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Circular 230 Notice

>To ensure compliance with requirements imposed 
by the IRS, we inform you that any tax advice 
contained in this communication (including any 
attachments) was not intended or written to be 
used, and cannot be used, for the purpose of (i) 
avoiding penalties under the Internal Revenue Code 
or (ii) promoting, marketing or recommending to 
another party any transaction or matter addressed 
herein.
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American Taxpayer Relief Act of 2012

> The American Taxpayer Relief Act of 2012 retains the Bush 
era tax rates for most taxpayers, except for those in the 
highest marginal brackets

> Extends many credits, deductions and exclusions
> Brings permanence to wealth transfer tax laws
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Individual Income Tax Rates

> Top marginal income tax rate is 39.6% 
– Married filing joint with taxable income in excess of 

$450,000 
– Single individuals with taxable income in excess of 

$400,000 
> Effective January 1, 2013, the rate brackets are 10%, 15%, 

25%, 28%, 33%, 35% and 39.6%
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Trust and Estate Income Tax 
Rates
> Trust and Estate Income Tax Rate Brackets changed 

effective January 1, 2013
– Rate brackets for estates and trusts are 15%, 25%, 

28%, 33%, and 39.6% 
– The 35% rate bracket is eliminated

> Estates and trusts reach the top bracket, now 39.6%, at a 
very low income level - $11,950 in 2013

> Still no 10% rate bracket for trusts and estates



© Williams Mullen 2013

Capital Gains

> Capital gains and qualified dividend income
– Increased to 20% for taxpayers in the 39.6% rate 

bracket 
– Remains at 15% for all other taxpayers (0% rate for 

those with income within the 15% and 10% tax 
brackets - <$72,500 married, $36,250 single)

> Individuals are not subject to 20% rate until taxable income 
is at least $400,000 ($450,000 married)

> Estates and Trusts are subject to the 20% rate when taxable 
income is  at least $11,950 (2013).

– Capital gains are taxed at 0% if taxable income is less 
than $2,450 in 2013



© Williams Mullen 2013

Pease Limitation and Personal 
Exemption
> The Pease limitation

– Phases out itemized deductions when income exceeds a 
threshold amount ($250,000 single, $300,000 married)

– Does not apply to trusts and estates
> Personal Exemption

– Personal exemptions are phased out for individuals with 
AGI over $250,000 (single) or $300,000 (married)

– Not applicable to trusts and estates
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AMT

> The Alternative Minimum Tax exemption amounts for tax 
year 2013 are set by the American Taxpayer Relief Act of 
2012, which indexes future amounts for inflation.

> For taxable years beginning in 2013, the exemption 
amounts under § 55(d)(1) are: 

– Joint Returns or Surviving Spouses $80,800 
– Unmarried Individuals (other than Surviving Spouses) 

$51,900 
– Married Individuals Filing Separate Returns $40,400 
– Estates and Trusts $23,100 
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Gift Tax Annual Exclusion

> $14,000 in 2013



© Williams Mullen 2013

Wealth Transfer Provisions

>$5 million estate and gift tax exemption (adjusted 
for inflation) made permanent 

>$5 million generation skipping transfer (GST) tax 
exemption (adjusted for inflation) made permanent

>In 2013, these exemption amounts increased from 
$5,120,000 to $5,250,000 per person.

>The top estate, gift, and GST tax rate increased 
from 35% to 40%
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Portability Made Permanent

> “Portability” of “Deceased spousal unused exclusion 
amount” is permanent

> Technical correction to the 2010 Tax Bill that introduced 
portability

– Change consistent with regulations and original intent 
of statute
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Applicable Exclusion Amount

> The “applicable exclusion amount” is the sum of:
– The basic exclusion amount ($5,250,000 in 2013)
plus
– The deceased spousal unused exclusion (DSUE) amount
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Portability

> Who is the “last deceased spouse”?
– The spouse must have died after December 31, 2010
– Example – John and Mary are married.  John died on 

December 25, 2010.  Mary dies on January 1, 2013.  
John is not a “last deceased spouse.”
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Portability

> Who is the “last deceased spouse”?
– Only death can change the identity of the “last 

deceased spouse”
– Remarriage has no effect.  A deceased spouse remains 

the “last deceased spouse” even if the widow(er) is 
married to another person when the widow(er) dies.

– If a surviving spouse remarried, but that marriage ends 
in divorce or an annulment, the death of the divorced 
spouse (after the divorce or annulment) does not end 
the status of the prior deceased spouse as the last 
deceased spouse of the surviving spouse. The divorced 
spouse, not being married to the surviving spouse at 
death, is not the last deceased spouse. 
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Portability

> Who is the “last deceased spouse”?
– Example.

• Kris and Kim are married when Kris dies in 2012.  
Kim marries Kanye in 2013.  Kim dies in 2016 while 
still married to Kanye.  Kris is the “last deceased 
spouse”.

• Now suppose that Kim and Kanye divorce in 2014.  
Kanye then dies in 2015 and Kim dies in 2016.  Kris 
is still Kim’s last deceased spouse because Kim and 
Kanye were not married when Kanye died. 
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Portability

> Ordering Rule:
– The DSUE is reduced first.  
– The surviving spouse’s own basic exclusion amount is 

reduced only after the DSUE is used.  
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Portability with Multiple 
spouses
> Accumulation of DSUE Amount:

– Use it or lose it.  A widow(er) can use the DSUE until 
the widow(er)’s new spouse (“spouse #2”) dies.  

• If the widow(er) does not use the DSUE before 
spouse #2 dies, it is lost. 

• If the widow(er) used the DSUE of the first spouse, 
the widow(er) can still use the DSUE of spouse #2.

> Thus, a spouse who has survived multiple spouses may use 
each last deceased spouse’s DSUE amount before the death 
of that spouse’s next spouse, and thereby may apply the 
DSUE amount of multiple deceased spouses in succession. 
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Accumulation of DSUE

> Example:
– Kris and Kim are married.  Kris dies in Year 1 and his 

DSUE is $5,000,000.  Kim marries Kanye in Year 2.  In 
year 3, Kim gives her child $2,000,000.  Kris’s DSUE is 
reduced to $3,000,000.  Kanye then dies in Year 4 and 
his DSUE is $2,000,000. Kim’s applicable exclusion 
amount is $9,000,000, which includes:

• Her basic exclusion amount of $5,000,000;
• Kanye’s DSUE of $2,000,000; and  
• The $2,000,000 of Kris’s DSUE that Kim applied to 

her gift.
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Non-citizen Spouses

> If the surviving spouse is not a citizen, the DSUE amount is 
determined when the QDOT terminates.

– During the surviving spouse’s lifetime, principal 
distributions subject to estate tax could be made from 
the QDOT, which would reduce the DSUE

– Unlike a citizen surviving spouse, a non-citizen surviving 
spouse will not be able to use the DSUE amount until 
the year the QDOT ends.  (If the surviving spouse makes 
gifts in the year the QDOT ends, the surviving spouse 
will be able to apply the DSUE to those gifts.) 
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Portability

> The portability election is made by filing the 706 (estate tax 
return).  

> A portability election is not made if:
– A 706 is not filed.
– If a 706 is filed, the executor must affirmatively elect 

out of portability
> Portability election is irrevocable once made (and after the 

due date, including extensions, has passed)
– No late election is permitted
– Even though no tax may be due, you cannot file a 

portability return after the due date (including 
extensions)
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Portability

> The Executor makes the election.
> If there is no executor, any person in actual or constructive 

possession of the decedent’s property can make the 
election.

– The first of such persons to file decides whether the 
election is made.
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Portability

> DSUE is fixed at death and does not increase over time or 
with inflation.

> Even if the statute of limitations has run on the collection of 
tax, the IRS can go back and examine the deceased 
spouse’s return to determine the correct DSUE.

– The surviving spouse may need to retain files for a long 
time to justify the DSUE determination on the return
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Portability

> For property that qualifies for the  charitable deduction or 
the marital deduction, you do not need to report a value 
for that property; instead you report a range of value 
(rounded to the nearest $250,000).

– You may still need to determine a value if it will affect 
the value passing to another recipient
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Pros and Cons of Portability

>Pros
– Simple 
– Reduced Tax Need for 

Trust Related Planning 
and Administration

– Helpful for Planning 
with IRAs and 
Retirement Plan Assets

– Multiple Spouses? –
Collect Multiple 
Exemptions!

>Cons
– Need to File Estate Tax 

Return to Claim Unused 
Exemption

– Unused Exemption 
Amount Does Not 
Grow/Appreciate

– No Portability of GST
– No Creditor Protection
– Assets Potentially 

Diverted to “New” 
Beneficiaries
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EGTRRA Enhancements 
Retained
> Numerous important improvements to the wealth transfer 

tax laws that would have expired in 2013 were made 
permanent, including: 

– Deduction for state death taxes
– GST tax relief provisions including automatic allocation 

rules, late allocation relief, allocation where there is an 
unnatural order of death, and qualified severances
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Virginia Transfer Taxes

> No Virginia estate tax
> No Virginia gift tax
> No Virginia GST tax
> Inheritance Tax still in effect in very limited circumstances

– Inheritance tax repealed in 1980.
– Inheritance tax on transfers made in trust or inheritance 

tax due on transfers to remaindermen after a life estate 
could be deferred; deferred inheritance tax may still be 
due; however, it is not due on property that is included 
in the gross estate for estate tax purposes.
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Other Legislation That 
Becomes Effective in 2013
> Health Care and Education Reconciliation Act of 2010

– 3.8% Tax on Net Investment Income (although it is 
designated as an “unearned income medicare contribution”, 
the tax revenue is retained in the general fund and is not 
designated for the Medicare Trust Fund)

> Patient Protection and Affordable Care Act
– 0.9%% Additional Medicare Tax

> Both Became Effective January 1, 2013
– Only applies to tax years beginning after January 1, 2013

> The Medicare Tax and the Net Investment Income Tax are 
imposed on different types of income.   A taxpayer can be subject 
to both taxes, but not on the same type of income.
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Patient Protection and 
Affordable Care Act
> Each wage earner with wages in excess of $250,000 for married 

couples filing jointly and $200,000 for single individuals will be 
required to pay an additional 0.9% Medicare tax (IRC 3101)

– Accordingly, the employee’s portion of the Medicare tax is 
increased from 1.45% to 2.35%.

– There is no increase in the employer’s portion.
– Employers are required to withhold the additional amount 

from all wages in excess of $200,000; any additional balance 
is remitted on Form 1040.

> Tax also imposed on self-employment income (IRC 1401)
> The tax is not imposed on trusts and estates (or corporations)
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Net Investment Income Tax

> Net investment income tax falls under the newly created 
chapter 2a of the Internal Revenue Code (IRC 1411)

> Proposed regulations were issued on December 5, 2012
– You can rely on the proposed regulations until final 

regulations are issued

> Trusts and Estates are to report the tax on form 1041; 
individuals on form 1040.  The tax needs to be considered 
in the amount of estimated taxes paid
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Net Investment Income

> For an individual, 3.8% tax on the lesser of (i) net investment 
income, or (ii) the excess of an individual’s modified adjusted 
income above a threshold amount.

– For individuals, the threshold amount is $250,000 for 
married couples filing jointly and $200,000 for single 
taxpayers (not indexed for inflation)
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Net Investment Income Tax

> For a Trust or Estate, the tax is 3.8% on the lesser of:
– The estate’s or trust’s undistributed net investment 

income, or
– The excess of

• The estate’s or trust’s adjusted gross income (as 
defined in section 67(e)) for the taxable year, over

• The dollar amount at which the highest tax bracket 
in section 1(e) begins ($11,950 in 2013)

– This threshold amount is not prorated for a short 
tax year (Prop. Treas. Reg. 1.1411-3(a)(2))
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Net Investment Income Tax

> Grantor Trusts
– Grantor Trusts do not pay net investment income tax
– Net investment income tax is determined at grantor 

level
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Net Investment Income Tax

> Trusts and Estates Not Subject to NII Tax:
– Business trusts
– Common trust funds described in IRC 584
– Designated settlement funds taxed under IRC 468B (e.g. trusts 

established in settlement of a tort claim)
– Foreign trust or estate (except accumulations or distributions for US 

beneficiary)
– Any trust, fund or account that is exempt from income taxes, such as

• Charitable remainder annuity trust or unitrust
• Trusts organized and operated exclusively for religious, 

charitable, scientific, literary, or educational purposes, or to 
foster national or international amateur sports competition (but 
only if no part of its activities involve the provision of athletic 
facilities or equipment), or for the prevention of cruelty to 
children or animals
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Net Investment Income Tax

> NII tax  does apply to:
– Pooled income fund (IRC 642(c)(5))
– Cemetery perpetual care fund (IRC 642(i))
– Qualified funeral trusts (IRC 685)
– Bankruptcy estates of individuals

• The tax rates of a bankruptcy estate are those for a 
married individual filing separately; therefore the 
threshold for the NII tax is $125,000.
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Net Investment Income Tax

> ESBTs are treated as two separate trusts for income tax purposes:  one that 
consists of S shares and the other that consists of the remaining trust property

– For purposes of determining whether the ESBT’s income exceeds the 
adjusted gross income threshold ($11,950 in 2013), the ESBT is treated as 
one trust

– First, the ESBT will separately calculate the undistributed net investment 
income of the S portion and non-S portion in accordance with the general 
rules for trusts under chapter 1, and combine the undistributed net 
investment income of the S portion and the non-S portion. 

– Second, the ESBT will determine its adjusted gross income, solely for 
purposes of section 1411, by adding the net income or net loss from the S 
portion to that of the non-S portion as a single item of income or loss.

– Finally, to determine whether the ESBT is subject to section 1411, and if 
so, the section 1411 tax base, the ESBT will compare the combined 
undistributed net investment income with the excess of its adjusted gross 
income over the section 1(e) threshold.



© Williams Mullen 2013

Net Investment Income Tax

> Charitable Remainder Trusts
– Distributions to the annuity or unitrust beneficiary 

consist of net investment income in an amount equal to 
the lesser of:

• Total distributions, or
• the current and accumulated net investment income 

of the CRT
– If there is more than one beneficiary, the NII is 

distributed proportionately
– Net investment income (current and accumulated since 

January 1, 2013) is deemed to be distributed first
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Estate Planning Needed?

> Planning for the disposition of 
the client’s assets at his or her 
death. 

> Asset protection planning. 
> Planning for disability and 

incompetency. 
> Business succession planning 

(without the estate tax to blame 
for failure of a business). 

> Planning for marital and other 
dissolutions. 

> Fiduciary litigation (enhanced 
because more to fight over). 

> Charitable giving (for its own 
sake, and because income tax 
considerations will still be 
relevant and techniques, such as 
lifetime charitable remainder 
trusts to facilitate diversification, 
would not be affected at all). 

> Life insurance planning (other 
than to provide funds to pay 
taxes). 

Excerpt of Letter from Louis A. Mezzullo, 
President of ACTEC, dated January 9, 
2013, to ACTEC Fellows
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Estate Planning?

> Retirement planning. 
> Planning to pay state death taxes 

(in many states). 
> Planning to avoid or minimize 

gift taxes (when client desires to 
gift more than the $5 million 
indexed applicable exclusion 
amount for gift tax purposes) 

> Using business entities to 
accomplish nontax objectives. 

> Planning for children with 
disabilities. 

> Planning for spendthrift children. 

> Planning for clients with real 
estate in more than one state, 
including ownership, asset 
protection, state income 
taxation, spousal rights, and 
probate issues (in addition to 
state estate tax). 

> Planning for clients who are U.S. 
citizens or resident aliens who 
own property in other countries. 

> Planning for nonresident aliens 
with assets in the U.S. or who 
plan to move to the U.S. 

Excerpt of Letter from Louis A. Mezzullo, 
President of ACTEC, dated January 9, 
2013, to ACTEC Fellows
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Estate Planning?

> Planning for citizens who intend 
to change their citizenship. 

> Planning for possible decrease in 
the estate, gift, and GST tax 
exemptions and/or increase in 
the transfer tax rates. 

> Planning to pay education 
expenses, including contributing 
to I.R.C. § 529 plans. 

> Planning to deal with non-tax 
regulatory issues, such as the 
Patriot Act, HIPAA, and 
charitable governance reform. 

> Identifying guardians for minor 
children, if and when needed. 

Excerpt of Letter from Louis A. Mezzullo, 
President of ACTEC, dated January 9, 
2013, to ACTEC Fellows
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Case Law

> IN THE MATTER OF TRUST #T-1 OF MARY FAYE TRIMBLE, 
JUDITH R. CUNNINGHAM, Trustee, 2013 Iowa Sup. LEXIS 8 
(January 25, 2013)

– Issue:  Is a trustee required to account to beneficiaries 
after the death of the settlor of a revocable trust for the 
period between when the trustee last accounted to the 
settlor and the death of the settlor?

• Iowa Supreme Court holds “no”.  
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Case Law

– The trustee owes no duty to the remainder beneficiaries 
and is not required to retroactively account

– This answer may be different if the settlor is 
incapacitated before death

– The answer could also be different if the trustee actually 
breached a duty to the settlor that harmed the 
remaindermen:  other courts have held that the 
remaindermen can sue for breach of duty to the settlor 
if the remainder beneficiaries were also harmed

• In California, both the personal representative of the estate and the remainder 
beneficiaries of the trust could sue (Giraldin, 290 P.3d 199 (Cal. 2012).

• A Florida case, applying New York law, also gave remaindermen standing to 
sue a trustee of a revocable trust over distributions made for an incapacitated 
settlor’s general welfare so the power of attorney could make gifts (Siegel, 71 
So. 3d 935 (Ct. App., 2011).)
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Return Preparers

> PTIN
– As of January 1, 2011, Treasury Regulation 1.6109-2(d) 

requires all tax return prepares have a PTIN
• Applies to CPAs, attorneys, enrolled agents and 

registered tax return preparers
• User fee is charged
• User fee and regulations upheld by the 11th Circuit 

Court of Appeals in Brannen v. US, 682 F.3d 1316 
(2012).  
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Return Preparers

> Loving v. I.R.S., No. 1:12-cv-00385 (D.D.C. 2013)
– Judge James E. Boasberg of the U.S. District Court for 

the District of Columbia on January 18, 2013 held that 
the IRS lacked statutory authority to oversee some 
600,000 to 700,000 professional tax return preparers. 
The court relied on the plain language of the statute 
and rejected the IRS’s argument that “practice before 
the IRS”, under 31 U.S.C. 330, includes the preparation 
of a return

– The opinion applies to those who only “prepare and 
sign returns” – registered tax return preparers.
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Those Authorized to Practice

Category PTIN
Tax 

Complianc
e Check

Backgroun
d Check

IRS Test
Continuing 
Education

Practice 
Rights

Enrolled 
Agents

Yes Yes
Proposals 
Pending

Yes (Special 
Enrollment 

Exam)

72 hours 
every 3 
years

Unlimited

Registered 
Tax Return 
Preparers

Yes Yes
Proposals 
Pending

Yes (RTRP 
Test)

15 hours 
per Year

Limited

CPAs Yes Yes
Proposals 
Pending

No Varies Unlimited

Attorneys Yes Yes
Proposals 
Pending

No Varies Unlimited

Supervised 
Preparers

Yes Yes
Proposals 
Pending

No No Limited

Non-1040 
Preparers

Yes Yes
Proposals 
Pending

No No Limited
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Loving

> The regulation requires professional tax return preparers to 
register for a PTIN, complete 15 hours of continuing 
education per year, and pass a competency exam.  

> CPAs, enrolled agents, and attorneys are exempt from these 
requirements (other than the PTIN requirement)



© Williams Mullen 2013

Loving

> The IRS announced January 22, 2013 that it would drop 
the regulations as it contemplated further action, as 
follows:

“As of Friday, Jan. 18, 2013, the United States District 
Court for the District of Columbia has enjoined the 
Internal Revenue Service from enforcing the regulatory 
requirements for registered tax return preparers. In 
accordance with this order, tax return preparers covered 
by this program are not currently required to register with 
the IRS, to complete competency testing or secure 
continuing education. The ruling does not affect the 
regulatory practice requirements for CPAs, attorneys, 
enrolled agents, enrolled retirement plan agents or 
enrolled actuaries.”



© Williams Mullen 2013

Loving

> Various Reactions to Ruling, including:
– It reigns in IRS overreaching

• Plaintiffs’ representatives say that regulations were 
overseen by former H&R Block CEO Mark Ernst.  The 
regulations benefitted chain preparers.

– Policy is good, so appellate court or congress will 
overturn the decision

• The IRS argues that the injunction will impair its 
efforts to defend against tax-related identity theft 
and fraud.

• Filing a return is similar to filing a pleading in a court 
case
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Return Preparers

> This week (January 28, 2013), the court is being asked to 
lift the injunction.

– Carol Campbell, director of the IRS Return Preparer 
Office, said the injunction should be lifted because the 
agency will incur considerable costs if it is forced to 
shut down the regulatory program. The Service will 
incur fees for breaching contracts with testing vendors 
and will have to address refunds of service fees and 
litigation by tax return preparers, she said. Simply 
informing every preparer tax identification number 
holder of the injunction will cost the agency a minimum 
of $238,000, she said. 
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Loving – Tax Analysts Report

> According to the filing, the IRS spent more than $54 million 
on implementing the tax return preparer program through 
the end of 2012. The agency has collected nearly $3.7 
million in PTIN user fees each month since September 2010 
and $192,697 in competency testing user fees each month 
since December 2011, it said. In total, the IRS received 
more than $100 million in registration and competency 
testing fees, it said. 

> Dan Alban of the Institute for Justice said that it was "pretty 
outrageous that one of the IRS's main arguments is that it 
wants to continue extracting 4 million dollars" per month 
from preparers. "I'm not sure that's going to be persuasive 
to a court that just last week struck down these 
regulations," he said.



Questions?



Thomas W. Aldous, Jr.
Williams Mullen
804.420.6600

taldous@williamsmullen.com

IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with
requirements imposed by the IRS, we inform you that any tax advice
contained in this communication (including any attachments) was not
intended or written to be used, and cannot be used, for the purpose of (i)
avoiding penalties under the Internal Revenue Code or (ii) promoting,
marketing or recommending to another party any transaction or matter
addressed herein.
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American Taxpayer Relief Act of 2012

> Overview
– Signed into law on January 3, 2013.
– Retains Bush-era tax cuts for most taxpayers.
– Extends many credits, deductions and exclusions.

> Highest Marginal Income Tax Rate  (39.6% )
– Married filing jointly (taxable income > $450,000).
– Single individuals taxable (taxable income >$400,000).
– Brackets:  10%, 15%, 25%, 28%, 33%, 35% and 39.6%.

> Capital Gains and Qualifying Dividends
– 20% for taxpayers in 39.6% rate bracket. 
– 15% for other taxpayers, except those in lower brackets.
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American Taxpayer Relief Act of 2012

> Phase Out of Personal Exemptions and Itemized Deductions
– Married couples filing jointly with (AGI > $300,000). 
– Single individuals (AGI > $250,000).

> AMT Exemption Amount (2013)
– Married couples filing jointly ($80,800).
– Single individuals ($51,900).

> Individual Tax Extenders Through 2013:
– Exclusion of discharge of qualified principal residence indebtedness .
– Mortgage insurance premiums as qualified residence interest. 
– Deduction of state / local sales taxes in lieu of state income taxes. 
– Above-the-line deduction for qualified tuition expenses, and tax-free 

distributions from IRA accounts transferred to charities.
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American Taxpayer Relief Act of 2012

> Business tax extenders though 2013 
– New market tax credit. 
– Research credit.
– Work opportunity tax credit. 
– Section 179 asset expensing up to $500,000.
– Extension of bonus depreciation. 
– Exclusion of 100% of the gain on small business stock. 
– Extension of empowerment zone tax incentive.
– Energy tax incentives.
– 15-year straight line cost recovery method for leasehold 

improvements of qualified retail improvements.
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American Taxpayer Relief Act of 2012

> Built-in Gain (BIG) Recognition Period Reduced to 5 Years
– Shortened to 5 years for transactions taking place in tax years of 

the S corporation beginning in 2012 or 2013.
– Sunsets after 2013 but made retroactive to 2012 -- may eliminate 

BIG tax would have had in 2012.
– If S election became effective before 2009 and a sale of assets by 

the S corporation occurs in 2013 after the expiration of the new 
60-month recognition period, 35% BIG tax may be avoided.

– S shareholder clients may experience a net decrease in taxes for 
2013 transactions when compared to prior years because of the 
elimination of any liability for the 35% BIG tax.



© Williams Mullen 2013

American Taxpayer Relief Act of 2012

> Other Notables
– 2013 Social Security Tax = 6.2% (2012 rate of 4.2% not extended).

– Medicare Tax remains at 1.45% (but increase of 90 basis points on  
earned income > $250,000 (married, filing jointly) or $200,000 
(single filers).  Individual taxpayers will owe 2.35% of tax on earned 
income above these thresholds.



© Williams Mullen 2013

H&M, Inc. v. Comm’r
TC Memo 2012-290

> Facts
– Harvey Insurance Agency, Inc. 

• Located in Harvey, North Dakota.
• Small town with limited business activity.

– Sole shareholder and full time employee – Harold Schmeets.
• Known as the “king of insurance” within Harvey.
• People bought insurance from Harold, not Harvey Ins. Agency.
• Very knowledgeable and well-connected in Harvey.

– Harvey Insurance Agency purchased by National Insurance Agency, Inc. (part of 
National Bank of Harvey) in 1992.

• All assets, including goodwill, transferred to Nat’l Ins. Agency.
• No valuation of the business was performed .
• Total purchase price was $120,000 to H&M, Inc. 
• > $600,000 to Schmeets as compensation / deferred compensation. 
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H&M, Inc. v. Comm’r
T.C. Memo 2012-290

> Issue:  Were the parties making fewer payments to H&M, Inc. to (i) 
avoid the double corporate tax and (ii) be able to take a compensation 
deduction for amounts paid to Schmeets? 

• IRS found that payments to Schmeets were actually payments of 
principal and interest to H&M for the sale of its insurance business.

> Holding:  Tax Court applied Martin Ice Cream.
– Schmeets under no non-compete agreement with H&M, Inc. 
– Customers came to do business with him, not the company.

• Schmeets was insurance expert in and around Harvey, North Dakota.
• Name “Harold Schmeets” had more recognition than the name 

“Harvey Insurance Agency.” 
– Amount paid to him as compensation was reasonable.

• When Schmeets retired, his replacement was paid more than 
Schmeets and he had less experience.
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In Re Quality Stores, Inc.
110 AFTR 2d 2012-5827 (6th Cir 2012)

> Facts
– Quality Stores largest agricultural retailer.
– Forced into bankruptcy / decides to shut down business.
– Employees given severance package. 
– Withholds federal income tax; employer’s share of FICA. 
– Later brings action against IRS for refund of FICA ($1 million).
– Argues that payments were not “wages” subject to FICA.
– Instead argues payments are SUB payments, not subject to FICA.

> Issue: Are SUB payments subject to the FICA tax?
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In Re Quality Stores, Inc.
110 AFTR 2d 2012-5827 (6th Cir 2012)

> SUB Payments
– First appeared in 1950s.
– Evolved from demand by organized labor for guaranteed wage.
– Difference when employed vs. received from unemployment.
– Cannot be compensation for work performed.
– Contingent on employee being thrown out of work.
– Unless employee laid off, will never receive SUB Payment.
– See IRC § 3402(O); Coffey v. Republic Steel, 447 U.S. 1991 (1980).
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In Re Quality Stores, Inc.
110 AFTR 2d 2012-5827 (6th Cir 2012)

Holding:  Sixth Circuit finds in favor of Quality Stores; SUB payments are 
not “wages” for purposes of FICA; not subject to the FICA tax.  Petition 
for en banc rehearing denied.

– SCOTUS has ruled SUB not compensation for work performed.
– FICA statute does not expressly include / exclude SUB payments.
– Definition of “wages” identical to federal income tax w/holding.
– Leg. History - SUB not “wages” for federal income tax w/holding 

but treated as wages to alleviate burden on employee at year-end.
– Therefore, SUB payments not subject to FICA tax.

Notes:
– Possible FICA refund for employers / severance in certain states.
– Future IRS or court activity could expand geographic reach.
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Net Investment Income Tax

> Background
– Imposed by §1411 of the Internal Revenue Code.
– Applies to taxable years beginning after December 31, 2012.
– Proposed Treasury Regulations issued in December 5, 2012.

> Individuals

– Tax equal to 3.8% of the lesser of (i) individual’s net investment 
income for the tax year or (ii) excess of the individual’s modified 
adjusted gross income for the tax year over the threshold amount.

– Threshold amounts for individuals generally $250,000 (married, 
filing jointly); $125,000 (married filing separately) and $200,000 
(other single filers).
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“Net Investment Income”

> Category #1:  Gross income from interest, dividends, annuities, 
royalties, and rents, other than such income which is derived in the 
ordinary course of a trade or business not described in Category 2; plus

> Category # 2:  Other gross income from a trade or business in certain 
NII categories (passive income or from trading in financial instruments 
or commodities); plus

> Category # 3:  Net gain from the disposition of property (i.e., capital 
gain), other than property held in a Category 2 trade or business; less

> Deductions properly allocable to such gross income or net gain.

See IRC § 1411(c)(1)
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Deemed Asset Sale Exception

> General Rule:  An interest in an S corporation or partnership 
(“passthrough interest”) is not property held in trade or business, 
although the underlying business itself may be. Therefore, gain or loss 
from a sale of a passthrough interest would be included in NII as 
Category 3 income.

> Exception (Disposition of S Corporation or Partnership Interest):  Gain or 
loss on a disposition of a passthrough interest included as Category 3 
income is limited to the net gain (or loss) that would be taken into 
account if the passthrough entity sold all of its property for fair market 
value immediately before disposition (deemed sale) of the  interest.

See IRC § 1411(c)(4); Prop. Treas. Reg. § 1.1411-7(a)
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Deemed Asset Sale Exception

– Intended to put transferor in same position as if S corporation or 
partnership disposed of all properties and the accompanying gain 
or loss passed through to its owners.

– Applied on property-by-property basis.  Requires determination of 
how property held in order to determine if net gain is Category 3 
income to transferor. 

– Exception does not apply if (i) no trade or business, (ii) trade or 
business is a passive activity or (iii) trade or business is trading in 
financial investments or commodities.  

– Exception also does not apply to disposition of stock in an S 
corporation if election under IRC §338(h)(10) made.
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Deemed Asset Sale Exception

> Mechanics of Deemed Asset Sale Exception

1. Deemed Sale: Hypothetical sale of all of the entity’s properties 
(including goodwill) for cash in a fully taxable transaction equal to 
fair market value immediately before disposition of interest.

2. Compute Gain or Loss on Each Property: Compare fair market value 
of each property (including goodwill) with such property’s adjusted 
basis.  Gain or loss for each property computed separately.
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Deemed Asset Sale Exception

3. Allocate Gain or Loss: Allocate gain or loss from each property to 
transferor, taking into account relevant S corporation provisions 
and partnership allocations (e.g., allocations required in the 
partnership agreement, allocations required by IRC §704(b) and 
§704(c), as well as basis adjustments under IRC §743).  

4. Adjust Gain or Loss: Determine whether gain or loss allocated to 
transferor is Category 3 income.  Aggregate Category 3 gains or 
losses from sale of property to calculate adjustment.  Negative 
adjustment cannot result in loss on disposition.  
• Positive adjustment reduces loss on disposition.  
• Negative adjustment reduces gain on disposition of interest.

See Prop. Treas. Reg. § 1.1411-7(c)
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Special Situations

> Property Held in Multiple Trade or Business During Year:  If property 
held in more than one trade or business during previous 12 months, 
gain must be allocated among the trades or businesses on a basis that 
reasonably reflects the use of the property.

> Installment Sale:  If taxpayer sells passthrough interest in installment 
sale, adjustment to net gain calculated in year of disposition but gain 
and any adjustment are deferred.



© Williams Mullen 2013

Example 1- Basic Application

S

A B

25% (Passive)
Basis = $25

75% (Active)
Basis = $75

Single Trade or Business

Asset 1
FMV:  $50
Basis: $10

Asset 2
FMV:  $30
Basis: $70

Asset 3
FMV:  $40
Basis:  $20

• A and B sell their stock in S for 
$120 (i.e., fair market value of its 
assets.  A sells for $90 and B sells 
for $30. 

• A recognizes gain of $15 ($90 -
$75).  B recognizes gain of $5 
($30 - $25).

• B is engaged in a passive activity, 
so no adjustment is made and her 
$5 gain is Category 3 NII.  

• A is not engaged in a passive 
activity, so an adjustment to her 
$15 Category 3 NII gain required.
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Example 1- Basic Application

> Step 1:  Deemed Sale:  On a hypothetical disposition of all of its assets, 
S would receive $50 for Asset 1, $30 for Asset 2 and $40 for Asset 3.

> Step 2:  Determination  of Gain or Loss by S

Asset Basis FMV Gain / Loss

1 $10 $50 $40

2 70 30 (40)

3 20 40 20

> Step 3:  Allocation of Gain or Loss:  A is allocated $30 gain (Asset 1), -
$30 loss (Asset 2) and $15 gain (Asset 3).  

> Step 4:  Adjustment: All three assets are held in S’s trade or business.  Net 
of all three assets is $15 (30 – 30 + 15).  A’s $15 gain (Step 3) offset by (-$15) 
negative adjustment, resulting in $0 of Category 3 NII.
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Example 2- Basis Disparity

• Same basic facts as Example 1, 
except A’s adjusted basis is $70.  
A sells his shares for $90. 

• A recognizes gain of $20 ($90 -
$70), which is subject to Category 
3 NII.  

• Deemed sale results in a negative 
adjustment of $15 (30 – 30 + 
15).

• A’s net gain of $20 on the 
disposition of stock reduced to 
$15.  A has $5 of Category 3 NII.

S

A B

25% (Passive)
Basis = $25

75% (Active)
Basis = $70

Single Trade or Business

Asset 1
FMV:  $50
Basis: $10

Asset 2
FMV:  $30
Basis: $70

Asset 3
FMV:  $40
Basis:  $20
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Example 3- Limitation

• Same basic facts as Example 1, 
except A’s adjusted basis in his S 
stock is $80. 

• A recognizes gain of $10 ($90 -
$80) subject to Category 3 NII.  

• Deemed sale would result in a 
negative adjustment of $15 (30 –
30 + 15).

• Negative adjustment limited to 
$10.  A has $0 of Category 3 NII 
income.

S

A B

25% (Passive)
Basis = $25

75% (Active)
Basis = $80

Single Trade or Business

Asset 1
FMV:  $50
Basis: $10

Asset 2
FMV:  $30
Basis: $70

Asset 3
FMV:  $40
Basis:  $20
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Example 4- Loss

S

A B

25% (Passive)
Basis = $25

75% (Active)
Basis = $105

Trade or Business

Asset 1
FMV:  $50
Basis: $10

Asset 2
FMV:  $30
Basis: $70

Asset 3
FMV:  $20
Basis:  $60

• Same basic facts as Example 1, 
except as highlighted.  A’s basis is 
$105 and she sells stock for $75. 

• A recognizes loss of $30 ($75 -
$105) on sale.  

• In deemed sale, A allocated $30 
gain (Asset 1), -$30 loss (Asset 2) 
and -$30 loss (Asset 3).

• Deemed sale results in a positive 
adjustment of $30 (30 – 30 – 30).

• A’s $30 of Category 3 NII loss 
increased by $30 adjustment = $0 
loss for Category 3 NII.
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Example 5 –Non-Business Assets

S

A B

75% (Active)
Basis = $90

Trade or Business

Asset 1
FMV:  $50
Basis: $10

Asset 2
FMV:  $30
Basis: $70

Asset 3
FMV:  $40
Basis:  $20

• Same basic facts as Example 1, 
except as highlighted. S owns a 
fourth asset that is not held in S’s 
trade or business.

• A’s basis is $90 and she sells for 
$165.  A recognizes gain of $75 
($165 - $90) that is subject to 
Category 3 NII.  

• A is not engaged in a passive 
activity, so an adjustment to her 
$75 gain is required.

Asset 4
FMV:  $100
Basis:  $20
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Example 5 –Non-Business Assets

> Step 1:  Deemed Sale:  On a hypothetical sale of all assets, S would 
receive $50 (Asset 1), $30 (Asset 2), $40 (Asset 3), $100 (Asset 4).

> Step 2:  Determination  of Gain or Loss by S
Asset Basis FMV Gain / Loss

1 $10 $50 $40

2 70 30 (40)

3 20 40 20

4 20 100 80

> Step 3:  Allocation of Gain or Loss:  A is allocated $30 gain (Asset 1), -
$30 loss (Asset 2), $15 gain (Asset 3) and $60 gain (Asset 4).  

> Step 4:  Adjustment: Asset 4 is not held in S’s trade or business.  The 
negative adjustment for the other three assets is $15 (30 – 30 + 15).  A’s $75 
of Category 3 NII gain reduced by $15.  A recognizes $60 of Category 3 NII.
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Example 6- Partnership

• D and E are equal partners in PRS.  
The partnership agreement 
provides that allocations are 50% 
to D and 50% to E.  PRS’s  trade 
or business is not a passive trade 
or business

• D contributed Asset 1 (adjusted 
basis of $100 and a FMV of $200 
at the time of contribution).

• E contributed Asset 2 (adjusted 
basis of $120 and a FMV of $200 
at the time of contribution).

• D sells her interest to F for $320 
and recognizes $220 of gain 
subject to Category 3 NII.

D E

50%50%
Basis = $100

Single Trade or Business

Asset 1
Basis:  $100
FMV:  $240

Asset 2
Basis:  $120
FMV:  $400

PRS
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Example 6- Partnership

> Step 1:  Deemed Sale:  On a hypothetical sale of all assets, PRS would 
receive $240 (Asset 1) and $400 (Asset 2).

> Step 2:  Determination  of Gain or Loss by PRS

Asset Basis FMV Gain / Loss

1 $100 $240 $140

2 120 400 280

> Step 3:  Allocation of Gain or Loss:  Pursuant to IRC § 704(c), D is 
allocated $120 gain from Asset 1 and $100 from Asset 2.  Total gain 
allocated to D is $220.  

> Step 4:  Adjustment: Asset 1 and Asset 2 are held in PRS’s trade or 
business.  Negative adjustment to D is $220 ($120 + $100). D’s $220 of 
Category 3 NII gain reduced to $0.  
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Example 7 – Other Assets

S

A B

50% (Active)
Basis = $110

Business X
(Not Passive)

• A and B are shareholders of S.  A owns 
50% of the S stock.

• S engaged in two trades or businesses (X 
and Y).

• S is the owner of 5 assets:
• Assets 1 & 2 used only in X.
• Assets 3 & 4 used only in Y.
• Asset 5 used 50-50 between X & Y.

• A sells her S stock for $160 and 
recognizes a gain of $50 (i.e., $160 -
$110) that is subject to Category 3 NII.

• A required to make adjustment. Applies 
only to property held in Business X 
(active) but not Business Y (passive).

Business Y
Passive

Five Assets
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Example 7 – Other Assets

> Step 1:  Deemed Sale:  On a hypothetical sale of all assets, S would 
receive $30 (Asset 1), $30 (Asset 2), $40 (Asset 3), $100 (Asset 4) and 
$120 (Asset 5). 

> Step 2:  Determination  of Gain or Loss by S

Asset Basis FMV Gain / Loss

1 $10 $30 $20

2 70 30 (40)

3 20 40 20

4 20 100 80

5 100 120 20
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Example 7 –Other Assets

> Step 3:  Allocation of Gain or Loss:  A is allocated $20 gain (Asset 1), -
$40 loss (Asset 2), $10 gain (Asset 3), $40 gain (Asset 4) and $10 gain  
(Asset 5).

> Step 4:  Adjustment:
– A must make adjustment but only with respect to Assets used in 

Business X (i.e., Assets 1, 2 and 50% of gain from Asset 5).
– Gain or loss on Asset 1, Asset 2 and Asset 5 aggregated.
– Positive adjustment to A is $5 ($10 - $20 + $5). 
– A does not take positive adjustment into account because she had 

$50 of gain on the stock sale.  A has $50 of gain for purposes of 
Category 3 NII.
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Reporting Requirements

> Passthrough Entity
– Must separately state NII items on K-1s.
– Potentially burdensome requirement.

> Transferor
– Any transferor making a 1411(c)(4) adjustment must include a 

statement to its return for the year of the disposition.
• Description of disposed interest,
• Fair market value of each property of the entity,
• Entity’s adjusted basis in each property,
• Transferor’s allocable share of gain or loss for each property,
• Whether the property was passive activity / trading investments,
• Amount of Category 3 gain or loss on the disposition and
• Compute adjustment under Prop. Reg. 1.1411-7(c)(5)
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CIRCULAR 230:  Treasury regulations require us to inform you that neither 
you nor any other recipient may use any tax advice in this communication 
for the purpose of avoiding penalties under the Internal Revenue Code.  
Treasury regulations require attorneys and other tax advisors, who provide 
tax advice for such purpose, to perform increased due diligence to verify 
all relevant facts, provide a conclusion with respect to each tax issue and 
format the tax advice consistent with strict and detailed requirements.  If 
you would like us to prepare written tax advice consistent with these 
requirements, please contact us and we will be pleased to discuss the 
matter with you in more detail.



Questions?



J. Conrad Garcia
Williams Mullen
804.420.6910

cgarcia@williamsmullen.com

Kyle H. Wingfield
Williams Mullen
804.420.6445

kwingfield@williamsmullen.com

IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with
requirements imposed by the IRS, we inform you that any tax advice
contained in this communication (including any attachments) was not
intended or written to be used, and cannot be used, for the purpose of (i)
avoiding penalties under the Internal Revenue Code or (ii) promoting,
marketing or recommending to another party any transaction or matter
addressed herein.



State Taxation of 
Pass-Through 
Entities

Stephanie Anne Lipinski Galland



Questions?



Stephanie Anne Lipinski Galland
Williams Mullen
202.327.5094

slipinskigalland@williamsmullen.com

IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS,
we inform you that any tax advice contained in this communication (including any
attachments) was not intended or written to be used, and cannot be used, for the purpose of
(i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing or
recommending to another party any transaction or matter addressed herein.



Affordable Care Act: 
Employer Shared 
Responsibility

Brydon M. DeWitt
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Employer Shared Responsibility

> Play or Pay Rules become effective in 2014
> “Large Employers” must offer coverage
> Individuals must enroll in coverage
> Proposed Regulations issued January 2, 2014 

provided guidance on the employer shared 
responsibility requirements
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Employer Shared Responsibility

> “Assessable Payment” Liability beginning in 2014
- “Applicable Large Employer”

• Does Not offer Minimum Essential Coverage:
$167 X Full-Time Employees in Excess of 30

• Offers Minimum Essential Coverage, but the 
coverage does not provide “minimum value” 

or is “unaffordable”:  $250 x Full-Time 
Employees
receiving coverage assistance through an 
exchange
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Employer Shared Responsibility

> Key Terms
– Applicable Large Employer
– Full-Time Employees
– Minimum Essential Coverage
– Minimum Value
– Affordability
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Applicable Large Employer

> Employed on average at least 50 “full-time 
employees” (including full-time equivalent 
employees) during the preceding calendar year

> 2013 payroll determines 2014 status
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Applicable Large Employer

> Determining Large Employer Status
– Divide the sum of the total number of Full-Time 

employees (and full-time equivalent employees 
(FTEs)) for each calendar month in the preceding 
calendar year by 12

– If the result is 50 or more, the employer is an 
applicable large employer
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Applicable Large Employer

> Seasonal Worker Exception
– Employer is not a large employer if

• Full-Time employees and FTEs exceeded 50 for 
120 days or less

• Employees in excess of 50 were seasonal 
workers

> “Seasonal Workers”
– Retail workers
– Designated by DOL
– Good faith interpretation
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Applicable Large Employer

> Full-Time Equivalent Employees
– For each calendar month in the preceding year:

• Divide aggregate hours of service performed by 
non-Full-Time employees (up to 120 hours) by 
120

• Result is the number of FTEs
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Applicable Large Employer

> Controlled Group Basis
– Controlled group treated as one “employer”
– All employees of a controlled group of entities 

counted
• Code section 414(b) or (c) controlled group
• Code section 414(m) affiliated service group
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Full-Time Employees

> For any calendar month, employees working an 
average of 30 hours of service per week are full-time 
employees

> 130 hours in a calendar month is deemed to be 30 
hours of service per week
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Full-Time Employee

> Hour of Service
– Each hour for which an employee is paid, or entitled to 

payment for:
• The performance of duties for the employer; or
• A period of time during which no duties are 

performed due to vacation, holiday, illness, 
incapacity, layoff, jury duty, military duty or leave of 
absence
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Full-Time Employees

> Hours of Service
– Hourly Employees:

• Actual Hours
– Non-Hourly Employees:  

• Actual hours;
• Days worked equivalency (8 hours); or
• Weeks worked equivalency (40 hours)
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Full-Time Employees

> Applicable Large Employer Status
– Based on number of full-time employees and FTEs in 

prior year
> Assessable Payment Calculation

– Number of full-time employees determined based on 
look-back measurement method



© Williams Mullen 2013

Full-Time Employees
For the Assessable Payment

> Look-Back Measurement Method
– Ongoing Employees

• Standard Measurement Period

– 3 to 12 months as elected by employer
• Stability Period

– At least 6 months, but no shorter than 
the standard measurement period

• Length may differ based on employee category 
(salaried, hourly, location, collectively bargained)

– Average of 30 hours per week during Standard 
Measurement Period -- deemed to be Full-Time 
employee during the Stability Period
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Full-Time Employees
For the Assessable Payment

> New Employee (non-variable hour / non-seasonal)
– Reasonably expected at start date to be a full-time 

employee and is not a seasonal employee
• No penalty if employer offers coverage at or before the 

conclusion of the employee’s first three months of 
employment.



© Williams Mullen 2013

Full-Time Employees
For the Assessable Payment

> New Variable Hour and Seasonal Employees

– Initial Measurement Period
• Begins between start date and first day of first 

calendar month of employment
• 3 to 12 months as selected by employer

– Stability Period
• At least six months
• Not shorter than stability period for ongoing 

employees
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Full-Time Employees
For the Assessable Payment

> Optional Administrative Period
– Up to 90 days between measurement period 

and stability period
– Allows employers time to notify and enroll 

employees
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Minimum Essential Coverage

> Employer-provided group health coverage
> Complies with the ACA’s reforms
> Future regulations will provide more guidance on 

minimum essential coverage
> Coverage Must be offered to dependents
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Minimum Value

> The plan’s share  of total allowed costs of benefits 
provided under the plan must be at lest 60 percent 
of those costs

> Regulations provide various methodologies for 
determining minimum value, including a minimum 
value calculator provided by HHS and the IRS



© Williams Mullen 2013

Affordability

> Coverage is not “affordable” if the employee’s 
required contribution exceeds 9.5% of the 
employee’s “household income” for the taxable year

> “Household Income” is modified adjusted gross 
income of the employee and any members of the 
employee’s family who are required to file a federal 
income tax return
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Affordability 

> Household Income Safe Harbors
– Form W-2

• Wages reported on Form W-2 treated as 
household income

– Rate of Pay
• 130 hours x hourly rate of pay; or
• Monthly salary

– Federal Poverty Line
• Federal poverty line divided by 12



Questions?



Brydon M. DeWitt
Williams Mullen
804.420.6917

bdewitt@williamsmullen.com

IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with
requirements imposed by the IRS, we inform you that any tax advice
contained in this communication (including any attachments) was not
intended or written to be used, and cannot be used, for the purpose of (i)
avoiding penalties under the Internal Revenue Code or (ii) promoting,
marketing or recommending to another party any transaction or matter
addressed herein.



Please remember to fill out 
your Evaluation Forms

Thank you!


