increase

it. When you don't expect to be
subject to the AMT (see page 3) in
the current year or the next year,
deferring income to the next year and
accelerating deductible expenses into
the current year may be a good idea.
Why! Becaose it will defer rax, which
usually is beneheial.

But when you expect to be in a higher
tax bracket next year — or you believe

tax rates may rise — the opposite
approach may be beneficial: Acceler-
aring income will allow more income
to be taxed ar your current year's lower
rate. And deferring expenses will make
the deducrions more valuable, because
deductions save more tax when you're
subject to a higher tax rate.

Whatever the reason behind your
desire to time income and expenses,
vou may be able to control the timing
of these income items:

Bonuses,
Self-employment income,
LS, Treasury bill income, and

Retirement plan distriburions, to
the extent they won't be subject
to eatly-withdrawal penalries and
aren’t required. {See page 20.)

Some expenses with potentially
controllable timing are investment
interest expense (see page 11),
mortgage interest (see page 12}, and
charitable contributions (see page 16).

TCIA is still affecting

timing strategies

The TC]A has made timing income
and deductions more challenging
becanse some strategics that tax-
payers used o implement no longer

CHART1 2021 standard deduction

Singles and separate filers
Heads of households

Joint filers

Filing status Standard deduction’

$12,550
$18,800
$25,100

are making sense. Heres a look ar
some significant TC]A changes that
have affecred deducrions:

Reduced deduction for state and
local tax. Property tax used to be a
popular expense to time. But with the
TC)AS limit on the state and local tax
deduction, property tax timing will
likely provide lictle, if any, benefir for
higher-income raxpayers. Through
2025, the entire itemized deduction
for state and local taxes — including
property tax and either income or sales
tax — is limired ro $10,000 ($5,000

for married raxpayers hling separarely).

If you reside in a stare with no, or low,
income tax, this change might be less
relevant. But keep in mind that deduct-
ing sales tax instead of income tax may
be beneficial, especially if you purchased
a major item, such as a car or boat.

Suspension of miscellaneous itemized
deductions subject to the 2% floor.
This deduction for expenses such as
certain professional fees, investment
expenses and unreimbursed employee
business expenses is suspended through
2025 While this eliminates the home
ofhce deduction for employees who
work from home (even if your employer
hias required i), if you're self-employed,
you may still be able to deduce home

office expenses. (See page 12.)

More-restricted personal casualty and
theft loss deduction. Through 2025, this
iternized deduction is suspended except
if the loss was due to an event officially
declared a disaster by the President.

Increased standard deduction. The
TCJA nearly doubled the standard
deduction. While many higher-income
taxpayers will still benehr from itemiz-

ing, some — such as those in low-tax




Tax law uncertainty complicates timing strategies

Determining the right timing strateg
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stares, who don't have mortgages or
who aren’t as charitably inclined

may now save more tax by claiming the
standard deduction. (See Chart 1 for
the 2021 standard deduction amounts. )

Tax-advantaged

saving for health care

If medical expenses not paid via tax-
advantaged accounts or reimbursable by
insurance exceed a certain percentage
of your adjusted gross income {AGI),
vou can claim an itemized deduction for
the amount exceeding that “floor.” This
floor can be ditheult for higher-income
taxpayers to exceed.

New! In lare 2020, the 7.5% floor
(which had in recent years been a
remporary reduction from 10%) was

I I-L]".‘. permnan cnt.

Eligible expenses may include health
insurance premiums, long-term-care
insurance premiums (limits apply ), med-
ical and dental services, and prescrip-
tion drugs. Mileage driven for health
care purposes also can be deducted — at
16 cents per mile for 2021,

Consider bunching elective medical
procedures (and any other services and
purchases whose timing vou can control
withour negatively affecting your or your
family's health) invo altemating years if
it would help you exceed the applicable
floor and you'd have encugh toral item-

ized deductions to benefit from itemizing.

If one spouse has high medical
expenses and a relarively lower AGI,
filing separately may allow that spouse
to exceed the AGI floor and deduct
some medical expenses that wouldn't
be deductible if the couple filed jointly.
Warning: Because the AMT exemp-
tion for separate returns is considerably
lower than the exemption for joint
returns, filing separately to exceed the

floor could trigzer the AMT.

You may be able to save taxes without
having to worry about the medical
expense deduction floor by contributing
to ome of these accounts:

HSA. If you're covered by a qualified
high deductible health plan, you can
contribute pretax income to an
employer-sponsored Health Savings
Account — or make deductible contri-
butions o an HSA you set up yourself
up to 33,600 for self-only coverage and
$7,200 for family coverage for 2021 (plus
$1,000 if you're age 55 or older). HSAs
can bear interest or be invested, growing
tax-deferred similar to an [RA. With-
drawals for qualified medical expenses
are tax-free, and you can carry over a
balance from vear to year.

FSA. You can redirect pretax income

o an emplover-sponsored Flexible
Spending Account up to an employer-
derermined limit — not ro exceed $2,730
in 2021. The plan pays or reimburses

you for qualified medical expenses. (1f
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you have an HSA, your FSA is limired
1o funding certain permitted expenses.)
What you don't use by the plan year's
enud, you generally lose — though your
plan might give you a 2¥-month grace
petiod to incur expenses to use up the
previous year's contribution.

New! Your plan might allow vou to
roll over all unused amounts o 2022
under the CAA.

Smaller AMT threat

The top AMT rate is 28%, compared

to the top regular ordinary-income tax
rate of 37%. But the AMT rate typically
applies to a higher taxable income hase.
You must pay the AMT if your AMT

liahility exceeds your regular tax liability

The TCJA substantially increases the
AMT exemptions through 2025. (See
Chare 8 on page 24.) This means fewer
taxpayers will have 1o pay the AMT.

In addition, deductions used to calculate
regular rax thar aren't allowed under the
AMT can trigger AMT liahiliry, and
there aren’t as many differences between
what'’s deductible for AMT purposes
and regular tax purposes. (See Chart 2
on page 4.} This also reduces AMT risk.
However, the AMT will remain a threat
for some higher-income taxpayers.

So before timing your income and
expenses, determine whether you're
already likely 1o be subject to the
AMT — or whether the actions
you're considering might wripper ir.
It addirion to deducrion differences,
some income items might trigger or
increase AMT liability, such as:

Long-term capiral gains and qualified
dividend income,

Accelerated depreciation adjustments
and relared gain or loss differences
when assets are sold, and

Tax-exempt interest on certain
private-activity municipal bonds.
(For an exceprion, see the warning
on page 11.)

Finally, in certain situations exercising
incentive stock options (150s) can
trigger significant AMT liability., {See
the warning at the top of page 7.)
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Avoiding or reducing AMT
With proper planning, you may be
able to avoid the AMT, reduce its
impact or even take advantage of its
lower maximum rate:

If you could be subject to the AMT
this year ... consider accelerating
income into this year, which may
allow you to beneft from the lower
maximum AMT rare. And deferring
expenses you can't deduct for AMT
purposes may allow you to preserve
those deductions (but watch our for
the annual limir on the state and
local rax deduction). If you also
defer expenses you can deduct for
AMT purposes, the deductions may
hecome more valuable because of
the higher maximum regular tax
rate. Finally, carefully consider the
tax consequences of exercising [50s.

If you could be subject to the AMT
next year ... consider taking the
opposite approach. For instance, defer
income to next year, because you'll
likely pay a relatively lower AMT
rate. Also, before year end consider
selling any private-activity municipal
honds whose interest could be subject

to the AMT.

Also be aware that, in certain circum-
stances, you may be entitled to an
AMT credir.

Payroll taxes

In addition o income tax, you must
pay Social Security and Medicare
taxes on earned income, such as
salary and bonuses. The 12.4% Social
Security tax applies only up to the
Social Security wage base of $142 800
for 2021. All earned income is subject
to the 2.9% Medicare tax. Both

taxes are split equally between the
employee and the employer.

Waming: Deferral of the employee share
(6.2% of wages) of Social Security tax
available ro certain employees in 2020
uncler the Aug. 8, 2020, presidential
memorandum has nor been extended

to 2021, Under the CAA, any deferred
2020 vax must be withheld from rhe
employee’s pay and paid on a prorared
basis over 2021.

Self-employment taxes

If you're self-emploved, you pay both
the employee and employer portions of
payroll taxes on your self-employment
income. The employer portion (6.2%
for Social Security tax and 1.45% for
Medicare tax) is deductible above the
line, Warning: Payroll tax deferral
available in 2020 for the employer share
of Social Security tax has not been
extended to 2021, Under the CARES
Act, the first hall of any deferred 2020
tax is due by Dec. 31, 2021, and the
second half is due by Dec. 31, 2022

CHART 2

State and local income tax |
Proparty tax |
Mortgage interest [ |

Interest on homea equity dabt
used fo improve your principal [ |
rassdence or second residence

Investment interest [ |
Medical expanses [ |
Charitable contributions [ |

Regular tax Al

What itemized deductions may
also be deductible for AMT purposes?

For more information
Sea “TCIA iz still affecting
fiming strategies” on page 2.

See "Home-related
daductions” on page 12,

Sea "Home-relatad
deductions™ on page 12,

See "Home-related
deductions” on page 12,

m See “Investment interest
expensa” on paga 11.

Sea “Tar-advantaged saving
for health care™ on page 3.

B Sespage 16

As aself-employed raxpayer, you may
benefit from other abave-the-line
deducrions as well. You can deduce
100% of health insurance costs

for yourself, your spouse and your
dependents, up to your net self-
employment income. You also can
deduct contributions to a retirement
plan and, if you're eligible, an HSA
for yourself. And you might be able
to deduct home office expenses. [See
page 12.} Above-the-line deductions
are particularly valuable because
they reduce your AGI and, depend-
ing on the specific deduction, your
modified AGI {MAGI), which are
the triggers for certain additional
taxes and the phaseours of many

tax breaks.

Additional 0.9% Medicare tax

Another payroll tax that higher-income
taxcpayers must be aware of is the addi-
tional 0.9% Medicare tax. It applies to
FICA wages and net self-employment
income exceeding $200,000 per year
{$250,000 if married filing jointly and
$125,000 if married filing separately).

If your wages or self-employment
income varies significantly from year
to year or you're nearing the threshaold
for triggering the additional Medicare
Lax, income [ming strategies may
help you avoid or minimize it. For
example, if you're an employee, per-
haps you can time when you receive
a bonws or exercise stock options. If
you're self-employed, you may have
flexibility on when you purchase new
equipment or invoice customers. [f
you're an S corporation shareholder-
employee, you might save tax by
adjusting how much you receive as
salary vs. distributions. (See "Owner-
employees” at right.)

Also consider the withholding rules.
Employers must withhold the addi-
ticnal rax beginning in the pay period
when wages exceed $200,000 for the
calendar year — without regard o

an employee’s filing status or income
from other sources. So your employer
might withhold the tax even if you
aren't liable for it — or it might not
withhald the rax even though you are
liahle for it.




Have employees? You may be
eligible for 2 payroll tax breaks

=rs retain their workfo

igned into

ed. If an employe

f whether there had

own illness or guarantine and $20
wtended the credit through Sept. 3

If you dom’t owe the tax but your
employer is withhoelding it, you can
claim a credit on your 2021 income tax
return. If you do owe the tax but your
employer isn't withholding it, consider
increasing your meome tax withholding,
which can be used to cover the shorefall
and avoid interest and penalties. Or
r11;11<|: L'bli1T'll|LL,‘\1 tax r‘ll'!,rll'li"l'lll‘i.

Owner-employees

There are special considerations if you're
a business owner who also works in the
business, depending on its structure:

Partnerships and limited liability
companies. Generally, all trade or
business income that flows through o
you for income tax purposes is subject

o self-emplovment raxes — even if

30, 2021, and for tho

$10

ion and the ceilin

it isn't distributed to yvou. But such
income may not be subject to self-
employment taxes if you're a limited
partner or the LLC member equiva-
lene. Check with vour tax advisor on
whether the 0.9% Medicare tax or the
3.8% NIT (see page 11) will apply.

5 corporations. Only income you
receive as salary is subject to payroll raxes
and, if applicable, the 0.9% Medicare
tax. To reduce these raxes, you may want
to keep your salary relarively
unreasorably
income that is taxed to you through your
Schedule K-1 by virmue of your share of
the eamings from the business, That
income isn't subject to the corporate
level tax or the 0.9% Medicare tax and,
rypically, isn't subject to the 3.8% NIIT.

bur noe
low and increase the
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C corporations. Only income you
receive as salary is subject to payroll
taxes and, if applicable, the 0.9%
Medicare rax. Nonetheless, you may
prefer to take more income as salary
(which is deductible at the corporate
level) as opposed o dividends {which
aren't deductible at the corporate level
yet are still taxed at the shareholder
level and could be subject to the 3.8%
NIITY if the overall tax paid by both

the corporation and you would be less,

Warning: The IRS scrutinizes corporate
payments to sharcholder-employess
for possible misclassiheation, so tread

carefully.

Estimated payments
and withholding

You can be subject to penalties if you
don't pay enough tax during the year
through estimated tax payments and
withholding. Here are some stratepies
to help avoid underpayment penalties:

Know the minimum payment rules.
Far you to avoid penalties, your
estimated payments and withholding
must equal ar least 90% of vour tax
liability for 2021 or 110% of your
2020 rax (100% if vour 2020 AGI
was 51 50,000 or less or, if married
filing separately, $75,000 or less).

Use the annualized income installment
method. This method ofren benefits
taxpayets who have large variability in
income from month o month due 1o
bonuses, investment gains and losses, or
seasonal income (ar least if irs skewed
toward the end of the year). Annual-
izing compures the rax due based on
income, gains, losses and deductions
through each estimated tax period.

Estimate vour tax liability and increase
withhelding. If you determine you've
underpaid, consider having the tax
shorefall withheld from vour salary or
year end bonus by Dec. 31. Because
withholding is considered to have been
paid ratably throughout the vear, this
is often a better strategy than making
up the difference with an increased
quarterly tax payment, which may

still leave you exposed to penalties for
earlier quarters.




6 Ewxecutve Compensation

Do you know the tax consequences

of your exec comp package?

ompensation may take several
C forms, including salary, fringe
benefits and bonuses. If you're
an executive or other key employee, you
might receive stock-based compensa-
rion, such as restricred stock, restricred
stock units (RSUs) or stock options
{either incentive or nongualified).
Monqualified deferred compensation
(NODC) may also be included in vour
exec comp package. The tax conse-
quences of these types of compensation
can be complex — subject to ordinary
income, capital gains, payroll and other
taxes, So smart tax planning is crirical.

Restricted stock

Restricted stock is stock your employer
grants to you subject to a substantial risk
of forfeiture. Income recognition is nor-
mally deferred unril the stock is no longer
subject to that risk {thart is, it's vested) or
you sell it. When the restriction lapses,
you pay taxes on the stock’s fair market
value {FMY) at your erdinary-income
rate, | The FMY will be considered FICA
income, so it could trigper or increase
your exposure to the additional 0.9%
Medicare tax. See page 4.)

But with a Section 83(h) election,

you can instead recognize ordinary
income when you receive the stock.
This election, which you must make
within 30 days after receiving the stock,
allows you to convert potential future
appreciation from ordinary income o
lomg-term capital gains income and
defer it unril the srock is =old.

The election can be beneficial if the
income at the grant date is negligible
or the stock is likely to appreciate
significantly before income would
otherwise be recognized. And with
ordinary-income rates now especially
low under the TCJA, it might be a
good time to recognize income.

There are some potential disad-
vantages of a Sec. 83(b) election,
however. First, prepaying tax in the
current yeat could push you into

a higher income rax bracker and
trigger or increase your exposure to
the additional 0.9% Medicare tax.
But if your company is in the earlier
stages of development, the income
recognized may be relatively small.

Second, any taxes you pay because of
the election can't be refunded if you
eventually forfeir the stock or sell it
ar a decreased value. However, you'd
have a capital loss in those situations.

Third, when you sell the shares, any
gain will be included in net investment
income and could trigger or increase
your liability for the 3.8% NIIT. (See
page 11.) Also, for the highest-income
taxpayers, raising the long-term capiral
gains rate to equal the ordinary income
rate has been proposed. So depending
on whether that proposal becomes law
and your income level, the Sec. 83(h)
election might not provide a tax benefic.

See Case Study 1 for additional informa-
tion, and work with your tax advisor o
map out whether the Sec. 83(b) election
is appropriate for your situation.

RSUs

B.SUs are contracrual rights o
receive stock, or its cash value,

after the award has vested. Unlike
restricted stock, RSLUs aren't eligible
for the Sec. 83(h) clection. So
there's no opportunity to convert
ordinary income into capital gains.

Burt they do offer a limirted ability to
defer income taxes: Unlike restricred
stock, which becomes raxable immedi-
ately upon vesting, RSUs aren't taxable
until the employee actually receives the

stock. So rather than having the stock
delivered immediately upon vesting,
you may be able to arrange with your
employer to delay delivery.

Such a delay will defer income tax and
may allow yvou to reduce or avoid expo-
sure o the additional 0.9% Medicare tax
{because the RSUs are mreared as FICA
income), However, any income deferral
must satisfy the strict requirements of
Internal Bevenue Code Section 4094,
Also keep in mind thae it might be
better to recosnize income now because
of the currently low tax rates.

1SOs

Incentive stock options allow you

to buy company stock in the future
{but before a set expiration date) at a
fixed price equal to or greater than the
stock’s FMY at the date of the grant.
Thus, 150 don't provide a benefit uniil
the stock appreciates in value. If it does,
you can buy shares at a price below
what they're then trading for, provided
you're eligible o exercise the options.

[S05 receive rax-favored rrearment
but must comply with many rules.
Here are the key tax consequences:

You owe no tax when 150s are
granted.

You owe no regular income rax
when you exercise the [SOs.

If you sell the stock after holding
the aptions for at least one year
and then holding the shares for ar
least one year from the exercise
dare, you pay tax on the sale a
vour long-term capital gains rare.

{ Depending on what happens with
proposed tax law changes and your
income level, this could end up
being the same as your ordinary
rare.) You also may owe the NIIT.




If you sell the stock before long-
term capital gains rrearment
applies, a “disqualifying disposition”
occurs and any pain is taxed as
compensation at ordinary-income
rates. [Disqualified dispositions
aren't, however, subject to FICA
and Medicare tax, including the
addirional 0.9% Medicare tax.)

Warning: If you don't sell the stock in
the year of exercise, a tax “preference”
item is created for the difference
berween the stock's FMV and the
exercise price (the “bargain element™)
that can trigger the AMT. A future
AMT credit, however, should miri-
gate this AMT hit. Plus, you may

now be at lower AMT risk because

of the higher AMT exemption and
exemption phaseout range under the
TCIA. (See Chare 8 on page 24.)
Consule your tax advisor because the
rules are complex.

If you've received 1505, plan carefully
when to exercise them and whether o
immediarely sell shares received from
an exercise or hold them. Waiting

to exercise 15S0s until just before the
expiration date {when the stock value
may be the highest, assuming the
stock is appreciating) and holding on
to the stock long enough to garner
long-term capital gains trearment
often is beneficial. Bur there’s also
market risk to consider. Plus, acting
earlier can be advantagecus in several
situations:

Exercise early to start the holding
period so you can sell and receive
lomg-term capital gains treatment
SOONCT.

Exercise when the bargain element
is small or when the market price
is close to bortoming our to reduce
or eliminate AMT liability.

Exercise annually so you can buy
only the number of shares that
will achieve a breakeven point
berween the AMT and regular
tax and thereby incur no addi-
tional tax.

Sell in a disqualifying disposition
and pay the higher ordinary-income
rate to avoid the AMT on poten-
tially disappearing appreciation.

Executive Compensation 7

CASE

STUDY 1

of the stock.

compensation plan.

Deferral opportunity available for stock-based
compensation in certain situations

Lina was about to receive some stock-based
compensation from her employer, so she
contacted her tax advisor to find out what

the tax consequences would be, Her advisor
explained that the tax treatment would depend
on the type of stock-based compensation. For
example, Lina might be able to take advantage
of the Section 83(b) election. (See "Restncted
stock" at left.) Or she might be eligible for a
tax break under the TCJA.

The TCJA break allows for the deferral of tax on stock-based compensation in
certain circumstances. Generally, it gives taxpayers the opportunity to match the
taxation of restnicted stock and stock options with the timing of the sale of the
stock. It's intended for situations in which there is no ready market for the sale

The availability of the deferral opportunity is limited, however. It generally will
apply only if at least B0% of full-time employess are coverad by the stock-based

O the negarive side, exercising

eatly accelerates the need for funds
to buy the stock, exposes you to a loss
if the shares" value drops below your
exercise cost, and may creale a rax
cost if the preference item from the
exercise penerates an AMT liabiliry.

The timing of [S0 exercises also
could positively or negatively affect
vour liability for higher tax rates and
the MNIIT. See Case Study 1 for addi-
rional information and, with vour tax
advisor, evaluate the risks and crunch
the numbers to determine the best
strategy for you,

NQSOs

The tax trearment of nonqualified
stock options is different from the tax
treatment of [SOs: NOSOs create
compensation income (taxed at
ordinary-income rates) on the bargain
element when exercised (repardless

of whether the stock is held or sald
immediately), but they don't create
an AMT preference item.

You may need to make estimared tax
payments or increase withholding o
fully cover the rax on the exercise.
Keep in mind that an exercise could
ITIgEer O INCrease exposure (o [op (ax
rates, the addirional 0.9% Medicare
tax and the NIIT,

NQDC plans

These plans pay executives in the furure
for services to be currently performed.
They differ from qualified plans, such as
401(k}s, in several ways. For example,
unlike 401(k) plans, NOQDC plans can
tavor highly compensared employees,
bur plan funding isn't protected from
the employer's creditors. { For more on
401(k}s, see page 20.)

Une important NMODC tax issue is thae
pavroll taxes (see page 4) are generally
due onee services have been performed
and there's no longer a substintial risk of
forfeiture — even though compensation
miay mot be paid or recognized for income
i purpases until much later. So your
employer may withhold your portion of
the payroll taxes from your salary or ask
you towrite a check for the liability. Ok
it may pay your portion, in which case
you'll have additional raxable income.
Warning: The additional 0.9% Medicare
tax could also apply.

Keep in mind that the rules for NQDC
plans are tighter than they once were,
and the penalties for noncompliance
can be severe: You could be raxed on
plan benefits at the rime of vesting, and
a 20% penalty and potential interest
charges also could apply. So check
with your employer to make sure it's
addressing any compliance issues.




8 Investing

Don'’t let taxes erode your

iInvestment returns

or at least the first three
quarters of 2021, the stock
market has generally been

on an upward trend. But economic,
political and pandemic uncertainty
could cause volatility o resume. Such
uncertainty also makes tax planning for
investments challenging. Tax rearment
of investments varies dramatically based
on factors such as type of investment,
rype of income it produces, how long
you've held it and whether any special
limitarions or breaks apply.

And there are many additional factors
tor evaluate before deciding whether
tor sell or hold an investment, such

as investment goals, time horizon,
risk tolerance, factors related o the
investment itself, fees and charges
that apply to buying and selling
securities, and your need for cash. Bur
raxes are still imporrane o consider

if you want to prevent them from
eroding your returns.

Capital gains tax and timing

Although time, not timing, is gener-
ally the key to long-term investment
success, timing can have a dramatic
impact on the tax consequences of
investment activities, Your marginal
long-term capital gains rate can be as
much as 20 percentage points lower

rIIiH'I your -:11'(|i:'.:Lr',.'-i114.':11m: LAax rate.

The long-term capiral gains rate
applies to investments held for maore
than 12 months. The applicable rate
depends on your income level and
the type of asset you've sold. {See
Charr 3.)

Under the TCJA, through 2025, the
top long-term gains rate of 20% kicks
in before the top ordinary-income
rate does. (See Chart 5 on page 24.)
Lawmakers could, however, make

changes to the rares sooner. Taxing
long-term gains of the highest-income
taxpayers at their ordinary-income
rate has been proposed, though a
smaller increase may be more likely.
Higher rates already apply to certain
types of assets. (See Chart 3.)

Helding on to an investment until
vou've owned it more than one year
may help substantially cut tax on
any gain. Keeping it even longer
can also make tax sense. But be sure
to look at your specific situation,
and keep an eye out for possible tax
law changes.

Being tax-smart with losses
Losses aren't rruly losses until they're
that is, generally unril you
sell the investmenr for less than what
you paid for it. So while it's distressing
to see an account statement thar shows

realized

a large loss, the loss won't affect your
current tax situation as long as you still
own the investment,

Realized capital losses are netted against
realized capital gains to determine
capital gains tax liability., If net losses
exceed net gains, vou can deduct only
$3,000 ($1,5300 for married taxpayers
filing separately ) of losses per year

CHART 3

Some key exceplions

What's the maximum 2

Short-term (assets hald 12 months or less)

Long-term (assets held more than 12 months) 15%

1 capital gains tax rate?

Taxpayer's ordinary-
income tax rate

Long-term gain of cartain higharincome taxpayers

Most long-term gain that would be taxed at 10% or
12% based on the taxpayer's ordinary-income rate

Long-term gain on collectibles, such as artwork
and antiques

Long-term gain attributable to certain recapture of
prior depreciation on real property

Gain on qualified small business (QSB) stock held
maore than 5 years

8 Acquired befora Feb. 18, 2009

8 Acquired on or after Feb. 18, 2009, and before
Sept. 28, 2010

m Acquired on or after Sept. 28, 2010

20%*

0%

28%

25%

14%7

Tt

0%




against ordinary income (such as wages,
self-employment and business income,
interest, dividends, and taxable retire-
ment plan distributions). But you can
carry forward excess losses until death.

If o dom'e have enough gains to absorh
losses, you could be left with losses in
excess of the annual ordinary-income
deduction limit. So think twice before
selling an investment at a loss. After

all, if you hold on to the investment,

it may recover the lost value. In fact,

a buy-and-hold strategy works well for
many long-term investors because it can
minimize the effects of market volarilicy.

Of course, an investment might con-
tinue to lose value, That's one reason
why tax considerarions shouldn't be the
primary driver of investment decisions,
If you're ready to divest yourself of a
poorly performing stock because, for
example, you don't think its perfor-
mance will improve or your investment
objective or risk tolerance has changed,
don't hesitate solely for tax reasons.

Flus, building up losses for future
use could be beneficial. This may
be especially true if you have a large
investment portfolio, real estare
holdings or a closely held business
that might penerate substantial
furure gains, or if tax rates increase.

Finally, remember that capital gains
distributions from murual funds can
also absorb capital losses.

Wash sale rule

1f you want to achieve a tax loss with
minimal change in your portiolio’s

asser allocation, consider the wash sale
rule. It prevents you from taking a loss
on a security if you buy a substantially
identical security {or an option to buy
such a security) within 30 days before
or after you sell the security that creared
the loss. You can recognize the loss only
when you sell the replacement securiry.

Fortunately, there are ways to avoid
triggering the wash sale rule and

still achieve your goals, For example,
yOU Can:

A Sell the security and immediately
buy securities of a different company
in the same industry or shares ina
nutual fund thar holds securities
much like the ones you sold,

A Sell the security and wait 31 days
tor repurchase the same security, or

4 Before selling the securiry, purchase
additional shares of that security
equal to the number you want to
sell at a loss, and then wait 31 days
to sell the original portion,

CASE

pu?y How to qualify for the 0% capital gains rate

Faced with a long-term capital gains tax rate of
23.8% (20% for the top tax bracket, plus the
3.8% NIIT), David and Michelle decide to give
some appreciated stock to their adult daughter,
Alexis. Just out of college and making only
enough from her entry-level job to leave her
with $25,000 in taxable income, Alexis falls into
the 12% ordinary-income tax bracket and the
0 0% long-term capital gains bracket,

However, the 0% rate applies only to the extent that capital gains *fill up™ the
gap between Alexis's taxable income and the top end of the 0% bracket. For
2021, the 0% bracket for singles tops out at $40,400, (just $125 less than the
top of the 12% ordinary-income bracket). So if Alexis sells the stock her parents
transferred to her and her gains are $15,000, the entire amount will qualify for
the 0% rate. The sale will be tax-free vs. the $3,570 David and Michelle would
have owed had they sold the stock themselves.

Warning: If Alexis had been subject to the “kiddie tax™ (see page 18), the
rasults would have been quite different. It's also important to consider any gift
fax consequences before transferring stock. (See page 22.)

Alrernatively, you can do a bond swap,
where you sell a bond, rake a loss and
then immediately buy another bond
of similar quality and duration from a
different issuer. Generally, the wash
sale rule doesn’t apply because the
bonds aren’t considered substantially
identical. Thus, you can achieve a

tax loss with virtually no change in
EConamic position.

Warning: You can’t avoid the wash
sale rule by selling stock at a loss in
a taxable account and purchasing
the same stock within 30 days ina
tax-advantaged retirement account.

Mutual funds

Investing in mutual funds is an easy
way to diversify your portfolio. But
beware of the tax pitfalls.

First, mutual funds with high turnover
rates can create income that’s taxed

ar ordinary-income rares. Choosing
funds that provide primarily long-term
gains can save you more tax dollars
because of the lower long-term rares.

Second, earnings on mutual funds

are typically reinvested. Unless you

or your investment advisor increases
your basis accordingly, you may report
more gain than required when you sell
the fund. Brokerage firms are required
to track (and report to the IRS) your
cost basis in mutual funds acquired in
recent years.

Third, buying equity mutual fund
shares late in the year can be costly
taxwise. See Case Study 3 on page 10
to learn why.

Small business stock

By purchasing stock in certain small
businesses, you can diversify vour
portfolio. You also may enjoy prefer-
ential tax treatment:

Conversion of capital loss to ordinary
loss. If you sell qualifying Section 1244
small business stock ar a loss, you

can treat up to $30,000 ($100,000, if
married filing jointly) as an ordinary,
rather than a capital, loss — regardless
of your holding period. This means you
can use it to offser ordinary income,
reducing your tax by as much as 37%

Investing 9




10 Investing

of this portion of the loss, Sec. 1244
applies only if total capital invested
i=n't more than $1 million,

Tax-free gain rollovers. [f within 60
days of selling qualihed small business
(SB) stock vou buy other Q5B stock
with the proceeds, vou can defer the
tax on your gain until you dispose of
the new stock. The rolled-over gain
reduces your basis in the new stock.
For determining long-term capital
pains treatment, the new stock’s hald-
ing period includes the holding period
of the stock you sold. To be a QSB, a
business must be engaged in an active
trade or business and must not have
assets that exceed $30 million, among
other requirements.

Exclusion of gain. Generally, tax-
payers selling Q5B stock are allowed
to exclude up to 100% of their gain if
they've held the stock for more than
five years. But, depending on the
acquisition date, the exclusion may be
less. (See Chart 3 on page 8.) Beware
that a reduced exclusion for higher-
income taxpayers has been proposed.

When the exclusion is less than
100%, the raxable portion of any
SB pain will be subject 1o the lesser
of your ordinary-income rate or 28%,
tather than the normal long-term
gains rate. Thus, if the 28% rate and
the 30% exclusion apply, the effective
tate on the QSB gain will be 14%
(28% = 50%).

Keep in mind thar all three of these
tax benefits are subject to additional
requirements and limits. Consule your
tax and financial advisors to be sure
an investment in small business stock
is right for you.

Passive activities

If you've invested in a trade or
business in which you don't mareri-
ally participate and where income or
loss flows through to your tax return,
remember the passive activity rules.
Why? Passive activity income may

be subject to the 3.8% NIIT (see
page 11}, and passive activity losses
generally are deductible only against
income from other passive activities.
You can carry forward disallowed
losses, subject to the same limits each
rax year,

To avoid passive activity treatment,
vou must “materially participate” in
the activity, which typically means
you must participate in the made or
business more than 500 hours during
the year or demonstrate that your
involvement constitutes substantially
all of the participation in the activity.
But there are other ways to meet

the material participation test. Plus,
there are special rules that apply o
real estate. (See page 13.) To help
ensure your hours claim will be able to
withstand IRS scrutiny, carefully track
and document your time. Contempo-
raneous recordkeeping is berter than
records thar are creared afrer the facr.

CASE

STUDY 3

yet now at a lower pershare value,

Mutual fund capital gains distribution: A taxable event

Marcus purchases 500 shares of an equity
mutual fund on December 1 at $100 per
share, for a total investment of $50,000, The
next week, the fund makes a capital gains
distribution of $15 per share.

Marcus ends up with capital gains of $7,500,
reportable on his tax return for the year of
the distribution. It doesn't matter whether
the actual value of the shares has increazed or even decreased since Marcus
purchased them, or whether he reinvests the proceeds back into the same fund.

Why? The distribution itself is a taxable event. |f capital gains distributions from
the mutual fund are reinvested in the fund, the distribution itself doesn't change
Marcus's value in the fund. It simply increases the number of shares he owns,

If you don't pass the material partici-
pation rest, consider:

Increasing your involvement. If vou
can exceed 500 hours, the activity
no longer will be subject to passive
activity rules,

Grouping activities. You may be able
o group certain activities together
to be treated as one activity for rax
purposes and exceed the 300-hour
threshold. Bur the rules are complex,
and there are porential downsides

o consider.

Looking at other activities. If you
have passive losses, one option is to
limit your participation in another
activity that's generaring net income,
so that you don't meet the 500-hour
test. Another is to invest in an addi-
ticnal income-producing rade or
business that will be passive to you.
Under both strategies, vou'll have
passive income that can absork some
or all of your passive losses.

Disposing of the activity. This
generally allows you to deduer all
passive losses — including any loss
on disposition (subject to basis and
capital loss limirations). Bur, again,
the rules are complex.

Even if you do pass the material
participation test, be aware that your
loss deducrion might be affected by

the TC)AS rules for deducting business
losses, {See “What's new!"” on page 14.)

Income investments
Chalified dividends are taxed at the

favorable long-term capital gains

tax rate rather than at your higher
ordinary-income tax rate. Interest
income, however, generally is taxed at
ordinary-income rates.

So stocks that pay qualified divi-
dends may be more attractive taxwise
than other income investments,

such as CDs and raxable bonds. Bur
beware that raxing long-term gains
of the highest-income taxpayers at
their ordinary-income rate has been
proposed, and this would likely also
impact the raxation of qualified divi-
dends of such raxpayers.




Some dividends are already subject to
ordinary-income rates. These include
certain dividends from:

A Real estate investment trusts

(REITs),

4 Regulated investment companies

(RICs),
4 Money marker mutual funds, and

A Certain foreign investments.

Also note thar the tax treatment of
bond income varies. For example:

A Corporate bond interest is fully tax-
able for federal and stare purposes.

4 Bonds (except LS. savings bonds)
with original issue discount {OIY)
build up “interest” as they rise
toward maturity. You're generally
considered to earn a portion of
thar interest annually — even
though the bonds don't pay this
interest annually — and vou must
pay tax on it

A Interest on US. government bonds
is taxable on federal returns but
exempt by federal law on state and
local returns.

A Tnrerest on state and local govern-
ment bonds is excludable on federal
returns. If the bonds were issued in
your home state, interest also may
be excludable on your stare return,
depending on the stare.

Keep in mind that state and municipal
bonds usually pay a lower interest rate.
See Case Study 4.

Warning: Tax-exempt interest from
private-activity municipal bonds can
trigger or increase AMT liability.
However, any income from tax-exempt
bonds issued in 2009 and 2010 (along
with 2009 and 2010 re-fundings of
honds issued after Dec. 31, 2003, and
before Jan. 1, 2009} is excluded from
the AMT. And AMT is less of a risk
for most taxpayers now. (See page 3.)

3.8% NIT

Taxpayers with modified adjusted
gross income (MAGI) over $200,000
($250,000 if married filing jointly and
$125,000 if married filing separately)

CASE

taxes, it's an even better choice.

eyl Tax-exempt or taxable bonds? It's a question of yield

Working with her financial advisor, Sara decides she needs
more bonds in her investment portfolio. She's in the 37%
bracket, so she's leaning toward municipal bonds. After all,
municipal bond interest will be tax-free on Sara's federal return.

But the fact that an invastmeant is tax-exempt doesn't necassarily
make it a better choice than a comparable taxable investment.
Munlmpal bonds typically offer lower yields than comparable corporate bonds. To
make a fair comparison, Sara neads to calculate the tax-equivalent yield — which
incorporates tax savings into the municipal bond's yield — using this formula;

Tax-equivalent yield = actual yield / (1 - Sara's marginal tax rate).

For example, Sara considers a municipal bond with a 4.00% yield and a comparable
carporate bond that offers a 6.25% yield. Because she's in the 37% tax bracket, the
municipal bond's tax-equivalent yield is .04 /(1 - .37) = 0635, or 6.35%.

In terms of the amount of income she'll get to keep, the municipal bond is a

shightly better choice, If the municipal bond is also exempt from state and local

But Sara also needs to consider factors such as risk and how well each bond
will help achieve her overall investrment goals.

may owe the net investment income
tax (NIIT) on top of whatever other
tax they owe on their investment
income. The NIT equals 3.8% of the
lesser of net investment income or the
amount by which MAGI exceeds the
applicable threshold.

Met investment income can include
capital gains, dividends, interest, passive
business incorme, rental income and
other investment-related income. But

it doesn't include business or self-rental
income from an active made or business.

Many of the strategies that can help
you save or defer income tax on your
investments can also help you avoid
or defer NIIT liability. And because
the threshold for the NITT is based
on MAGI, stratepies that reduce your
MAGI — such as making retirement
plan contributions (see page 201 —
could also help you avoid or reduce
NIIT liabiliry.

Investment interest expense

Interest on debt used to buy assets
held for investment, such as margin
debe used to buy securities, generally
is deductible for both regular tax
and AMT purposes. Bur special
rules apply.

Your investment interest expense
deduction is limited o your net invest-
ment income, which, for the purposes
of this deduction, generally includes
taxable interest, nongualified dividends
and net short-term capital gains (bur
not long-term capital gains), reduced
by other investment expenses. Any
disallowed interest expense is carried
forward, and you can deduct it in a later
VEAr AZAINsT Ner investmenr income.

You may elect to reat all or a portion of
net long-term capital gains or qualified
dividends as investment income in order
to deduct more of your investment inter-
est expense. But if you do, that portion
of the long-term capital gain or dividend
will be taxed ar ordinary-income rates,

Payments a short seller makes o the
stock lender in liew of dividends may
be deducrible as investment interest
expense. But interest on debr used

to buy securities that pay tax-exempt
income, such as municipal bonds, isn't
deducrible.

Also keep in mind thar passive interest
expense — interest on debt incurred to
fund a passive activity — becomes part
of your overall passive activity income

or loss, subject to limitations, ™
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Saving taxes on your home

and other real estate

here are many ways you can
maximize the rax henefirs
associated with owning a
principal residence, vacation home
or rental property. Tax planning is
also important if you'd like o sell
vour home or other real estate this
vear. But don't forger about the
TCJA. It impacts some home-related
deductions and some tax breaks for
real estate investors and other real
property businesses,

Home-related deductions

Consider these iremized deducrions in
your tax planning:

Property tax deduction. Under the
TCJA, through 2025, the property
tax deduction is subject to a $10,000
limit {$5,000 if you're married filing
separately) on combined deductions
for state and local raxes (SALT). (See
page 2 for more details. )

Mortgage interest deduction. You
generally can deduct interest on mort-
page debr incurred to purchase, build
or improve your principal residence
and a second residence. Poines paid
telated to your principal residence also
may be deductible. Through 2025, the
TC)A reduces the mortgage debe limit
from %1 million to $750,000 for debr
incurred afrer Dec. 13, 2017 ($300,000
and $375,000, respectively, for separare
filers), with some limired exceprions.

Home equity debt interest deduction.
Through 2025, the TCA effectively
limits the home equity interest deduction
to debt that would qualify for the home
mortgage interest deduction. (Under
pre-TCLA law, interest was deductible
on up o FI00,000 of home equity debe
used for any purpose, such as to pay off
credit card debt or to buy a car.)

Home office deduction. Under the
TC)A, employees can no longer deduct

home office expenses, because of the
suspension of miscellaneous deducrions
subject to the 2% of adjusted gross
income (AG) floor. (See page 2.) But
the self-employed can still claim the
deduction if their home office is their
principal place of business {or used
substantially and regularly to conduet

business) and that's the space's only use.

They can deduct from their self-
employment income a portion of their
mortgage interest, property taxes,
insurance, utilities and certain other
expenses, and the depreciation alloca-
ble to the space. Or they can use the
simplificd method for caleulating the
deduction — $5 per square foot for up

o 300 square feer. Although taxpayers
using this method won't be able ro
depreciate the portion of their home
that'’s used as an office, they can claim
mortgage interest, property taxes and
casualty losses as itemized deducrions to
the extent otherwise allowable, without
needing to apportion them between
personal and business use of the home.

Home rental rules

If you rent out all or a portion of your
principal residence or second home
for less than 15 days during the year,
you don't have to report the income.
Bur expenses directly associared with
the rental, such as advertising and
cleaning, won't be deductible.

CASE
STUDY 5

2018 leasehold improvements.

Reaping the benefits of bonus
depreciation on QIP investments

Avery owns a small commercial building and has several retail tenants. Sadly, one
tenant went out of business during the pandemic. But another tenant is interested
in expanding into that space if it can be reconfigured to meet its needs.

So Avery is considering making some leasehold improvements and wondering what
tax breaks would be available. Leasehold improvements made in 2018 for ancther
tenant didn't provide much of a tax benefit due to a technical error in the TCJA.

The TCJA classified qualified retail-improvement, restaurant and leasehold-
improvemeant properly as qualified improvemant property (QIP). Congress
intended QIP placed in service after 2017 to have an accelerated, 15-year
MACRS recovery pericd and, in turn, qualify for 100% bonus depreciation,
Bonus depreciation is additional first-year depraciation of 1009% for qualified
property placed in service through Dec, 31, 2022, (For 2023 through 2026,
bonus depreciation is scheduled to be gradually reduced.) But, the statutory
language didn't define QIP as 15-year property, so QIP defaulted to a 39-year
recovery period, making it ineligible for bonus depraciation.

Avery consults a tax advisor, who shares some good news: The CARES Act
included a technical correction to fix the QIP drafting error. Commercial real estate
owners like Avery as well as other businesses that have made qualified improve-
ments during the past three years can claim an immediate tax refund for the bonus
depreciation they missed. Businesses investing in QIP in 2021 and beyond also
can claim bonus depreciation going forward, according to the phaseout scheduls,

So, not only can Avery's 2021 leasehold improvements potentially qualify for
100% bonus depraciation, but Avery's tax advisor can file an amended tax return
for 2018 and Avery can receive a refund for bonus depreciation related to the




TCIJA interest deduction rules return for 2021

Geners

the TCJA, inte

only up t ta

million or |

If your rent out your principal residence
or second home for 15 days or maore,
vou'll have to report the income. But yvou
may be entitled to deduct some or all of
vour rental expenses — such as utilities,
repairs, insurance and depreciation.
Exactly whar you can deduct depends on
whether the home is classified as a rental
property for tax purposes (hased on the
amount of personal vs, rental use):

Rental property. You can deduct rental
expenses, including losses, subject to
the real estare activity rules discussed
at right. Properry tax ateriburable o
the rental use of the home isn't subject
to the SALT limit. You can't deduct
ary interest that's artributable to your
personal use of the home. However,
you can take the personal portion of
property tax as an itemized deducrion
(subject to the SALT limic).

Monrental property. You can deduce
rental expenses only to the extent of
vour rental or other passive income.
Any excess can be carried forward o
offser rental income in future years. You
also can take an itemized deduction for
the personal portion of both morteage
interest and property taxes, subject to
the applicable limirs. In some instances,
it may be benehicial to reduce personal
use of a residence so it will be classified
as a rental property.

Home sales

When vou sell your principal residence,
you can exclude up to $250,000 of gain
($500,000 for married couples fling
jointly ) if you meet certain tests. Gain
that qualifies for exclusion will also be
excluded from the 3.8% NIIT. (Sec
page 11.) To support an accurate tax

limit o £

5 daduction limit and other

basis, maintain thorough records, includ-
ing information on your original cost
and subsequent improvements, reduced
by any casualty losses and depreciation
claimed hased on business use. Waming:
Giain that'’s allocable to a period of “non-
qualified” use senerally isn't excludable.

Losses on the sale of any personal
residence aren't deductible. Bur if part
of your home is rented out or used
exclusively for your business, the loss
atrributable to that portion may be
deducrible.

Because a second home is ineligible
for the gain exclusion, consider con-
verting it to rental use before selling.
It can be considered a business asset,
and you may be able to defer tax on
any gains through an installment sale
or a Section 1031 exchange. Or you
may be able to deduce a loss, but only
to the extent atrmibutable to a decline
in value after the conversion.

Real estate activity rules

Income and losses from investment real
estate or rental property are passive by
definition — unless vou're a real estate
professional. Why is this important?
Passive activity income and losses have
somme negative tax consequences, | See
“Passive activities” on page 10.)

Tor qualify as a real estate professional,
vou must annually perform:

More than 50% of your personal
services in real property trades or
businesses in which you materially
participate, and

More than 730 hours of service in

these businesses during the year.

Real Estate

Keep in mind that special rules for
spouses may help you meet the material
participation test. Warning: To help
withstand IRS scrutiny, be sure to keep
adequate records of time spent.

Depreciation-related breaks

Valuable depreciation-related breaks
may be available ro real estare inves-
tors. One such break is the Sec. 179
expensing election. 1t allows you 1o
deduct (rather than depreciate over
a number of years) qualified improve-
ment property.

The TCJA also allows Sec. 179
expensing for certain depreciable
tangible personal property used pre-
dominantly to furnish lodging and

for the following improvements to
nonresidential real property: roofs,
HVAC equipment, fire protection and
alarm systems, and security systems.

For qualifying property placed in
service in 2021, the expensing limit
is £1.09 million. The break begins
to phase our dollar-for-dollar when
assel acquisitions for the year exceed
$2.62 million. (These amounrts are
adjusted annually for inflation.)

Ohther valuable breaks include honus
depreciation and accelerated deprecia-
tion. {See Case Study 5.)

Tax-deferral strategies

It's possible to divest yourself of appreci-
ared investment real estare bur defer the
tax liability. Such strategies may even
help vou keep your income low enough
to avoid triggering the 3.8% NIIT and
the 20% long-term capital gains rate.
Consider these deferral strategies:

Installment sale. An installment sale

allows you to defer gains by spreading

them over several years as you receive
the proceeds. Warning: Ordinary gain
from certain depreciation recapture is
recognized in the vear of sale, even if

no cish is received.

Sec. 1031 exchange. Also known as a
“like-kind” exchange, this technique
allows you to exchange one real estate
investment property for another and
defer paying tax on any gain unil you
sell the replacement property. Beware
that significantly limiting this break
has been proposed.
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Keep your eye on your financial future

while taking available tax breaks now

imes continue o be chal-
lenging for business owners.
Some have businesses thar are
thriving while others are still struggling
to recover from the pandemic and
resulting economic crisis. Whatever vour
husiness's situation, taking full advan-
tage of available tax breaks is crivical.
At the same time, you must keep your
eye on your own financial future, which
requires a long-term cutlook as well,

Business structure

Income taxation and owner liability
are the main factors thar differentiare
business structures. Many business
owners choose entities thar combine
pass-through raxation with limired
liability, namely limired liabilicy
companies (LLCs) and 5 corporations.

The TCJA significantly changed the
tax consequences of business structure.
The now-flat corporate rate (21%)

is substantially lower than the top
individual rate {37%), providing sizable
tax benehits to C corporations and miti-
gating the impact of double raxarion for
their owners, But, the TCJA also intro-
duced a powerful deduction for owners
of puss-through entities. {See below:)

For tax or orher reasons, a structure
change may be beneficial in certain sit-
uations. But keep in mind that increases
to both the corporate rate and the top
individual rate have been proposed.

199A deduction for
pass-through businesses
Theough 2025, the TCJA provides
the Secrion 1994 deducrion for sole
proprietors and owners of pass-through
business entities, such as partnerships,
S corporations and LLCs thar are
treated as sole proprietorships or as

to exceed 20% of raxable income. QB
is generally defined as the ner amount
of qualified items of income, gain,
deducrion and loss that are connecred
with the conduct of a ULS. husiness.

Additional limits begin to apply if
taxahle income exceeds the applicable
threshald — $164,900 or, if married
filing jointly, $329,800 ($164,925 if
marricd fling separately). The limits
fully apply when 2021 raxable income
exceeds $214,900 and $429,800
{$214,925), respectively.

Oine such limir is thar the 1994
deduction generally can't exceed the
greater of the owner's share of:

50% of the amount of W-2 wages
paid to employees by the qualified
business during the tax vear, or

The sum of 25% of W-2 wages plus
2.5% of the cost of qualified property.

Anather is that the 199A deducrion
generally isn't available for income
from “specified service businesses.”

Tighter limits on loss deductions are back

relief hasn't been extended to 2021

1. Net operating losses (NOLs). The TCJA generally red
with MOL deduc
MOLsz from being carried ba

hem to be carried

Under the CARES Act, tax
202 ¥ fo the i

rd indefinitely

The CARES A

syl

partnerships for tax purposes. The
deduction generally equals 20% of
qualified business income (B}, not

Mot only does the deduction limit return

through 2 Making it permanent but




CHART 4

2021 maximum contribution:
$58,000 or $64,500

Additional limits: You can't contribute
more than 25% of your compensation
generally, But you can contribute 100%
up to the 401(k) limits if the plan includes
a 401 (k) arrangement.

To qualify for the $64,500 limit, your plan
must include a 201 (k) arrangemeant. And
you must be eligible to make catch-up
contributions (that is, be age 50 or older).

Profit-sharing plan vs. SEP:
How much can you contribute?

2021 maximum contribution:
$58,000

Additional limits: You can't contribute
mare than 25% of your eligible com-
pensation. (Special rules apply if you're
self-employed.)

To make the maximum contribution, your
eligible compensation must be at least
$232,000 ($290,000 before the deduction
if you'ra salf-employed).

Examples include businesses thar
provide investment-type services and
most professional practices (other
than engineering and architecture).

Be aware thar additional income-based
limits on the 1994 deducrion have
been proposed.

Retirement saving

If maost of your money is tied up in your
business, retirement can be a challenge.
Soif you haven't already set up a tax-
advantaged retirement plan, consider
doing so this year. If you might be sub-
ject to the 3.8% NIIT (see page 11),
this may be particularly beneficial
because retirement plan contributions
can reduce your modified adjusred
gross income (MAGL) and thus help
you reduce or avoid the NIIT. Keep in
mind thar, if you have employees, they
generally must be allowed o participare
in the plan, provided they work enough
hours and meer other qualification
tequirements. Here are a few options:

Profit-sharing plan. This is a defined
contribution plan that allows discre-
tionary employver contributions and
flexibility in plan desizn. You generally
can make deducrible 2021 contriburions
isee Chart 4 for limits) as late as the due
date of your 2021 income tax return,
including extensions.

SEP. A Simplified Employee Pension
is a defined contribution plan that
provides benefits similar to those of
a profit-sharing plan. But depending
on your situation, your contribution
limir may be lower. {See Chart 4 for
contriburtion limits.)

Defined benefit plan. This plan sets
a future pension benefit and then
actuarially caleulates the coneribu-
tioms necded to attain thar benefit.
The maximum compensation for
beneht purposes for 2021 1s gener-
ally $230,000 or 100% of average
carned income for the highest three
comsecutive years, if less. Because
it"s actuarially driven, the 2021
comtribution needed o attain the
future beneht may exceed the maxi-
mum contributions allowed by other
plans, depending on your age and the
desired benefir.

You can make deductible 2021
contributions until the due dare
of your 2021 income tax return,
including extensions. Warning:
Employer contributions penerally
are mandatory.

Exit planning

Amn exit strategy is a plan for passing
on responsibility for running the
company, rransferring ownership

and extracting your money from the
business. This requires planning well
in advance of the transition. Here are
the most common exit options:

Buy-sell agreement. When a business
has more than one owner, a buy-sell
agreement can control what happens
to the business when a specified event
aecurs, such as an owner's retirement,
disability or death. It's eritical o
factor in tax and funding issues when
drafting a buy-sell agreement.

Succession within the family. You
can pass your business on to family

Business Ownership

members by giving them interests,
selling them interests or doing some
of each. Now may be a particularly
good time to ransfer ownership inter-
ests in your business. (See page 22 o
learn why.)

ESOP. An emplovee stock ownership
plan is a qualified retirement plan cre-
ated primarily to own your company’s
stock. It can provide liquidity and
various tax benefies.

Sale to an outsider. If you can find
the right buyer, you may be able to
sell the business at a premium.

Sale or acquisition

Whether you're selling your busi-
ness as part of an exit strategy or
acquiring another company to help
grow your business, the tax conse-
quences can have a major impact
on the rransaction’s success or
failure. Consider installmenr sales,
for example. A raxable sale might
be structured as an installment sale
if the buyer lacks sufficient cash or
pays a contingent amount based on
the business’s performance.

An installment sale also may make
sense if the seller wishes to spread
the gain over a number of vears.
This could be especially beneficial

if it would allow the seller to stay
under the thresholds for triggering
the 3.8% NIIT or the 20% long-term
capital gains rate. But an installment
sale can backfire on the seller. For
example:

Depreciation recapture must be
reported as gain in the year of
sale, no matrer how much cash
the seller receives.

If tax rates increase, the overall
tax could wind up being more.

With a corporation, a key consider-
ation is whether the deal should be
structured as an asset sale or a stock
sale. If a stock sale is chosen, another
important question is whether it
should be a tax-deferred transfer or a
taxable sale.

f course, tax consequences are only
one of many important considerations
when planning a sale or acquisition.
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16 Charitable Giving

How to do well by doing good

iving to charity can provide

not only large rax deducrions

to help you do well inancially
but also the satisfaction of doing good.
As long as you keep in mind the var-
ious rules and limits, such as thar vou
generally must itemize rax deducrions
to benefit, charitable giving can play a
key role in your tax planning,

Cash donations

Ouright gifts of cash (which include
donarions made via check, credir card
and payroll deduction) are the easiest 1o
make. The substantiation requirements
depend on the gift's value:

Gifts under $250 can be supported
by a canceled check, credit card
receipt or written communication
from the charity.

Gifts of 3250 or more must be
substantiared by the chariry.

Deductions for cash gifts to public
charities normally can't exceed 60%

of your adjusted gross income (AGI),
but this limit has been substantially
increased through 2021, {See “What's
new!") The AGI limit remains at 30%
for cash donations to nonoperating
private foundations, Contributions
exceeding the applicable AGT limit can
be carried forward for up to five years.

Warning: Charitable contribution
deducrions are allowed for alrernarive
minimum tax [AMT) purposes, but your
tax savings may be less if you're subject
to the AMT. For example, if you're in
the 37% tax bracker for regular income
tax purposes, but the 28% tax bracker
for AMT purposes, your deduction may
be worth only 28% instead of 37%.

Stock donations
Appreciated publicly traded securities

'I-'(Jlj“-'tl |‘IL'|.|.| Imore ||I'I.i-'|.['|. e ','t!i-'ll dAang

long-term capital gains property, which
often makes one of the best charitable
gifts. Why? You can deducr the current
fair market value and avoid the capital
gains tax you'd pay if you sold the
property. This will be especially benefi-
cial to taxpayers facing the 3.8% NIT
(see page 11} or the top 20% long-term
capital gains rate this year.

Donations of long-term capital gains
property are subject to tighter deduction
limits, however — 30% of AGI for pifts
o public charivies, 20% for gifts to non-
operating private foundations. In some
situations, the increased AGI limir for
cash gifts o public charities might mean
that cash gifes will make more sense in

2021, (See “What's new!™)

Don't donate stock that's worth less
than your basis. Instead, sell the
stock so you can deduce the loss
and then donare the cash proceeds
to charity.

IRA donations

Taxpayers age 70% or older are
allowed ro make direct contributions
from their IRA to qualified charitable
organizations, up to $100,000 per tax
year. Mote that the age for these qual-
ified charitable distributions ((QCDs)
hasn't changed even though the
SECURE Act increased the age after
which required minimum distributions
{RMDs) generally must begin from
TOV: to T2, (See page 21.)

CHART 5

deduction. You may deduct 100%.

TCIA, these are no longer deductible.

Cash. This includes not just actual cash but gifts made by check, credit card or payroll

Ordinary-income property. Examples include stocks and bonds held one year or less,
inventory, and property subject to depreciation recapture. You generally may deduct
only the lesser of fair market value or your tax basia.

Long-term capital gains property. You may deduct the current fair market value of
appreciated stocks, bonds and other securities and real estate held more than one year.
Tangible personal property. Your deduction depends on the situation:

u |f the property isn't related to the charity's tax-exempt function (such as an
antigua donated for a charity auction), your deduction is imited to your basis.

8 |f the property is related to the charity's tax-sxempt function (such as an antique
donated to a museum for its collection), you can deduct the fair market value.

Vehicle. Unlass it's baing used by the charity, you generally may deduct anly the amount
the charity receives when it sells the vehicle,

Use of property. Examples include use of a vacation home and a loan of artwork.
Generally, you receive no deduction because it isn't considered a completed gift,
Thera may, however, be ways to structure the gift to enable you to get a deduction.

Services. You may deduct only your out-of-pocket expenses, not the fair market value
of your services. You can deduct 14 cents per charitable mile driven.

Payments made in exchange for college athletic event seating rights. Undar the

How much can itemizers deduct for their donations?




A charirable deduction can't be claimed

for CHCDs, Bue QCDs aren't included in
taxable income and can be used to sarisfy
an [RA owner’s BMD. (See page 21.)

A QD might be tas-smart if you won't
beneht from the charitable deduction
or face AGI-based limirs. To be a QCD,
the transfer must be made by the [RA
trustee directly to an eligible charity.

Making gifts over time

If you don't know which charities you
want to benefit but vou'd like to start
making large contributions now, con-
sider a private foundation. [t offers you
significant control over how your dona-
tions ultimately will be used. You must
comply with complex rules, however,
which can make foundations expensive
to run. Also, the AGI limits for deduce-
ibility of contributions to nonoperating
foundations are lower. {See “Cash
donations"” and “Stock donations.”)

1f you'd like to influence how your
donations are spent bur avoid a
foundarion’s downsides, consider a
donor-advised fund (DAF). Many larger
public charities and investment firms
offer them. Warning: To deduct your
DAF contribution, obtain a written
acknowledgment from the sponsoring
organization that it has exclusive legal
control over the assets contribured.

Charitable remainder trusts
Tor benehr a charity while helping
ensure your own hnancial future,

consider a CRT. Here's how it works:

For a given term, the CRT pays an
amount to you annually (some of
which generally is taxable).

Ar the rerm’s end, the CRT's
TEMAINING AS8CTS PAss [0 One or
maore chariries.

When you fund the CRT, you
receive an income tax deduction
for the present value of the amount
that will go to charity.

The property is removed from your
taxable estare.

Yo may owe capital gains tax when you
receive the payments, However, because
the payments are spread over time,
much of the liability will be deferred.
Plus, a portion of each payment might

Charitable Giving

CAA extends charitable donation
deduction increases to 2021

Making lar: donations to pub
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eap in mind that, if itemizing no longer will sa

d standard deduc
hat your total i
d deduction. Yo

be considered rax-free return of princi-
pal. This may help you reduce or avoid
exposure to the 3.8% NIIT and the
20% top long-term capital gains race.

You can name someone other than
vourself as income benefciary or fund
the CRT at your death, but the tax
consequences will be different.

Charitable lead trusts

To benefit chariry while rransferring
assets ro loved ones ar a reduced rax
cost, consider a CLTL It works as follows:

For a given term, the CLT pays an
amount to one or more charities.

Ar the term’s end, the CLTs
remaining assets pass to one or
more loved ones you name as
remainder beneficiaries.

When you fund the CLT, you make
a taxable gift equal to the present
value of the amount thar will go o
the remainder beneficiaries.

The property is removed from vour
taxable estate.

For gift tax purposes, the amount of the
remainder interest is determined using
the assumprion that the trust assers

will grow at the current Section 7520
rate. The lower the Sec. 7520 rate, the
smaller the remainder interest and the
lower the gift tax — or the less of your
lifetime gift tax exemption you'll have to
use up. If the trust’s eamnings outperform

night beanefit fr

the Sec. 7520 rate, the excess eamnings
will be transferred to the remainder
beneficiaries gift- and estare-tax-free.

Because the Sec. 7520 rate is currently
very low, now may be a good time to
lock in a low rate while still available
and take the chance that your actual
return will outperform it Keep in
mind, however, that the increased gift
and estate tax exemption may reduce
the tax benefits of a CLT, depending
on your specific situation. (For more

on estate and gift taxes, see page 22.)

You can name yourself as the remainder
beneficiary or fund the CLT ar your
dearh, but the tax consequences will

be different.

Qualified charities

Before you donate, it's critical o make
sure the chatity you're considering

is indeed a qualified charity — cha

ir's eligible o receive rax-deducrible

conrriburions.

The IRS's online search toal, Tax
Exempt Organization Search, can

help vou more easily find our whether
an organization is eligible o receive
tax-deductible charitable contriburions.
You can access the tool ar [RS.gov.
According to the RS, you may rely on
this list in determining deductibility of
your contributions.

Also, don't forger that political dona-

tions aren’t deducrible.
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18 Family & Education

Planning for children’s financial security

ne of the biggest poals of most

parents is that their children

become financially secure
adults. To pave the way, it’s important to
show young people the value of saving
and provide them with the best educa-
tion possible. By raking advantage of tax
breaks for vou and your children, you
can do both, If you're a grandparent,
vou also may be able to take advantage
of some of these breaks — or help vour
grandchildren rake advantage of them.

Child credit

Some higher-income taxpayers who
couldn’t benefir from the child credit
before the TCJA went into effect are
now finding thar they do. The TC]A
has significantly raised the modified
adjusted gross income (MAGI) phase-
out ranges for the credit. Through 2025,
the total credit amount a taxpayer is
allowed to claim is reduced by 350 for
every $1,000 (or part of a $1,000) by
which MAGI exceeds $200,000, or
5400000 for married couples iling
jointly. The thresholds used to be only
575,000 and $110,000, respectively.

Tax credits reduce your tax hill dellar
for dollar (unlike deductions, which
just reduce the amount of income
subject to tax), so they're particularly
valuable, Under the TCJA:

For each child under age 17 ar the
end of the tax year, you may be
able to claim a 32,000 credir. This
credit has been expanded for 2021,
though. See "Whar's new!™

For each qualifying dependent other
than a qualifying child {such as a
dependent child over the age limir
o a dependent elderly parent), a
$300 family credit may be available.

If you adopt, you might be eligible for
the adoption credic. le's $14,440 for
2021, but it's subject to a MAG]-based

phaseout that’s lower than for the child
credic ($216,660-$236,660 for both
heads of households and joine filers).

“Kiddie tax”

The “kiddie rax™ penerally applies to
unearned income beyond $2,200 (for
2021} of children under age 19 and of
full-time students under ape 24 (unless
the students provide more than half
of their own support from earned
income). Such income is penerally

[il.‘({!".l at |11{! [‘-.!T{!Hl.‘- tax rate.

The purpose of the kiddie tax is to mini-
mize the ability of parents to significantly

reduce their family’s axes by rransfer-
ring immm_-epmu.{ucin_q assets to their
children in lower rax brackets. Keep the
kiddie rax in mind before ransferring
income-producing assets to children (or
grandchildren) who'd be subject to it

|IRAs for teens

Che of the best ways o ger children
on the right hnancial track is 1o set up
[RAs for them. Their retitement may
seem too far off to warrant saving now,
but IR As can be ideal for teenagers
precisely because they likely will have
many years to ler their accounts grow

rax-deferred or tax-free.

Child and dependent care breaks expanded for 2021

The ARPA temporarily enhan
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The 2021 contribution limit is the
lesser of $6,000 ar 100% of earned
income. A reen’s rradirional IRA con-
tributions typically are deductible, but
distributions will be taxed. Roth IRA
contributions aren't deductible, but
qualified distributions will be tax-free.

If yvour children or grandchildren don’t
have earned income and you own a
business, consider hiring them. As the
business owner, you can deduct their
pay, and other tax benefits may apply.
Warning: The children must be paid
in line with whar you'd pay nonfamily
employees for the same work.

529 plans

Secrion 529 plans provide another
tax-advantaged savings opportunity.
You can choose a prepaid tuition plan
by secure current tuition rates or a
tax-advantaged savings plan to fund
education expenses. Here are some

of the possible benefits of such plans:

A Although contributions aren't
deducrtible for federal purposes, any
growth is tax-deferred. {Some stares
do offer tax breaks for contriburing. )

A The plans usually offer high con-
tribution limirs, and there are no
income limits for contributing.

A There's generally no beneficiary
age limit for contributions or
distributions.

A You can control the account, even
after the child is of legal age.

A You can make tax-free rollovers to
another qualifying family member.

A A special break for 529 plans allows
you to front-load five years” worth of
anmual gift tax exclusions and make
up to a $73,000 contribution {or
$150,000 if you split the gift with
your spouse) per beneficiary in 2021,

Prepaid tuition vs. savings plan
With a 529 prepaid wwition plan, if your
contract is for four years of tuition,
tuition is guaranteed regardless of its
cost at the time the beneficiary actually
attends the school. One downside is
that there’s uncertainty in how benehts
will be applied if the benehciary attends
a different school. Another negative is
that the plan doesn’t cover costs other
than ruition, such as room and board.

A 529 college savings plan, on the other
hand, can be used to pay a student’s
expenses at most postsecondary
educational institutions. Distributions
used to pay the following expenses are
income-tax-free for federal purposes and
potentially also for state purposes, mak-
ing the tax deferral a permanent savings:

A Cualihed postsecondary school
expenses, such as tuition, manda-
tory fees, books, supplies, computer
equipment, software, Internet service
and, penerally, room and board,

A Elementary and secondary school
tuition of up to $10,000 per year
per student, and

4 Up to $10,000 of student loans per
beneficiary.

The biggest downside may be that you
don't have direct contral over invest-
ment decisions; you're limited to the
aptions the plan offers. Additionally, for
funds already in the plan, vou can make
changes to your investment options
only twice during the year or when you
change beneficiaries. For these reasons,
somne taxpayers prefer Coverdell ESAs.

But each time you make a new con-
tribution to a 529 savings plan, you
can select a different option for that
contribution, regardless of how many
times you contribute throughour the
year. And every 12 months you can
make a tax-free rollover to a different
529 plan for the same child.

ESAs

Coverdell Education Savings Accounts
are like 529 savings plans in that con-
tributions aren't deductible for federal
purposes, but plan assets can grow
tax-deferred and distributions used to
pay qualified education expenses are
income-tax-free.

Une of the bigeest ESA advantages used
tir be that they allowed tax-free distn-
butions for elementary and sccondary
school costs and 529 plans didn'e. With
the TCJA enhancements to 529 plans,
this is less of an advantage. But ESAs sl
hiave a leg up because they cim be used
for elementary and secondary school
expenses other than just tition — and
there's no dollar limit on these annual
distributions. Another advantage is that
your have maore investiment options.

Family & Education

ESAs are worth considering if you'd
like ro have direct control over how
your contributions are invested or if you
want to fund elementary or secondary
education expenses in excess of $10,000
per year or that aren't tuition,

But the $2,000 contribution limit is low,
and it begins to phase out at a MAGI

of 190,000 for marmied couples fling
jointly and $93,000 for other filers. No
contribution can be made when MAGI
hits $220,000 and $1 10,000, respectively.

Also, contributions can generally be
made only for beneficiaries under age
18. When the beneficiary turns age 30,
the ESA generally must be distribured
within 30 days, and any earnings may
be subject to tax and a 10% penalry.

ABLE accounts

Achieving a Berter Life Experience
accounts offer a rax-advantaged way
to fund qualified disability expenses
for a beneficiary who became blind
ot disabled before age 26. For federal
purposes, tax treatment is similar to
that of Sec. 529 college savings plans.

Under the TCJA, through 2025,

529 plan funds can be rolled over to
an ABLE account without penalty if
the ABLE account is owned by the
beneficiary of the 529 plan or a mem-
ber of the beneficiary's family. Such
rolled-over amounts count roward the
ABLE account annual rollover and

contribution limit ($15,000 for 2021),

Education credits

If you have a child in college or
graduate school, you may not qualify
for one of these credits because your
income is too high (phaseout range of
FB0,000-590,000; $160,000-5180,000
tor joint filers), but your child mighe:

American Opportunity credit. This
tax break covers 100% of the first
$2,000 of tuition and related expenses
and 25% of the next $2,000 of
expenses. The maximum credit, per
student, is $2,300 per yvear for the first
four years of post-secomdary education.

Lifetime Learning credit. This tax
break — up to $2,000 per tax return —
is available for postsecondary education
expenses beyond the first four years. ™
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20 Retirement

Make the most of tax-advantaged

CUIEINENECERE

t's rrue that the amount
high-income taxpayers are
allowed to contribure to
tax-advantaged retirement plans is
limited. However, the exponential
power of tax-deferred {or in the case of
Roth accounts, tax-free) compounding
makes these plans hard to pass up.

And consider this: Contributions o a
traditional plan reduce your AGI and,
therefore, could help preserve your
eligibility for certain tax breaks and
avoid triggering certain taxes or higher
rates. But be careful when taking
retiremnent plan distributions — they
could have the opposite effect. To fully
leverage retirement plan advantages,
look ahead and warch out for tax traps.

Retirement plan contributions

Contributing the maximum you're
allowed (see Chart 6) o an employer-
sponsored defined contribution plan,
such as a 401(k), is likely a smart mowve:

Contributions are typically pretax,
reducing vour modified adjusted
gross income (MAGI). This in
turn can help you reduce or avoid
exposure to the 3.8% NIIT. (See
page 11.)

Plan assets can grow tax-deferred —
Meaning you pay no income tax until
you take distriburions,

Your employer may march some or
all of your conrributions.

If vou participate in a 401(k), 403(h)
or 457 plan, it may allow you to
designate some or all of your contri-
burions as Roth contriburions. While
Roth contributions don't reduce your
current MAGI, qualified distributions
will be tax-free. The opportunity to
make such Roth contributions may be
heneheial for higher-income camers
because they're ineligible to contrib-
ute tooa Roth IRA.

Roth IRA conversions

If you have a traditional IRA, a partial
or full conversion to a Roth IRA can
allow you to turn tax-deferred furure
growth into tax-free growth. lralso
can provide estate planning advan-
tages. Unlike other retirement plans,
Roth [RAs don't require you to take
distributions during your lifetime, so
you can let the entire balance grow
tax-free for the benefit of your heirs.

But the converted amount is taxable in
the vear of the conversion. Whether a
conversion makes sense for you depends
o factors such as:

Your age,

Whether the conversion would
push you into a higher income tax

bracket or trigger the 3.8% NIIT,

Whether you can afford to pay the
tax on the conversion,

Your tax bracker now and expected
tax bracker in retirement, and

Whether you'll need the IRA
funds in retirement.

With tax rates particularly low now
under the TCJA (and perhaps a betrer
chance that vour rate at retirement will
be higher), it may be a sood time for a

Roth conversion. Your tax advisor can
run the numbers and help you decide if
a conversion is right for you this year.

If you don'’t have a mraditional IRA,
consider “hack door” Roth [RA
contributions. You set up a traditional
account, make a nondeducrible con-
tribution to it and then convert the
traditional account ro a Roth account.
The only tax due will be on any growth
in the account between the time you
made the contribution and the dace of
conversion. But be aware that elimi-
nating this option for higher-income
taxpayers has been proposed.

Early withdrawals

With a few exceptions, retirement plan
distributions before age 5944 are subject
toa 10% penalty on top of any income
tax that ordinarily would be due cn a
withdrawal. This means that, if vou're in
the top tax bracket of 37%, you can lose
almost half of your withdrawal to taxes
and penalties — and perhaps more than
half if you're also subject to stare income
taxes andfor penaltics. Additionally,
you'll lose the potential tax-deferred
future growth on the withdrawn amount.

If you have a Roth account, you can
withdraw up to your contribution
amount without incurring raxes or

CHART &

Regular contribution

Traditional and Roth IRAs £ 8,000 $1,000
401 (k)s, 403(b)s,

4575 and SARSEPs? $19,500 8,500
SIMPLE=s £13.500 $3,000

Retirement plan contribution limits for 2021

Catch-up contribution’




Taking advantage of tax breaks
on COVID-19 distributions

to the COVID-

penalty — along with pr

Ider can

vy harmeax

tax-deferral

rly with-

o banefit from — on COVID-19-related distributions

days to return it to the plan. But th
ple COVID-19 distributions:

penalries. But you'll be losing the
potential tax-free growth on the with-
drawn amount.

Soif you're in need of cash, consider tap-
ping vour taxable investment accounts
rather than dipping into your retirement
plan. {See page 8 for information on the
tax treatment of investments. )

Leaving a job

When you change jobs or retire, avoid
taking a lump-sum distribution from
your employer’s retirement plan because
it generally will be taxable — and
potentially subject to the 10% early-
withdrawal penalty. These options help
avoid current income tax and penalties:

Staying put. You may be allowed o leave
your meney in your old plan. But if you'll
b participating in a new employers plan
ar you already have an [RA, keeping
track of multiple plans can make manag-
ing your retirement assets more ditheult.

return if
distribu-

One Or more

sult your tax ady

A rollover to your new emplover's plan.
If you're changing jobs and this will leave
you with only one retirement plan
keep track of, it may be a good solution.
Burt evaluate how well the new plan’s
investrent options meet your needs.

A rollover to an IRA. If vou participate
in a new emplover's plan, this will require
keeping mack of two plans, Bur it may be
the best altermarive because [RAs offer
nearly unlimited investment choices.

If you choose a rollover, request a direct
rollover from your old plan to your
new plan or IRAL If the funds are sent
to you by check, you'll need to make
an indirect rollover within 60 days to
avoid tax and potential penalties.

Warmning: If you den't do a direct roll-
over, the check you receive from your old
plan may be net of 20% federal income
tax withhelding. Your subsequent indi-
rect rollover must be of the gross amount

Retirement

{making up for the withheld amount
with other funds) or you'll be subject 1o
income tax — and porentially the 10%
penalty — on the difference.

RMDs

Historically, after taxpayers have
reached age 704, they've had to begin
to take annual required minimum distei-
butions from their IRAs {(except Roth
[RAs) and, generally, from any defined
contribution plans. However, the ape
has increased ro 72 for taxpayers who
didn’t ruen age 70% before Jan. 1, 2020
{thar is, were born after June 30, 1949).

If vou don't comply with BMD rules,
you can owe a penalty equal to 50% of
the amount you should have withdrawn
bur didn't. You can avoid the RMD rule
for a non-1RA Roth plan by rolling the
funds into a Roth [RA.

Warning: The RMD waiver available
in 2020 hasn't been extended ro 2021.

Waiting as long as possible to take
distributions generally is advantageous
because of tax-deferred compounding.
But a distribution {or larger-than-
required distribution} in a year your tax
rate is lower than usual may save tax.

Be sure, however, to consider the lost
future tax-deferred growth and, if appli-
cable, whether the distribution could:
1) cause Social Security payments to
become taxable, 2} increase income-
based Medicare premiums and prescrip-
tion drug charges, or 3) afiect other

tax breaks with income-hased limits.

Also keep in mind that, while retire-
ment plan distributions aren't subject
ta the addirional 0.9% Medicare tax
{see page 4) or 3.8% NIIT, they are
included in yvour MAGI. Thar means
they could trigger or increase the
NIIT, because the thresholds for that
tax are based on MAGI.

If you've inherited a retirement plan,
consult your tax advisor about the

distribution rules thar apply to you.

Warning: The time period for distribu-
tions has been reduced o 10 years for
beneficiaries — other than surviving
spouses and certain others — inheriting
plans after Dec. 31, 2019,
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Today’s tax savings opportunities

may not be available tomorrow

ecause the TCJA has put

estate, gift and generation-

skipping transfer (GST) tax
exemptions at record-high levels, far
fewer taxpayers are worrying about
these taxes. But the high exemptions
are only temporary, and proposed tax
law changes could also increase taxes
when assets are transferred, So whether
or not yvou'd be subject to estate taxes
under the current exemptions, it's a
good idea to consider whether you can
seize opportunities to potentially lock
in tax savings today.

Estate tax

While the TCJA keeps the estare tax
tate at 40%, it has doubled the exemp-
tion base amount from $5 million to
510 million. The inflation-adjusted
amount for 2021 is 31 1.7 million. (See
Chart 7.)

Without further legislation, the

estate tax exemption will return to

an inflation-adjusted 5 million in
2026, So taxpayers with estates in

the roughly $6 million to $12 million
range (rwice that for married couples),
whose estares would escape estate taxes
if they were to die while the doubled
exemption is in effect, still need to
keep potential post-2025 estare rax
liabiliry in mind. Plus, its possible the
exemption could be reduced sooner.

Gift tax

The gift tax continues to follow the
estate tax, s0 the gift tax exemption also
has increased under the TCJA. (See
Chart 7.) Any gift tax exemption used
during vour lifetime reduces the estate
tax exemprion available at death, Using
up some of your exemption during vour
liferime can be tax-smart, especially if
your estate exceeds roughly 56 million
(rwice that if vou're married). (See Case
Study 6.)

Under the “annual exclusion,” you
also can exclude certain gifts of up

to $15,000 per recipient in 2021
{$30,000 if your spouse elects to split
the gift with you or you're giving
joint or community property ) withoue
depleting any of your gift and estate
fax exemprion.

Warning: Each vear you need to use
vour annual exclusion by Dec, 31,
The exclusion doesn't carry over from
year to year. For example, if you didn't
make an annual exclusion gift to your
granddaughter last year, you can't add
$15,000 to your 2021 exclusion o
make a $30,000 tax-free gift to her

this year.

GST tax

The GST tax generally applies to
transfers (both during vour lifetime
and at death) made o people more
than one generation below you, such
as your grandchildren. This is in
addition to any gift or estate tax
due. The GST tax exemption also
has increased under the TCJA. (See
Chare 7.)

The G5T rax exemption can be a
valuable rax-saving tool for taxpayers
with large estares whose children also
have — or may eventually have —
large estates. With proper planning,
they can use the exemption to make
rransfers ro grandchildren and avoid
any tax at their children's generation.

State taxes

Even before the TCJA, some states
imposed estate tax at a lower threshaold
than the federal government did. Now
the differences in some states are even
mote dramatic. To avoid unexpected
tax liahilicy or other unintended conse-
quences, consult a tax advisor familiar
with the law of your particular stare.

Exemption portability

If part (or all) of one spouse’s estare tax
exemption is unused ar that spouse’s
L1{f?||}1| |1'1l: esrale can l"l.l.":.:l [ {8 ]"l:'l'l['l“ lh.{:
surviving spouse o use the deceased
spouse’s remaining exemption. This
exemption “portabiliey” provides flexi-
bility at the first spouse’s death, but it has
some limirs. Portability is available only
from the most recently deceased spouse,
doesn't apply to the GST rax exemption
and isn't recognized by many states.

And portability doesn't protece future
growth on assets from estate tax like
applying the exemption o a credit
shelter {or bypass) trust does. Such a
trust also offers creditor and remarriage
protection, GST tax planning, and
possible state estate tax benefits.

So martied couples should still consider
these trusts — and consider rransferring
assets to each other as necessary o fully
fund them ar the first death. Transfers to
a spouse (during life or ar death) aren't
subject o gift or estate tax as long as the
recipient spouse is a LLS. cirizen.

CHART 7
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Tax-smart giving

Giving away assets now will help
reduce the size of your taxahle
estate, Here are some strategies for
Cax-Smart giving:

Choose gifts wisely. Consider hoth
estate and income tax consequences
and the economic aspects of any gifes
yvou'd like to make:

4 To minimize estate tax, gift property
with the grearest furure apprecia-
tion potential.

A To minimize your beneficiary's
income tax, gift property that hasn't
npprt:ciatgﬂ 5igniﬁcanr1-,- while
you've owned it

A To minimize your ¢um meome fax,
don't gift property that’s declined in
value. Instead, consider selling the
property so you can take the tax loss
and then gifting the sale proceeds.

Warning: 1t's been proposed thar,
when appreciated assers are trans-
ferred, pains beyond a specific limir be
included in the raxable income of the
giver {or of the estate in the case of a
bequest). It appears unlikely this will
be included in any final legislation this
year, but its worth keeping in mind in
case it's proposed again in the future.

Plan gifts to grandchildren carefully.
Annual exclusion gifts are generally
exempt from the GST tax, so they

also help you preserve your GST tax
exemption for other transfers. For gifts
to @ grandchild that don't qualify for
the exclusion to be tax-free, you gen-
erally must apply both your GST rax
exemption and your gift tax exemption.

Pay tuition and medical expenses. You
may pay these expenses without the
payment being treated as a taxable gift
to the student or patient, as long as the
payment is made directly to the provider.

Make gifts to charity. Donations o
qualified charities aren't subject to gift
tax. They may also be eligible for an
income tax deduction. {See page 16.)

Gift interests in your business. If you
own a business, you can leverage your
gift tax exclusions and exemption by
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CASE

STUDY &

balow $6 million during his lifetime.

2021 might be a good year to make “taxable” gifts

Louis has an estate of $12 million. In 2021, he has already
made $15,000 annual exclusion gifts to each of his chosen
bengficiaries. With future inflation adjustments, the exemption
might be enough to protect his entire estate.

~ But he's in good health and believes he'll live beyond 2025, He

also thinks that the exemption might be reduced sooner. So he's
concerned about having substantial estate tax exposure, especially considering that
his assets [ikely will continue to appreciate.

His tax advisor suggests that he make some gifts beyond the annual exclusion

this year. Louis uses $6 million of his gift tax exemption to make additional “tax-
able” gifts. Therefore, his estate can't use that amount as an exemption. But he
protects at least $6 million from gift and estate tax, even if the exemption drops

He also removes the future appreciation from his estate. If the assets, say, double
in value before Louis's death, the gift will essentially have removed $12 million
from his estate. This amount escapes the estate tax.

He doaes, however, need to keep in mind his benaficiaries’ income tax. Gifted
assets don’t receive the “step-up” in basis that bequeathad assats do. This
means that, if beneficiaries sell the assets, their taxable capital gains will be
determined based on Louis's basis in the assets. So their capital gains tax could
be higher than if they inherited the assets. But there also have been proposals
to change the rules regarding when gains on transferred appreciated assets are
taxed. See the waming under "Choose gifts wisely" at left.

gifting ownership interests, which may
be eligible for valuation discounts for
lack of control and marketability. For
example, you could gift an ownership
interest worth up to $20,000 (on a
controlling basis) tax-free, assuming

a combined discount of 25%, That's
because the discounted value of the
gift wouldn't exceed the 315,000

annual exclusion.

Gift interests in an FLE. Another way
to benefir from valuarion discounts is to
set up a family limited partership. You
fund the FLP with assets such as public
or private stock and real estate, and then
pift limited partnership interests. But

be aware thar eliminaring discounts for
interests in entities holding nonbusiness
assets has been proposed. Warning: The
RS may challenge valuation discounts,
and it serutinizes FLPs, So obtain a
professional valuation and set up and
operate an FLP properly.

Trusts

Trusts can provide a way to trans-
fer assets and porentially enjoy tax
savings while preserving some control

over what happens to the rransterred
agsets, For those with large estates,
funding trusts now, while the gift tax
exemption is high, may be particularly
tax-smart. Here are some types of
trusts to consider:

A gualified personal residence trust
{QPRT). It allows you to give your
home to your children today —
removing it from your taxable estare
at a reduced gift tax cost (provided
you survive the trust’s rerm) — while
you retain the right to live in it for a
specified period.

A grantor-retained annuity trust
{GBAT). It works on the same pringi-
ple as a QPRT, but allows you to transfer
other assets; you receive payments back
from the trust for a specified period.

A GST — or *dynasty” — trust. It
can help you leverage both your gift
and GST rax exemptions. And it can
be an excellent way to potentially
lock in the currently high exemptions
while removing future appreciation
from your estate. W
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CHARTE 2021 individual income tax rate schedules

Tax rate

Regular tax brackets

Married filing jointhy Married filing
Single Head of household or surviving spouse separately
10% % 0-% 9850 % 0-% 14,200 % 0-% 19,900 $ 0-% 9950
12% $ 0,951-% 40,525 £ 14201-§ 54,200 $ 10,901 -% B1,050 £ 9951-% 40,525
22% $ 40,526-% B6,375 £ 54201-% 86,350 $ B1,051-%172,750 $ 40,526-% 86,375
24% % BB,376- % 164,925 $ 86,3561 - % 164,800 $ 172,751 - $ 320,850 $ 86,376 - % 164,926
3% % 164,926 — § 209,425 £ 164,901 — § 200,400 $399,851 — $418,850 $ 164,026 — § 209,425
35% % 200,426 - § 523,600 £ 200,401 - $523,600 % 418,851 - $ 628,300 £ 209,426 - £314,150
37% Owver $ 523,600 Ower $ 523,600 Ower $ 628,300 Over § 314,150

AMT brackets

Married filing jointly Married filing

Single Head of household or surviving spouse separately
26% % 0 - % 199,900 5 0= % 199,900 % 0 - % 199,900 $ 0-% 99,950
28% Crver $ 199,900 Over $ 198,900 Crver $ 199,900 Ower $ 989 950

AMT exemptions

Married filing jointly Married filing
Single Head of household or surviving spouse separately
Amount % 73,600 £ 73,600 % 114,600 $ 57,300
Phaseout’ % 523,600 - % B18,000 £523,600- $818,000 % 1,047,200 - § 1,505,600 $523,600- 752,800

CHARTS 9021 corporate income tax rates
Tax rate Type of corporation
21% C corporation
21% Personal service corporation

CHART10 2021 estate and trust income tax rate schedule
10% % 0=-% 2650
24% $ 2651 -% 9,550
a5es % 9,551 — $13,050
37% Over $13,050

This publication was developed by a third-party publisher and is distributed with the understanding that the publisher
and distributor aren’t rendering legal, accounting or other professional advice or opinions on specific facts or matters
and recommend you consult an artorney, accountant, tax professional, financial advisor or other appropriate industry
professional. This publication reflects tax law as of Ocr. 15, 2021, Some material may be affecred by subsequent changes
in the laws or in the interpretation of such laws. Therefore, the services of a legal or tax advisor should be sought before
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