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Know Your Options Before You Pay Those Taxes 

Law360, New York (June 13, 2013, 1:02 PM ET) -- As the dust settles on individuals’ 2012 tax filings, the 
realities of 2013 taxes are becoming more prominent. With Affordable Care Act tax rules and the 
American Taxpayer Relief Act of 2012 (the fiscal cliff legislation) now taking effect, some taxpayers are 
facing much higher tax levies. 
 
Individuals heavily impacted include the owners or partners in closely held firms such as law firms, 
accounting firms, medical and dental practices — and many other businesses, regardless of industry. 
These tax increases will be substantial for those at higher income levels. This article briefly notes several 
new or higher taxes and then describes what is probably the best way permitted by the government to 
avoid them. 
 
New Taxes 
 
The taxes referred to here include not only a higher percentage of federal income tax but also a new 
surcharge on the Medicare hospital insurance tax, a new tax on unearned (investment) income and an 
increase in the rates for dividend and capital gain income. Steep income taxes at the state and local level 
should not go unmentioned if you live in states such as New York, California or Illinois. 
 
More specifically, the changes include the following (excuse the numbers — they’re included for 
background). 
 
Federal Income Tax 
 
The top level of federal income tax rates has moved from 35 percent to 39.6 percent for single taxpayers 
with taxable income of more than $400,000, married taxpayers filing jointly with taxable income of 
more than $450,000 and married taxpayers filing separately with taxable income of more than 
$225,000. 
 
Payroll Taxes 
 
Social Security and Medicare taxes have also risen. For years, Social Security taxes were 6.2 percent of 
wages up to the taxable wage base (TWB) and another 1.45 percent Medicare (or hospital insurance) tax 
on the entire amount of wages. Identical taxes were payable by employers for a total on both employer 
and employee of 12.4 percent up to the TWB and 2.9 percent on all wages. 
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Self-employed persons, partners, etc., are treated as employer and employee combined. For 2011 and 
2012, Congress decreased the employee percentage of the Social Security tax by 2 percentage points 
under the Middle Class Tax Relief and Job Creation Act. Now for 2013, the 2-percent relief to employees 
has expired, and the TWB has risen to $113,700 from $110,100 in 2012. 
 
Beyond that, there is a new additional Medicare tax of 0.9 percent imposed on individuals, but not 
employers, on wages and self-employment earnings in excess of $200,000 for single taxpayers, $250,000 
for married taxpayers filing jointly and $125,000 for married filing separately. 
 
Unearned Income Tax 
 
Beginning in 2013, investment income of high-income taxpayers will be hit with a new unearned income 
Medicare tax (UIMT) of 3.8 percent applied to unlimited amounts of net investment income that exceed 
certain thresholds. That tax is imposed on net investment income (interest, dividends, gains on the sale 
of property, royalties, rents, etc.) exceeding the thresholds of $200,000 (single taxpayers), $250,000 
(married filing jointly) and $125,000 (married filing separately). So, earnings that are not saved in a tax 
sheltered retirement plan may be taxed at 3.8 percent. 
 
Exemptions and Deductions 
 
For 2013, a personal exemption phase-out and a limit on itemized deductions will apply to higher-
income individuals, effectively increasing income tax rates in various degrees. The phase-out and 
deduction limit apply to taxpayers with adjusted gross income above $250,000 (single taxpayers), 
$300,000 (married filing jointly) and $150,000 (married filing separately). The personal exemption for 
2013 is $3,900, and its complete phase-out applies at $372,501 (single), $422,501 (married filing jointly) 
and $211,251 (married filing separately). 
 
Capital Gains and Dividends 
 
Also impacting income saved and invested, for taxpayers in the 39.6-percent bracket, the top rate for 
long-term capital gains and qualifying dividends goes from 15 percent to 20 percent. So, that income will 
also be taxed unless it is income on assets held by a plan. 
 
State Income Tax 
 
The federal taxes noted above are separate from high-income taxes in revenue-thirsty states. For 
example, New York State — as high as 8.97 percent; New York City — as high as 3.876 percent; 
California — 12.30 percent, with an additional tax of 1 percent on income over $1 million, totaling 13.30 
percent; Illinois – 5 percent. 
 
Qualified Plans 
 
Given the new or higher taxes commencing this year, now is an ideal time to review your firm’s 
retirement plans. After all, the government encourages retirement savings. 
 
All qualified retirement plans, including pension and profit-sharing plans, permit the employer to 
contribute funds each year with immediate income tax deductions for the employer, without a 
corresponding income tax to the employee until actual payout years later. Employer contributions 
(other than employee-elected 401(k) contributions) are also free of all payroll taxes at both the 



 

 

contribution stage and the payout stage. 
 
By sheltering income from taxes when it is earned and having the invested assets compound their 
earnings without taxes, qualified plans allow participants’ wealth to grow at a faster rate. With taxes 
increasing in 2013, the power of tax exemption is even greater than it has been in the past. 
 
All of the taxes noted above can be completely eliminated or at least deferred where the employer 
contributes funds to a qualified retirement plan (except, as noted, payroll taxes on employee-elected 
401(k) deferrals). Income taxes that would apply to compensation if it were paid out in regular payroll 
can instead be paid into a plan with the tax being deferred until the time of payout, thus allowing the 
funds to compound their earnings for years in a tax-sheltered medium. 
 
In addition, while held in the tax exempt fund, those funds will be sheltered from the 3.8-percent UIMT 
and the income tax on investment gains and dividends. All payroll taxes will be completely eliminated to 
the extent the employer contributes funds other than 401(k) deferrals to a plan — both at the time of 
contribution and at the time of payout from the plan. 
 
Some taxpayers with influence over their business or professional practice may not realize that the tax 
rules do not require the same contribution levels for rank and file employees as for key personnel — 
including themselves. Key personnel are indeed key to the firm’s prosperity and may be rewarded more 
generously than other personnel. Sophisticated plan designs allow significant contributions to be made 
for key personnel, thus eliminating forever, or deferring for many years, any payment of taxes on those 
amounts. 
 
One option, suitable for many professional practices and other business firms, is the individual account 
plan that utilizes cross-testing to increase the annual allocations to the accounts of key personnel. Total 
contributions to these accounts can be as much as $51,000 per year (2013, indexed). 
 
In addition, where a 401(k) feature is employed, any covered employee age 50 or older can elect to save 
another $5,500 a year (also indexed) for a total savings of $56,500 in one year. 
 
Cross-tested individual account plans do not call for greatly increased administrative burdens compared 
to plans that do not feature the more sophisticated design. While there is a modest nondiscrimination 
test called for by tax rules, individual account plans are not subject to Pension Benefit Guaranty 
Corporation (PBGC) rules or premium charges. 
 
In addition, employers have the flexibility to alter the level of contributions to the individual account 
plan: If cash is tight in a given year, the employer can simply make a smaller contribution to the plan. 
These programs are thus not expensive to maintain, and they are nimble when a given year’s business 
requirements call for the tightening of belts. 
 
For firms interested in a more ambitious use of a qualified plan, cash balance plans present an option. 
Cash balance programs are actuarially-based defined benefit plans that allow key personnel to 
accumulate retirement savings at even greater levels than the $51,000 permitted with individual 
account plans. 
 
Thus, cash balance plans can be designed to allow the employer to contribute with respect to key 
personnel $100,000, $150,000,or even more per year. These plans are popular with large professional 
practices. 



 

 

 
Balanced against the attractive numbers associated with cash balance plans are the greater costs 
associated with tax compliance, compliance with PBGC rules and premiums and similar administrative 
costs and burdens. Also, cash balance plans often call for a one-time, irrevocable election by the 
employee regarding the employee’s compensation scheduled for contribution to the plan. 
 
As a generalization, cash balance plans are more suitable for larger firms where the aggregate numbers 
and tax savings justify the greater administrative costs when compared to an individual account plan. 
 
Finally, if the firm’s key personnel have very high levels of earnings, it is possible to consider both an 
individual account plan and a cash balance plan for purposes of tax savings and wealth accumulation. 
 
In this summary, we see new or increased taxes that went into effect Jan. 1, 2013. They are hitting 
employers and employees in several areas. The result strongly encourages owners and managers to 
review their options in dealing with the tax hikes, particularly strategies available through qualified 
retirement plans. Without active consideration of these changed circumstances, the question comes 
back to: Are you going to pay those taxes? 
 
--By Lee T. Polk, Epstein Becker & Green PC 
 
Lee Polk is Of Counsel to Epstein Becker Green in the Employee Benefits practice, in the firm's Chicago 
office. 
 
The opinions expressed are those of the author and do not necessarily reflect the views of the firm, its 
clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for general 
information purposes and is not intended to be and should not be taken as legal advice. 
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