
With Fiscal Cliff Behind Us, On To
Sequestration and Debt Ceiling!
Many may be wondering how passage of the American Tax Relief Act
of 2012 (HR 8), the bill that averted the Fiscal Cliff, will affect us. The
short answer is, probably not a whole lot since the bill extends the
majority of tax cuts that were scheduled to expire at the end of 2012.
The good news is that many of these changes are permanent,
meaning there is no sunset provision that will cause them to lapse,
as has been the case in the past. This will keep us from having to
relive the 11th hour Congressional sessions of the last few years,
and provide an opportunity to engage in productive tax planning with

far more certainty than the recent past.

Listed below are the main provisions of the bill, as well as those who will be most affected by them:

Federal tax rates will not increase for couples with taxable income under $450,000, and single
taxpayers with taxable income under $400,000. Those over these thresholds will see their tax rate go
from 35% to 39.6%. These thresholds will be indexed for inflation, meaning it increases at the same
rate as inflation. These rates are permanent.

Capital gains & qualified dividends will not increase on couples earning under $450,000 AGI
(adjusted gross income), and single taxpayers earning under $400,000 AGI. For those earning over
these thresholds, the long-term capital gains and dividend rates will increase from 15% to 20%. All
other taxpayers will pay either 15% or 0%, depending on their tax bracket. (Although, effectively,
taxpayers making over $250,000 AGI married and $200,000 AGI single will pay an additional 3.8%,
due to the onset of the new Medicare tax on net investment income from Obama’s previous health
care bill.) These rates are permanent, and provide additional planning opportunities to realize large
gains at little or no tax liability in 2013 and beyond.

The temporary reduction in the payroll tax of 2% has ended as of December 31, 2012. This tax,
which funds our Social Security program, was reduced 2 years ago to give tax relief during the hard
years of the Great Recession. It was always meant to be temporary, so it doesn’t seem fair to call it a
tax increase. Having said that, all working Americans will receive a smaller paycheck starting in
January 2013 reflecting the reversion of this tax back to its full amount.

Phaseouts for itemized deductions and personal exemptions, previously drastically reduced by the
Bush tax cuts, have been reinstated. The 2013 thresholds for itemized deductions and personal
exemptions are $300,000 (couples) and $250,000 (single). The phaseout for itemized deductions
(also known as the Pease limitation) reduces total itemized deductions by 3% of excess income over
these thresholds. The personal exemptions phaseout (also known as the PEP), reduces personal
exemptions by 2% of the total exemptions for each $2,500 of excess income over these thresholds.
These rates are permanent.

The alternative minimum tax (AMT) was enacted in 1969 as a dual tax system designed to impose
tax on the wealthy utilizing the many loopholes in our tax system. Unfortunately, the writers of the
original bill neglected to index this bill for inflation. Over time, the income limits of those subject to this
tax has fallen drastically since its inception, and threatens every year to ensnare those it was never
meant to tax. Congress has temporarily “patched” this each year by raising the income limits, often at
the last minute. This bill finally makes inflation indexing permanent, a very welcome relief for all
taxpayers.

The estate tax exemption for 2013 will be approximately $5.25 million, is permanent, and will be
inflation adjusted. Estates over this exemption amount will pay a 40% tax. The bill also makes
portability between spouses permanent, which may significantly reduce the usefulness of bypass
trusts for many families.

Misc. Items (most of these are not permanent): 
• Deduction for up to $250 of expenses for elementary and secondary school teachers (1 year
extension) 
• Exclusion from income of discharged mortgage debt to prevent a short sale from triggering income
tax consequences for the amount of debt that was discharged (1 year extension) 
• Deduction of mortgage insurance premiums as qualified residence interest (1 year extension) 
• Deduction for state and local sales taxes paid (1 year extension) 
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• Above-the-line deduction for up to $4,000 of higher-education-related expenses as well as the
American Opportunity Tax Credit (1 year extension) 
• Exclusion from income for Qualified Charitable Distributions from an IRA to a charity (1 year
extension) 
• Coverdell college savings accounts maintain their favorable tax treatment for contribution up to
$2,000 annually (permanent extension) 
• A completely new rule will allow 401(k) participants to convert their 401(k) plans to a Roth 401(k)
plan, provided their employer offers one, without having it designated as a distribution 
• Extension of unemployment benefits

With a deadline for both sequestration and the debt ceiling looming in just under two months, don’t
expect the extreme partisan politics to quiet down anytime soon. At risk are our entitlement programs,
which so many Americans rely on, as well as the stability of our US debt rating. This year Congress
reached a new low in their service to the American public in their inability to pass this law in a timely
manner, creating tremendous uncertainty and making tax planning difficult if not impossible.
Unfortunately, it appears this environment will be continuing at least for the foreseeable future…
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