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D 

on has spent the majority of his 22-year career serving the tax and consulting 

needs of privately-held organizations and their owners. He has significant 

experience handling tax planning and compliance-related issues for all types of entities, 

including corporations, LLCs and partnerships, and a wide base of clientele, ranging 

from small start-up organizations in the early stages of development to large, billion-

dollar entities in need of technical expertise. Don’s broad range of experience encom-

passes numerous industries, including manufacturing, nuclear energy and mining. 

Don also has extensive experience working with distribution entities and has devised tax-savings strategies for in-

come, franchise and other business-related taxes for numerous middle market clients. His skills have been utilized for 

special projects in various areas of expertise, including: acquisition planning and due diligence, Section 338(h)(10) 

acquisition work; stock vs. asset sale analyses for acquisition and/or disposition scenarios; development of strategies 

to reduce state tax obligations of multi-state entities; complex valuation-related issues; and other tax concerns for in-

dividual clients. His background allows him to assist individuals and businesses to determine advantageous strategies 

for mergers, acquisitions and divestitures.

After graduating from Slippery Rock University with a B.S./B.A. in accounting and finance in 1989, Don spent four 

years with a large international accounting firm in Pittsburgh before joining Grossman Yanak & Ford LLP in 1993. 

He earned his Masters of Science degree in Taxation from Robert Morris University in 1998. 

Don, a Certified Public Accountant, is a member of the American and Pennsylvania Institutes of Certified Public 

Accountants. He is also a member of the Allegheny Tax Society.

A graduate of the Leadership Pittsburgh program, Don is an active participant in community affairs. He is a passionate 

advocate for organ and tissue donation and supports the work of the Center for Organ Recovery & Education (CORE), 

a not-for-profit organ procurement organization. Don formerly served as Treasurer of EveryChild, Inc., a Pittsburgh 

based not-for-profit organization that serves the foster care and adoption needs of medically fragile children. 

Don resides in Wexford with his wife, Diana, and their children, Sarah, Scotty and Alaina.

Donald S. Johnston, cpa, mst
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H 

eadquartered in Pittsburgh, Grossman Yanak & Ford llp is a regional certified public accounting and 

consulting firm that provides assurance and advisory, tax planning and compliance, business valuation 

and technology services. Led by five partners, the 22-year-old firm employs approximately 55 personnel who serve 

corporate and not-for-profit entities in Pennsylvania, Ohio, West Virginia and New York.

Our firm was founded on the idea that the key to successful, proactive business assistance is a commitment to a 

high level of service. The partners at Grossman Yanak & Ford llp believe that quality service is driven by consider-

able involvement of seasoned professionals on a continuing basis. Today’s complex and dynamic business environ-

ment requires that each client received the services of a skilled professional with a broad range of experience and 

knowledge who can be called upon to provide efficient, effective assistance. 

Grossman Yanak & Ford llp combines a diversity of technical skills with extensive “hands-on” experience to address 

varied and complex issues for clients on a daily basis. We pride ourselves on bringing value-added resolution to 

these issues in a progressive and innovative manner. Our ability to produce contemporary, creative solutions is 

rooted in a very basic and ageless business premise – quality service drives quality results. Our focus on the busi-

ness basics of quality technical service, responsiveness and reasonable pricing has enabled the firm to develop a 

stable portfolio of corporate clients as well as sophisticated individuals and nonprofit enterprises.

Our professionals understand the importance of quality and commitment. Currently, the majority of the profes-

sional staff in our Assurance and Advisory Services and Tax Services Groups hold the Certified Public Accountant 

designation or have passed the examination and need to complete the time requirements for certification. Each of 

our peer reviews has resulted in the highest-level report possible, attesting to the very high quality of our firm’s 

quality control function. The collective effort of our professionals has resulted in our firm earning an exemplary 

reputation in the business community. 

Grossman Yanak & Ford llp

three Gateway center, suite 1800   p   pittsburGh, pa  15222 
phone: 412-338-9300   p   Fax: 412-338-9305   p   www.GYF.com

Grossman Yanak & Ford llp…Quality You Deserve!
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Cliff Diving – Tax Implications for Small Businesses

INTRODUCTION AND BACKGROUND
• Individual income rates are at highest level since 1980

• New tax laws not only affect individuals, but also impact 
businesses, especially pass-through entities

• Effects of the provisions of the American Taxpayer Relief 
Act (2012) and the Health Care Act (2010)

Cliff Diving – Tax Implications for Small Businesses

INTRODUCTION AND BACKGROUND
• Implications of the Health Care Act

• Implications of the Taxpayer Relief Act

• Illustrations and Examples

• Understanding Your Clients’ Financial Matters
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THE HEALTH CARE ACT
• The new laws, enacted March 2010, are encompassed in two 

separate pieces of legislation:
– Patient Protection and Affordable Care Act (PPACA)

– Health Care and Education Reconciliation Act (HCERA)

• The two laws will simply be referred to together as the 
“Health Care Act” or “HCA”

Cliff Diving – Tax Implications for Small Businesses

IMPORTANT PROVISIONS OF THE HEALTH CARE ACT
• Individual Mandate

– Applicable individuals must obtain “minimum essential 
health coverage” or be subject to a shared responsibility 
penalty for each month of non-coverage

– Effective for 2014 and forward
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Cliff Diving – Tax Implications for Small Businesses

IMPORTANT PROVISIONS OF THE HEALTH CARE ACT
• Other Provisions

– Mandates health care coverage for dependents until age 26; 
effective for plan years beginning before January 1, 2014 

– Extends the exclusion of medical care reimbursements for 
a child under age 27 from the gross income of the parent; 
effective March 30, 2010

Cliff Diving – Tax Implications for Small Businesses

IMPORTANT PROVISIONS OF THE HEALTH CARE ACT
• Additional Medicare Tax

– For tax years beginning in 2013, an additional 0.9% 
Medicare tax is imposed on wages and self-employment 
income of higher-income taxpayers

• Applies to individuals with salary, wages, etc. in excess of 
$200,000 (single filers) or $250,000 (married filing jointly)
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IMPORTANT PROVISIONS OF THE HEALTH CARE ACT
• Medicare Tax on Investment Income

– Additional Medicare tax of 3.8% on “unearned income” 
effective for 2013 and beyond

– The tax is imposed on the lesser of:

• An individual’s net investment income for the tax year, or

• Modified adjusted gross income in excess of $200,000 
(single filers) or $250,000 (married filing jointly)

Cliff Diving – Tax Implications for Small Businesses

IMPORTANT PROVISIONS OF THE HEALTH CARE ACT
• Business Provisions

– Employer Mandate

• Shared responsibility for employers

• “Small” employer exception

• Compliance will be difficult
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Implications of the 
American Taxpayer 
Relief Act of 2012

Cliff Diving – Tax Implications for Small Businesses

THE AMERICAN TAXPAYER RELIEF ACT OF 2012
• The bill included $600 billion over 10 years in new tax revenue, about 

one-fifth of the revenue that would have been raised with no legislation

• Wall Street Journal reported that the bill’s tax provisions “represented 
the largest tax increase in the past two decades”

• Dave Camp, Republican chair of the House Ways & Means Committee, 
called the same provisions the “largest tax cut in American history”
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Cliff Diving – Tax Implications for Small Businesses

THE AMERICAN TAXPAYER RELIEF ACT OF 2012
• The Good – many of the tax provisions are PERMANENT!

• The Bad – a few, but they are significant

• The Ugly – nothing done to address the growing deficit

– The sequestration issue was merely postponed for two months

Cliff Diving – Tax Implications for Small Businesses

THE AMERICAN TAXPAYER RELIEF ACT OF 2012
• Permanent extension of 2001 tax cuts

• Permanent extension of 2003 tax cuts

• Temporary extension of 2009 tax cuts

• Permanent AMT relief

• Tax extenders
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INDIVIDUAL PROVISIONS OF THE ATRA
• Bush-era tax rates sunset for higher-income taxpayers

• AMT exemption made permanent

• Preferential tax rates for long-term capital gains 
and dividend income made permanent

• Favorable tax credits extended

• Changes to estate and gift tax rules

Cliff Diving – Tax Implications for Small Businesses

INDIVIDUAL PROVISIONS OF THE ATRA
• Long-term capital gains

– Reduced 15% rate and 0% rate for low tax brackets made 
permanent

– New 20% rate added for top tax bracket 

– Timing of long-term capital gains and ordinary income 
should be considered
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Cliff Diving – Tax Implications for Small Businesses

INDIVIDUAL PROVISIONS OF THE ATRA
• Qualified dividends

– Taxation at preferred long-term capital gains rates made 
permanent

– New 20% rate added for capital gains also applies to 
qualified dividends

– Timing of qualified dividends and ordinary income should 
be considered

Cliff Diving – Tax Implications for Small Businesses

INDIVIDUAL PROVISIONS OF THE ATRA
• AMT relief

– Exemption made permanent

– Dollar amounts increased for tax years beginning in 2012

– Amounts used to calculate AMT will be adjusted for inflation

– Threshold levels generally remain unchanged
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Cliff Diving – Tax Implications for Small Businesses

INDIVIDUAL PROVISIONS OF THE ATRA
• Family incentives

• Education incentives

• Tax provisions not addressed

– Expiration of payroll tax cut

– Phaseout of itemized deductions

– Phaseout of personal dependency exemptions

Cliff Diving – Tax Implications for Small Businesses

INDIVIDUAL PROVISIONS OF THE ATRA
• Tax provisions not addressed

– Phaseout of itemized deductions

– Phaseout of personal dependency exemptions

– Sunsetting of the payroll tax holiday
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Cliff Diving – Tax Implications for Small Businesses

INDIVIDUAL PROVISIONS OF THE ATRA
• Tax planning (at entity and individual levels) is important

– Higher taxes will result in increased distributions and 
reduced cash flow

– Careful consideration of potential timing differences

– Tax rate differences between multiple years can have 
significant effect on tax owed

Cliff Diving – Tax Implications for Small Businesses

IMPORTANT THRESHOLDS Single Head of 
Household

Married 
Filing Jointly

Medicare Tax on Wages $  200,000 $  200,000 $  250,000
Medicare Surtax $  200,000 $  200,000 $  250,000
Personal Exemption Phaseout $  250,000 $  275,000 $  300,000
Itemized Deduction Phaseout $  250,000 $  275,000 $  300,000
Capital Gains $  400,000 $  425,000 $  450,000
Ordinary Dividends $  400,000 $  425,000 $  450,000
Ordinary Tax Rates $  400,000 $  425,000 $  450,000
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Illustrations
and Examples

Cliff Diving – Tax Implications for Small Businesses

ILLUSTRATION ONE 
• Married couple, filing jointly, with two dependent children

• Two wage earners, nominal investment income

• Reductions for itemized deductions and personal exemptions

Prior Law New Law Change

Total Income (same as AGI) $    56,400 $    56,400 –

Taxable Income $    19,700 $    19,300 ($ 400)

Total Federal Tax Liability $      3,208 $      4,284 $  1,076
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Cliff Diving – Tax Implications for Small Businesses

ILLUSTRATION TWO 
• Married couple, filing jointly, with two dependent children

• One wage earner, higher investment income

• Personal exemption and itemized deduction phaseouts apply

Prior Law New Law Change

Total Income (same as AGI) $  515,000 $  515,000 –

Taxable Income $  432,800 $  454,450 $ 21,650

Total Federal Tax Liability $  140,954 $  140,332 $     5,378

Cliff Diving – Tax Implications for Small Businesses

ILLUSTRATION THREE (w/ pass-through income)
• Married couple, filing jointly, with two dependent children

• Two wage earners, investment and pass-through income

• Spouse is “active” in pass-through entity

Prior Law New Law Change

Total Income (same as AGI) $ 2,460,000 $ 2,460,000 –

Taxable Income $ 2,235,800 $ 2,315,800 $  80,000

Total Federal Tax Liability $ 756,294 $ 877,582 $ 121,288
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ILLUSTRATION THREE
• S corp must distribute at least $228,338 of additional funds 

to cover the new 3.8% Medicare tax

• Total distributions required can amount to nearly 58% of  
the business’s taxable income

Cliff Diving – Tax Implications for Small Businesses

ILLUSTRATION FOUR
• Married couple, filing jointly, with two dependent children

• Two wage earners, investment and passive pass-through income 

• All other facts identical to Illustration Three

Prior Law New Law Change

Total Income (same as AGI) $ 2,460,000 $ 2,460,000 –

Taxable Income $ 2,235,800 $ 2,315,800 $   80,000

Total Federal Tax Liability $    756,294 $ 953,582 $  197,288
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ILLUSTRATION FIVE 
• Married couple, filing jointly, with two dependent children

• Two wage earners; taxpayer is self-employed sole-proprietor

• AGI at threshold for phaseouts to apply

Prior Law New Law Change
Total Income $  145,000 $ 145,000 –
Adjusted Gross Income (AGI) $  137,935 $  137,935 –
Taxable Income $    99,235 $    98,835 $      (400)
Total Federal Tax Liability $    28,844 $    30,991 $     2,147

Cliff Diving – Tax Implications for Small Businesses

ILLUSTRATION SIX
• Married couple, filing jointly, with two dependent children

• Two wage earners, investment and passive pass-through income

• Sale of PTE interest results in long-term capital gain

Prior Law New Law Change

Total Income (same as AGI) $ 6,430,000 $ 6,430,000 –

Taxable Income $ 6,205,800 $ 6,388,200 $ 182,400

Total Federal Tax Liability $ 1,151,794 $ 1,743,092 $  591,298
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ILLUSTRATION SIX

Tax increase due to reduction in itemized deductions $   66,211 

Tax increase due to reduction in personal exemptions 6,019 

Tax increase due to adjustments to tax brackets, top rate of 39.6% 33,153

Tax increase due to increase in capital gain/dividend rate of 20% 251,000 

Tax increase due to 3.8% Medicare tax on net investment income 229,140 

Tax increase due to additional .9% Medicare tax on earned income 1,350

Tax increase due to increase in FICA wage base 151 

Tax increase due to expiration of 2% FICA wage rate cut 4,274 

Total Tax Increase $  591,298 

Cliff Diving – Tax Implications for Small Businesses

CONCLUSION AND PRACTICAL CONSIDERATIONS

• Unparalleled level of difficulty and complexity for 
tax compliance and planning

• Important to take advantage of all opportunities

• Concerns about IRS capability to handle processing
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UNDERSTANDING YOUR CLIENTS’ FINANCIAL MATTERS
• Understanding your clients’ financial statements

• Business structure and types of entities

• Taxes – the high cost of doing business

• Tax expense – correlation between the business and the owner

Cliff Diving – Tax Implications for Small Businesses

AUDIT AND ASSURANCE SERVICES

• Compilations

• Reviews

• Audits
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Cliff Diving – Tax Implications for Small Businesses

UNDERSTANDING YOUR CLIENTS’ FINANCIAL STATEMENTS

• Level of service

• Nonstandard opinions – not always a problem

• Footnotes

• Accounting for income taxes

Cliff Diving – Tax Implications for Small Businesses

LEGAL STRUCTURE OF BUSINESS ENTITIES
• C corporations

– The only entity that pays tax on its own income
– Double taxation is the problem

• Pass-through entities
– S corporations, Limited Liabilities Companies (LLCs) 

and Partnerships (General and Limited Partnerships)

• Sole proprietorships
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Gross sales  

Cost of Goods Sold - salaries   

Cost of Goods Sold    
Interest Expense   

Income before owner’s comp.  

Owner’s Compensation 

Income before taxes   

Income tax expense   

Net Income 

C Corp

$ 1,000,000

(480,000)

(300,000)
(20,000)

$ 200,000 

(100,000)

$ 100,000

(40,000)

$ 60,000 

S Corp

$ 1,000,000
(480,000)

(300,000)

(20,000)

$ 200,000 

(100,000)

$ 100,000
–

$ 100,000 

EXAMPLE – EIGHT SPRINGS, INC.
• SBA loan outstanding is $500,000

HIGH COST OF DOING BUSINESS
• From our last example (S Corp)

Owner’s compensation
Owner’s pass-through income
Total taxable income

Employee payroll tax on compensation at 7.65% 
Federal income tax on individual at 35% 
State income tax on individual at 3.07% 
Local income tax on individual at 1% 
Total tax liability 

Employer payroll tax on owners compensation 
Total taxes paid

Owner’s Tax
$ 100,000

100,000
$ 200,000

$ 7,650
70,000

6,140
1,000

$ 84,790

7,650
$ 92,440

42%

46%

This tax does not consider payroll taxes, sales tax, real estate tax or franchise taxes
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TAX EXPENSE – BUSINESS & OWNER CORRELATION

Gross sales  
Cost of Goods Sold - salaries   
Cost of Goods Sold    
Interest Expense   
Income before owner’s comp.  
Owner’s Compensation 
Income before taxes   
Income tax expense   
Net Income 

C Corp
$ 1,000,000

(480,000)
(300,000)

(20,000)
$ 200,000 

(100,000)
$ 100,000

(40,000)
$ 60,000

Tax distributions to owner for taxes (40,000)
Net cash available $ 60,000

S Corp
$ 1,000,000

(480,000)
(300,000)

(20,000)
$ 200,000 

(100,000)
$ 100,000

–
$ 100,000

TAX EXPENSE – BUSINESS & OWNER CORRELATION
• What is the definition of net pass-through income?

2009 $ (200,000) $ (80,000)

2010 (100,000) (40,000)

Cumulative $ (100,000) $ (40,000)

Taxable 
(loss)/income

Tax distribution 
at 40%

2011 200,000 80,000 
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DEFERRED TAX LIABILITIES
• Sometimes disclosed, sometimes not

YEAR 1 GAAP

Income before depreciation $ 1,400,000

Depreciation expense (400,000)

Book net income $ 1,000,000 

Net cash available $ 1,400,000

TAX
$ 1,400,000

(1,400,000)
–

$ 1,400,000

What is the deferred tax liability? $ 1,000,000
Tax rate 40%

Deferred tax liability $ 400,000

DEFERRED TAX LIABILITIES
• Sometimes disclosed, sometimes not

YEAR 2 GAAP

Income before depreciation $ 1,000,000

Depreciation expense (1,000,000)

Book net income –

Net cash available $ 1,000,000

TAX
$ 1,000,000

–
$ 1,000,000

$ 600,000

The cash shortfall will flush out in a later tax year $ 400,000

You and your client need to be aware of this future tax obligation,
as it will be a hit to the client’s cash flow
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Cliff Diving – Tax Implications for Small Businesses

THE TAX MAN – WHEN TO BE CONCERNED
• Federal income tax – filing and paying

• State income tax – filing and paying

• State sales taxes – should your client be concerned?

• Payroll tax issues – don’t be careless in this area!

Cliff Diving – Tax Implications for Small Businesses

WHAT YOU NEED TO PAY ATTENTION TO
• Restrictions within your own document  

• Read and understand the financial statements that 
are prepared by outside parties  

• Communicate with your client’s outside advisors  

• Be aware of distributions made (tax and non-tax)
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Cliff Diving – Tax Implications for Small Businesses

WHAT YOU NEED TO PAY ATTENTION TO
• Ensure that your owner understands the tax 

consequences of his business

• Review the deferred tax disclosures where relevant 
and ask about them if client is a pass-through entity 

• Be sure clients use reputable advisors who understand 
their business and can help with technical issues and 
planning (this includes payroll tax advisors)

GROSSMAN YANAK & FORD LLP
When can we help you?
– Audit and Assurance Services
– Tax Services (businesses & individuals)
– Technology Services
– Business Valuation Services
– Transaction-related Issues 

(Mergers & Acquisitions)
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THANK YOU!THANK YOU!
412-448-9300    •    www.gyf.com
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2013 Tax Rate Schedules
The applicable tax rate schedules for 2013 for married individuals filing joint returns and surviving spouses, heads 

of household, single individuals, married individuals filing separate returns, and estates and trusts are as follows:

Married individuals Filing Joint returns and surviving spouses  
(For tax years beginning in 2013)

 If taxable income is: The tax is:  Effective rate 
over – but not over –  of the amount over – top threshold 

 $ 0 $17,850 10% $0 10.0% 

 17,850 72,500 $1,785.00 + 15% 17,850 13.7%

 72,500 146,400 9,982.50 + 25% 72,500 19.4% 

 146,400 223,050 28,457.50 + 28% 146,400 22.3% 

 223,050 398,350 49,919.50 + 33% 223,050 27.0% 

 398,350 450,000 107,768.50 + 35% 398,350 28.0% 

 450,000  125,846.00 + 39.6% 450,000

Heads oF HouseHolds 
(For tax years beginning in 2013)

 If taxable income is: The tax is:  Effective rate 
over – but not over –  of the amount over – top threshold

 $ 0 $12,750 10% $0 10.0% 

 12,750 48,600 $1,275.00 + 15% 12,750 13.7%

 48,600 125,450 6,652.50 + 25% 48,600 20.6%

 125,450 203,150 25,865.00 + 28% 125,450 23.4%

 203,150 398,350 47,621.00 + 33% 203,150 28.1%

 398,350 425,000 112,037.00 + 35% 398,350 28.5%

 425,000  121,364.50 + 39.6% 425,000
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single taxpayers 
(For tax years beginning in 2013)

 If taxable income is: The tax is:  Effective rate 
over – but not over –  of the amount over – top threshold

 $ 0 $8,925 10% $0 10.0%

 8,925 36,250 $892.50 + 15% 8,925 13.8%

 36,250 87,850 4,991.25 + 25% 36,250 20.4%

 87,850 183,250 17,891.25 + 28% 87,850 24.3%

 183,250 398,350 44,603.25 + 33% 183,250 29.0%

 398,350 400,000 115,586.25 + 35% 398,350 29.0%

 400,000  116,163.75 + 39.6% 400,000

Married taxpayers Filing separate returns 
(For tax years beginning in 2013)

 If taxable income is: The tax is:  Effective rate 
over – but not over –  of the amount over – top threshold

 $ 0 $8,925 10% $0 10.0%

 8,925 36,250 $892.50 + 15% 8,925 13.8%

 36,250 73,200 4,991.25+ 25% 36,250 19.4%

 73,200 111,525 14,228.75 + 28% 73,200 22.3%

 111,525 199,175 24,959.75+ 33% 111,525 27.1%

 199,175 225,000 53,884.25 + 35% 199,175 31.0%

 225,000  69,923.00 + 39.6% 225,000
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Illustrations and Examples
The complexities and broad applicability of the provisions of the new tax laws are more easily illustrated through 

the use of a number of simple case studies and illustrations. In this chapter, examples are provided to demonstrate the 
applicability of those rules as they are threaded through varying fact patterns.

It is important to understand that the examples set forth herein are based on the author’s current understanding of 
all three tax acts, as well as current law. As is the case with all tax legislation passed and signed into law in the United 
States, the Acts are sure to be followed up by announcements, revenue procedures, proposed regulations and other 
interpretive guidance intended to add clarity to the new rules. Additionally, it is almost always necessary for Con-
gress to follow up with a Technical Corrections bill to clean up those aspects of the primary bills that are not correct. 
Unfortunately, these “clean up” bills are usually a result of Congress’ failure to read the original bill and thoughtfully 
consider the impact of proposed changes contained in them. 

The authors have elected to set out six specific fact patterns intended to drive home important points facilitated 
by the enactments of the new laws. The common facts set out among all examples are that the taxpayers are married; 
they file a joint federal tax return each year; and they have two dependent children. The additional facts relevant to 
each example are set forth as a preface to each case.

illustration one

This initial example was prepared to illustrate the impact of the ATRA on taxpayers earning an income below the 
$450,000 level. In this example, the taxpayer earns $40,000, and the spouse earns $16,000. Other sources of income 
are nominal in the example, and include $100 of taxable interest and $300 of taxable dividends. The taxpayers’ total 
taxable income is $56,400, which, in this illustration, also equates to Adjusted Gross Income (AGI). 

It is further assumed that the taxpayers own a home secured by a mortgage requiring the payment of $10,000 
in interest in 2013. Their other itemized deductions include charitable contributions of $2,500 and real estate and 
personal income taxes of $9,000. Of course, the taxpayers are entitled to a deduction for personal exemptions for 
themselves and for their two children.

To illustrate the impact of the ATRA, the same facts are assumed for prior law and current law to allow for analysis 
and comparability. 
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exhibit i – Minimal Net Federal Income Tax

Prior Law New Law Change
Wages - Taxpayer 40,000 40,000 -
Wages - Spouse 16,000 16,000 -
Interest Income 100 100 -
Dividend Income 300 300 -
Capital Gain Income - - -
Self-employed Income - - -
Pass-through Income - - -

Total Income 56,400 56,400 -
Adjustments - - -
Adjusted Gross Income (AGI) 56,400 56,400 -

Personal Exemptions (15,200) (15,600) (400)

Itemized Deductions:
   Taxes (Real estate/income) (9,000) (9,000) -
   Mortgage Interest (10,000) (10,000) -
   Contributions (2,500) (2,500) -
Subtotal (21,500) (21,500) -
3% AGI Floor (phase-out) - - -
Total Itemized Deductions (21,500) (21,500) -

Taxable Income 19,700 19,300 (400)

Tax Liability: -
 Income Tax on Ordinary Income 2,044 1,958 (86)
 Child Tax Credit (2,000) (1,958) 42
 Income Tax on Capital Gains/Dividends - - -
 Medicare Tax on Investment Income - - -
 Soc. Sec. Taxes on Wages 2,352 3,472 1,120
 Medicare Tax on Wages 812 812 -
 Add'l Medicare Tax on Earned Income - - -
Total Federal Tax Liability 3,208 4,284 1,076

Marginal Nominal Tax Rate 15.0% 15.0% 0.0%
Marginal Federal Rate with Phaseouts 15.0% 15.0% 0.0%
Effective Tax Rate 0.2% 0.0% -0.2%



© Grossman Yanak & Ford llp W.P.A.S.G.L. Small Business Lending Conference

Cliff Diving – What are the Tax Implications for Small Businesses Post “Fiscal Cliff”? 

As can be seen in Exhibit I, the taxpayers’ total income is $56,400 for 2013. The total deductions afforded them 
under the new and current law, including personal exemptions, is $37,100, leaving only $19,300 of their total income 
of $56,400 as taxable. The net federal income tax on this income is $0, due to the availability of the child care credit 
at this income level.  

In effect, the laws governing this fact pattern for 2013 allow the taxpayers to earn total income of $56,400, with-
out paying any income tax. This treatment is a carryover of those rules in effect for 2012 and years earlier, due to the 
reduction in tax rates afforded middle-income taxpayers under the Bush-era tax cuts that did not lapse as a result of 
the ATRA.

From an income tax perspective, it is noteworthy that neither the Health Care Acts, nor the ATRA, impose any 
additional income tax under these assumptions. The only “real” impact of the legislation is related to the end of the 
FICA recess granted in 2011. As such, the taxpayers in this example will see an increase in the withholding tax for 
FICA equal to 2% of their applicable wages (in this example, assumed to be all of their wages). As such, the total 
economic outlay for additional tax in this example will be $1,120 for 2013.

It is noteworthy that the marginal federal income tax rate for the taxpayers in Illustration One is 15%, while their 
“effective” federal income tax rate is 0%, due primarily to itemized deductions, personal exemptions and the child 
tax credit. It is also interesting to note that the gross tax on ordinary income decreased slightly, due to the 2013 tax 
brackets being indexed for inflation. 
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illustration two

The second illustration assumes the same basic facts of a married couple with two children. In this illustration, only 
the taxpayer is a wage earner (in the capacity of an employee), with total taxable wages of $500,000, and her spouse 
is not employed. The couple has some investment income, including interest income of $1,000, dividend income of 
$5,000 and capital gain income of $9,000. 

In this illustration, it is further assumed that the taxpayers have a home secured by a mortgage requiring interest 
payments in the amount of $20,000. Additionally, the taxpayers pay real estate taxes of $15,000 and incur state and 
local income taxes of $17,000. The couple’s charitable contributions are assumed to be $15,000.

In this illustration, and as can be observed in Exhibit II, the taxpayers’ total income is $515,000. This number also 
serves as AGI in this illustration. The total allowable decreases to total income under prior federal tax law include their 
personal exemptions for themselves and their two children ($15,200), as well as itemized deductions of $67,000. 

The ATRA eliminates a substantial portion of these allowable income reductions due to the reinstatement of phaseouts 
for exemptions and itemized deductions. Under these rules, this couple will lose the entire tax benefit of any personal exemp-
tions. They will also lose $6,450, or nearly 10%, of their itemized deductions. Note that the higher the taxpayers’ adjusted 
gross income, the greater the percentage of itemized deductions lost, capped at 80% of total eligible deductions.

The phaseouts work to reduce the previously-allowable reductions to total income in calculating taxable income 
by $21,650, or nearly one-quarter, of the previously-allowed amount of $82,200. The $21,650 of disallowed reduc-
tions falls directly to the taxable income line of the taxpayers, thereby increasing the base on which the top marginal 
rate is applied by a like amount. In reality, the phaseouts work as a “disguised” rate increase that cover hidden revenue 
raisers in the ATRA. There was little coverage of this issue in the mainstream media or even by members of Congress, 
suggesting a desire to simply dismiss this point, or a real failure to understand what those members of Congress were 
voting on. Obviously, either case could be the answer.

Based on a calculation of taxes under the new laws, the taxpayers in Illustration Two will incur a tax increase of 
$5,378 – a 4% increase over their tax liability calculated under prior year rules.

The complexity of the new law can be observed by breaking down the different facets of the taxes imposed. Note 
that the taxpayers’ regular income tax is increased under the new laws by $6,784. Because the taxpayers’ taxable in-
come (even with the phaseouts) is $454,450, and in excess of the $450,000 threshold mandated by ATRA, it might 
first appear that the higher rates mandated by the new law would apply. This is not correct, however, as the $14,000 
of taxable income comprised of capital gains and qualified dividends is taxable at a top rate of 20%. 
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exhibit ii – High Wage Earner

Prior Law New Law Change
Wages - Taxpayer 500,000 500,000 -
Wages - Spouse - - -
Interest Income 1,000 1,000 -
Dividend Income 5,000 5,000 -
Capital Gain Income 9,000 9,000 -
Self-employed Income - - -
Pass-through Income - - -

Total Income 515,000 515,000 -
Adjustments - - -
Adjusted Gross Income (AGI) 515,000 515,000 -

Personal Exemptions (15,200) - 15,200

Itemized Deductions:
   Taxes (Real estate/income) (32,000) (32,000) -
   Mortgage Interest (20,000) (20,000) -
   Contributions (15,000) (15,000) -
Subtotal (67,000) (67,000) -
3% AGI Floor (phase-out) - 6,450 6,450
Total Itemized Deductions (67,000) (60,550) 6,450

Taxable Income 432,800 454,450 21,650

Tax Liability:
 Income Tax on Ordinary Income 115,720 122,504 6,784
 Alternative Minimum Tax (AMT) 11,260 4,386 (6,874)
 Income Tax on Capital Gains/Dividends 2,100 2,323 223
 Medicare Tax on Investment Income - 570 570
 Soc. Sec. Taxes on Wages 4,624 7,049 2,425
 Medicare Tax on Wages 7,250 7,250 -
 Add'l Medicare Tax on Earned Income - 2,250 2,250
Total Federal Tax Liability 140,954 146,332 5,378

Marginal Nominal Tax Rate 28.0% 28.0% 0.0%
Marginal Federal Rate with Phaseouts 28.0% 28.0% 0.0%
Effective Tax Rate 29.8% 29.1% -0.7%
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Another interesting aspect of the new law, as applied to this fact pattern, is the effect the changes have on the 
calculation of AMT. Since the new law presents no changes to the AMT rates contained in prior rules, the calcula-
tion is essentially the same as before the passage of the ATRA, inclusive of the AMT “patch.”  As the AMT is payable 
only to the extent that the that tax exceeds the taxpayers’ regular income tax, a higher regular tax generally equates 
to a lower AMT liability.

Such is the case in Illustration Two. As the taxpayers’ regular tax increases to $122,504, from $115,720, their 
AMT drops to $4,386, from $11,260. This result materially mitigates the effect of the ATRA in this illustration, 
changing the taxpayers’ “net” federal liability by just $90.

The various pieces of the total tax increase are broken out into further detail in Exhibit II-A. As can be seen, the 
primary increases are attributable, first, to the lapse of the 2% FICA recess on earned wages, and second, to the ad-
ditional .9% increased Medicare tax on earned income. There is also a tax benefit afforded the taxpayers for inflation 
adjustments accorded the tax brackets in the new year.

exhibit ii-a – Tax Increase Summary

As a result of these many gyrations causing the taxpayers’ tax position to change in nine different areas, the top 
marginal rate to which they are exposed under the new tax rules is 28%. Their effective tax rate is slightly higher at 
29.1%, as we have factored in the two additional Medicare taxes into this effective rate calculation.

Tax increase due to reduction in itemized deductions 2,258$
Tax increase due to reduction in personal exemptions 5,320

(794)
Tax decrease due to decrease in AMT (6,874)

223
Tax increase due to 3.8% Medicare tax on net investment income 570
Tax increase due to additional .9% Medicare tax on earned income 2,250
Tax increase due to increase in FICA wage base 151
Tax increase due to expiration of 2% FICA wage rate cut 2,274
Total Tax Increase 5,378$

Tax decrease due to inflation adjustment to tax brackets

Tax Increase due to increase in capital gain/dividend rate to 20% for top tax bracket
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illustration Three

Set out in Exhibit III, Illustration Three adds the complexity of including “pass-through entity” (PTE) income 
into the mix of facts. The inclusion of pass-through entity income on individual income tax returns is exceedingly 
common, as most privately-held businesses are structured as S corporations, governed by Subchapter S of the Internal 
Revenue Code of 1986, as amended; Limited or General Partnerships, governed by Subchapter K of the Code; or 
Proprietorships, whose income is reported directly on an owner’s income return.

Note that most multi-member limited liability companies default to the partnership taxation rules under the Code. 
Single-member limited liability companies are generally deemed to be disregarded entities for purposes of federal taxa-
tion and, in effect, act as “divisions” of the single member. Thus, if the single member of a limited liability company 
is an S corporation or regular C corporation, the disregarded limited liability company is simply taxed as part of that 
member. Individual single members report the income from a single-member limited liability company directly on 
their income tax returns.

Income passed through from S corporations and partnerships to shareholders and partners flows through on a 
Federal Schedule K-1, reporting that shareholder’s or partner’s separate share of the entity’s income, deduction, cred-
its, etc. Single-member limited liability companies owned by an individual, as well as proprietorships, report income 
from the entity on federal Schedule C, Profit or Loss From Business.   

Generally, the cash flow needed to fund income tax payments on the “net” taxable income passed through and 
reported on individual returns is distributed from that business entity. 

Illustration Three again assumes a married couple with two children. Both members of the couple are employed, 
with the taxpayer earning $300,000, and the spouse earning $100,000. The other sources of income include interest 
income of $10,000, dividend income of $20,000 and capital gain income of $30,000.

The taxpayer’s spouse works in an S corporation that is owned 50% by her, and 50% by an unrelated shareholder.  
The spouse works at this company full time, and her wages are paid by this S corporation. The company plans to dis-
tribute only those funds required to pay the taxes on income reported to the shareholders and reserve the balance of its 
cash to fund the operational growth of the Company. The amount of “noncash” income passed through to the spouse 
from her interest in the S corporation in the current year is $2,000,000.

As a result of these assumptions, the taxpayers’ total income, also equal to AGI in 2013, is $2,460,000.  
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exhibit iii – Pass-through Income (Active)

Prior Law New Law Change
Wages - Taxpayer 300,000 300,000 -
Wages - Spouse 100,000 100,000 -
Interest Income 10,000 10,000 -
Dividend Income 20,000 20,000 -
Capital Gain Income 30,000 30,000 -
Self-employed Income - - -
Pass-through Income 2,000,000 2,000,000 -

Total Income 2,460,000 2,460,000 -
Adjustments - - -
Adjusted Gross Income (AGI) 2,460,000 2,460,000 -

Personal Exemptions (15,200) - 15,200

Itemized Deductions:
   Taxes (Real estate/income) (28,000) (28,000) -
   Taxes (income - related to pass-through) (61,000) (61,000)
   Mortgage Interest (20,000) (20,000) -
   Contributions - personal (10,000) (10,000)
   Contributions - pass-through (90,000) (90,000) -
Subtotal (209,000) (209,000) -
3% AGI Floor (phase-out) - 64,800 64,800
Total Itemized Deductions (209,000) (144,200) 64,800

Taxable Income 2,235,800 2,315,800 80,000

Tax Liability:
 Income Tax on Ordinary Income 734,170 844,903 110,733
 Alternative Minimum Tax (AMT) - - -
 Income Tax on Capital Gains/Dividends 7,500 10,000 2,500
 Medicare Tax on Investment Income - 2,280 2,280
 Soc. Sec. Taxes on Wages 8,824 13,249 4,425
 Medicare Tax on Wages 5,800 5,800 -
 Add'l Medicare Tax on Earned Income - 1,350 1,350
Total Federal Tax Liability 756,294 877,582 121,288

Marginal Nominal Tax Rate 35.0% 39.6% 4.6%
Marginal Federal Rate with Phaseouts 35.0% 40.8% 5.8%
Effective Tax Rate 33.2% 37.1% 3.9%
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The total reductions available to the taxpayers under prior law would have included their personal exemptions 
and those for their two children, equaling $15,200. They also would have been allowed to deduct certain itemized 
deductions, including state and local income taxes of $74,000 (including $61,000 allocable to the corporate income 
that was passed through to the spouse). Their other reductions under prior law would have included $15,000 for real 
estate taxes, $20,000 for mortgage interest and $100,000 in charitable contributions (including $90,000 of deductions 
“passed through” from the S corporation). Thus, the total of all deductible items for this couple is $224,200. 

The limitations imposed by the phaseout rules are extremely penal in this example. The couple loses 100% of the 
benefit associated with their four personal exemptions, thereby increasing their taxable income by $15,200. The phaseout 
associated with the itemized deduction limitation results in a disallowance of $64,800 in total itemized deductions. 
Thus, the total increase in taxable income for these two taxpayers is $80,000. This entire amount is subject to the new, 
highest rate of 39.6%, so the additional tax due as a result of the phaseouts, alone, is $31,680, an increase of 4% over 
the prior-year tax liability.

The tax rate increase, the most critical element of the new laws’ effects on these taxpayers, results in a $79,053 tax 
increase in 2013. In combination, then, the phaseout and rate increase combine for a regular tax increase of $110,733. 
An additional $2,500 must be added to this total to account for the tax rate increase on dividends and capital gains 
in 2013. Thus, the total (non-Medicare) tax increase for this couple is a whopping $113,233, or more than a 15% 
increase over their prior-law income tax liability. 

exhibit iii-a – Tax Increase Summary

Tax increase due to reduction in itemized deductions 25,661$
Tax increase due to reduction in personal exemptions 6,019

79,053
2,500

Tax increase due to 3.8% Medicare tax on net investment income 2,280
Tax increase due to additional .9% Medicare tax on earned income 1,350
Tax increase due to increase in FICA wage base 151
Tax increase due to expiration of 2% FICA wage rate cut 4,274
Total Tax Increase 121,288$

Tax increase due to adjustments to tax brackets, including top marginal rate of 39.6%
Tax Increase due to increase in capital gain/dividend rate to 20% for top tax bracket

Tax increase due to reduction in itemized deductions 25,661$
Tax increase due to reduction in personal exemptions 6,019

79,053
2,500

Tax increase due to 3.8% Medicare tax on net investment income 2,280
Tax increase due to additional .9% Medicare tax on earned income 1,350
Tax increase due to increase in FICA wage base 151
Tax increase due to expiration of 2% FICA wage rate cut 4,274
Total Tax Increase 121,288$

Tax increase due to adjustments to tax brackets, including top marginal rate of 39.6%
Tax Increase due to increase in capital gain/dividend rate to 20% for top tax bracket
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As can be seen in Exhibit III-A, the income tax alone is not the end of the story. The Medicare tax imposed by the 
Health Care laws require an additional tax of $2,280 on their investment income of $60,000. The lapse of the FICA 
tax decrease will require another $4,425 be paid by this couple, and the additional .9% Medicare tax on earned income 
will require an additional $1,350. The total additional taxes this couple will pay under the new law is $121, 288, or 
over 16% greater than their  prior-year tax liability.

In Illustration Three, the taxpayers’ effective rate is 37.1%; marginal rate is 39.6%; and marginal nominal rate 
“with phaseouts” is 40.8%.

A critical part of the analysis of the taxpayers’ situation in Illustration Three is the determination of how much 
of the total tax increase imposed by the new law is attributable to the pass-through income of the S corporation. Es-
sentially, this analysis looks at the taxpayers’ tax position as if there was no pass-through income and calculates the 
tax liability under the new laws. The taxpayers’ entire liability increase associated with the new laws, excluding the S 
corporation income, is $7,119. The increase in their liability, inclusive of the passed through S corporation income 
is $121,288. Thus, the tax increase attributable to the passed-through S corporation income is $114,169.

As the S corporation policy is to distribute cash sufficient to fund tax liabilities, the company will be required to 
distribute at least $228,338 (proportionate distributions to both shareholders) in additional cash to fund the tax.  
Assuming $4,000,000 of S corporation taxable income, the additional cash distribution equates to 5.7% of the yearly 
earnings. In an environment where cash flow is required for growth and expansion, or simply building reserves to 
allow for less risk in a sensitive economy, this additional distribution requirement can be critical.

illustration Four

Illustration Four, as set forth in Exhibit IV, mimics Illustration Three with one critical exception. In this case, the 
taxpayers’ spouse is presumed to work for someone other than the S corporation in which she holds a 50% owner-
ship interest. As a result of her full-time employment elsewhere, she is unable to commit any personal efforts to the 
management and operation of the business conducted in that corporation. Thus, for purposes of Section 469 of the 
Internal Revenue Code, her ownership activity with respect to the S corporation will be deemed to be a passive activ-
ity and any income passed through to her from this activity will be deemed to be passive income.

The primary difference between this illustration and Illustration Three is the requirement that passive income be 
subjected to the new Medicare tax of 3.8% of investment income. The statute defines investment income for these 
purposes as including income from passive activities. Given this definitional inclusion, the Medicare tax, which was 
not imposed under prior law, that must be paid on this income in 2013 is $76,000. This amount is in addition to the 
$2,280 of the new Medicare tax due on the taxpayers’ other investment income.
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exhibit iv – Pass-through Income (Passive)

Prior Law New Law Change
Wages - Taxpayer 300,000 300,000 -
Wages - Spouse 100,000 100,000 -
Interest Income 10,000 10,000 -
Dividend Income 20,000 20,000 -
Capital Gain Income 30,000 30,000 -
Self-employed Income - - -
Pass-through Income 2,000,000 2,000,000 -

Total Income 2,460,000 2,460,000 -
Adjustments - - -
Adjusted Gross Income (AGI) 2,460,000 2,460,000 -

Personal Exemptions (15,200) - 15,200

Itemized Deductions:
   Taxes (Real estate/income) (28,000) (28,000) -
   Taxes (Income - related to pass-through) (61,000) (61,000)
   Mortgage Interest (20,000) (20,000) -
   Contributions - personal (10,000) (10,000)
   Contributions - pass-through (90,000) (90,000) -
Subtotal (209,000) (209,000) -
3% AGI Floor (phase-out) - 64,800 64,800
Total Itemized Deductions (209,000) (144,200) 64,800

-
Taxable Income 2,235,800 2,315,800 80,000

Tax Liability:
 Income Tax on Ordinary Income 734,170 844,903 110,733
 Alternative Minimum Tax (AMT) - - -
 Income Tax on Capital Gains/Dividends 7,500 10,000 2,500
 Medicare Tax on Investment Income - 78,280 78,280
 Soc. Sec. Taxes on Wages 8,824 13,249 4,425
 Medicare Tax on Wages 5,800 5,800 -
 Add'l Medicare Tax on Earned Income - 1,350 1,350
Total Federal Tax Liability 756,294 953,582 197,288

Marginal Nominal Tax Rate 35.0% 39.6% 4.6%
Marginal Federal Rate with Phaseouts 35.0% 40.8% 5.8%
Effective Tax Rate 33.2% 40.4% 7.2%
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Understanding that this liability results from the pass-through of the $2,000,000 of passive income from the S 
corporation, the $76,000 must be added to the $114,169 set out in Illustration Three of additional tax increase already at-
tributable to the S corporation pass-through under an “active” shareholder scenario, as can be seen in Exhibit IV-A.

exhibit iv-a – Tax Increase Summary

Including the new Medicare investment income tax of 3.8% on the passive income of the taxpayers requires the 
corporation to distribute yet another $152,000 (as a result of the proportionate distribution requirement). This will 
likely evolve into a required strategy for most S corporations, at least, due to the need to distribute necessary cash 
to fund shareholder tax liabilities at proportionate ownership levels. Other pass-through entities, primarily limited 
liability companies and partnerships, will have to establish policies that meet the “substantial economic effect” rules 
of Subchapter K, if they wish to do something other than proportionate distributions.  

Adding the $152,000 additional distribution requirement to the S corporation moves the additional tax dis-
tribution to $380,338, or nearly 9.5% of the corporation’s earnings for the year. Keep in mind that this additional 
distribution is in addition to the 40% to 42% that most S corporations and partnerships already distribute under 
prior law mandates!

Tax Increase 
Attributable to 
S Corp Income 

(Active)

Tax Increase 
Attributable to 
S Corp Income 

(Passive) Change
Tax increase due to reduction in itemized deductions 24,077$ 24,077$ -
Tax increase due to reduction in personal exemptions 1,003 1,003 -
Tax decrease due to decrease in AMT 6,943 6,943
Tax increase due to adjustments to tax brackets, including top marginal rate of 39.6% 79,646 79,646 -
Tax Increase due to increase in capital gain/dividend rate to 20% for top tax bracket 2,500 2,500 -
Tax increase due to 3.8% Medicare tax on net investment income - 76,000 76,000
Tax increase due to additional .9% Medicare tax on earned income - - -
Tax increase due to increase in FICA wage base - (151) (151)
Tax increase due to expiration of 2% FICA wage rate cut - 151 151
Total Tax Increase 114,169$ 190,169$ 76,000$

Tax Increase 
Attributable to 
S Corp Income 

(Active)

Tax Increase 
Attributable to 
S Corp Income 

(Passive) Change
Tax increase due to reduction in itemized deductions 24,077$ 24,077$ -
Tax increase due to reduction in personal exemptions 1,003 1,003 -
Tax decrease due to decrease in AMT 6,943 6,943
Tax increase due to adjustments to tax brackets, including top marginal rate of 39.6% 79,646 79,646 -
Tax Increase due to increase in capital gain/dividend rate to 20% for top tax bracket 2,500 2,500 -
Tax increase due to 3.8% Medicare tax on net investment income - 76,000 76,000
Tax increase due to additional .9% Medicare tax on earned income - - -
Tax increase due to increase in FICA wage base - (151) (151)
Tax increase due to expiration of 2% FICA wage rate cut - 151 151
Total Tax Increase 114,169$ 190,169$ 76,000$
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illustration Five

Illustration Five returns to the married couple with two children, but in this scenario the taxpayer runs his own 
small business providing computer consulting services. The taxpayer is a sole proprietor, and his business earns a profit 
of $100,000. In addition to income tax, this income is also subject to self-employment tax. This illustration has been 
prepared to demonstrate the impact the new rules could have on self-employed individuals.  

The spouse is a wage earner (in the capacity of an employee), with total taxable wages of $30,000. The couple’s invest-
ment income includes interest income of $1,000, dividend income of $5,000 and capital gain income of $9,000.

 Since the taxpayer is subject to self-employment tax on the $100,000 earnings from the business, a deduction 
from AGI is allowed, in the amount of one-half of self-employment tax (before taking into account the 2% reduction 
in Social Security tax for 2012). The self-employment tax deduction is $7,065.

As illustrated in Exhibit V, the taxpayers’ total AGI is $137,935, well below the $450,000 threshold that would 
subject their income to higher marginal rates under the new rules. The total allowable decrease to total income under 
prior law federal law includes their personal exemptions for themselves and their two children ($15,200 for 2012 and 
$15,600 for 2013, respectively), as well as itemized deductions of $23,500. 

Note that this couple’s income is also below the AGI level to which the itemized deduction and personal exemp-
tion phaseout applies; thus, there is no change to allowable itemized deductions permitted under prior law.

In this illustration, it is further assumed that they have a home secured by a mortgage, requiring interest payments 
in the amount of $10,000. Additionally, the taxpayers pay real estate taxes of $6,000 and incur state and local income 
taxes of $5,000. The couple’s charitable contributions are assumed to be $2,500.

Based on a calculation of taxes under the new laws, the taxpayers will incur a tax increase of $2,147, or approximately 
a 1% increase, over their tax liability calculated under prior rules. This increase is entirely related to the expiration of 
the 2% reduction of the employee portion of Social Security taxes. The spouse’s Social Security tax on wages increased 
by $600, and the taxpayer’s self-employment tax on business income increased by $1,847, as self-employed individuals 
had also benefited from the 2% FICA recess under the prior rules. Note that the self-employment tax on the taxpayer’s 
business income does not increase by a flat 2%, due to the nature of the self-employment tax calculation.

The main point of focus in this illustration is that taxpayers who earn income from self-employment can be at 
income levels below the thresholds for higher marginal tax rates, yet due to the expiration of the 2% FICA recess in 
the new law, still find themselves with an overall increase in their tax liability compared to prior years.  
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exhibit v – Self-employed Taxpayer

Prior Law New Law Change
Wages - Taxpayer - - -
Wages - Spouse 30,000 30,000 -
Interest Income 1,000 1,000 -
Dividend Income 5,000 5,000 -
Capital Gain Income 9,000 9,000 -
Self-employed Income 100,000 100,000 -
Pass-through Income - - -

Total Income 145,000 145,000 -
Adjustments (7,065) (7,065) 0
Adjusted Gross Income (AGI) 137,935 137,935 0

Personal Exemptions (15,200) (15,600) (400)

Itemized Deductions:
   Taxes (Real estate/income) (11,000) (11,000) -
   Mortgage Interest (10,000) (10,000) -
   Contributions (2,500) (2,500) -
Subtotal (23,500) (23,500) -
3% AGI Floor (phase-out) - - -
Total Itemized Deductions (23,500) (23,500) -

Taxable Income 99,235 98,835 (400)

Tax Liability:
 Income Tax on Ordinary Income 13,366 13,066 (300)
 Child Tax Credit (600) (600) -
 Income Tax on Capital Gains/Dividends 2,100 2,100 -
 Medicare Tax on Investment Income - - -
 Soc. Sec. Taxes on Wages 1,260 1,860 600
 Medicare Tax on Wages 435 435 -
 Self-employed Tax 12,283 14,130 1,847
Total Federal Tax Liability 28,844 30,991 2,147

Marginal Nominal Tax Rate 25.0% 25.0% 0.0%
Marginal Federal Rate with Phaseouts 25.0% 25.0% 0.0%
Effective Tax Rate 15.0% 14.7% -0.3%
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illustration six

The final illustration assumes very similar facts as in Illustration Four (Passive Investment), except that during 
the respective tax year(s) the taxpayers sell their interest in the pass-through entity for a long-term capital gain of 
$5,000,000. Additionally, the pass-through income has been decreased from $2,000,000 (from Illustration Four) to 
$1,000,000, to reflect less pass-through income as a result of the sale. Illustration Six will demonstrate the substantial 
impact that the provisions of the HCA and the ATRA will have on transactions that result in significant capital gains 
for passive investors. 

Additional facts remaining the same are that the taxpayer and spouse are married filing jointly with two children. 
Both are wage earners with taxable wages of $300,000 and $100,000, respectively. The couple has investment income 
including interest of $10,000 and dividend income of $20,000. It is further assumed that the taxpayers have a home 
secured by a mortgage requiring interest payments in the amount of $20,000. 

Additionally, the taxpayers pay real estate taxes of $15,000 and incur state and local income taxes of $74,000. 
The couple’s charitable contributions are assumed to be $100,000.

In this illustration, and as can be observed in Exhibit VI, the taxpayers’ total income is $6,430,000. The total 
allowable decreases to total income under prior federal tax law include their personal exemptions for themselves and 
their two children ($15,200) and itemized deductions of $209,000.  

The ATRA, again, eliminates a substantial portion of these allowable income reductions due to the reinstate-
ment of phaseouts for exemptions and itemized deductions. Under these rules, this couple will lose the entire tax 
benefit of any personal exemptions. They will also lose $167,200, or 80%, of their itemized deductions, which is the 
maximum phaseout. 

As noted in earlier illustrations, the entire $182,400 of disallowed reductions falls directly to the taxable income 
line of the taxpayers, thereby increasing the base on which the top marginal rate is applied by a like amount.

Based on a calculation of taxes under the new laws, the taxpayers in Illustration Six will incur a tax increase of 
$553,298, or a 48% increase over their tax liability calculated under prior rules.
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exhibit vi – Sale of Business Interest (Capital Gain – Passive Investor)

Prior Law New Law Change
Wages - Taxpayer 300,000 300,000 -
Wages - Spouse 100,000 100,000 -
Interest Income 10,000 10,000 -
Dividend Income 20,000 20,000 -
Capital Gain Income 5,000,000 5,000,000 -
Self-employed Income - - -
Pass-through Income 1,000,000 1,000,000 -

Total Income 6,430,000 6,430,000 -
Adjustments - - -
Adjusted Gross Income (AGI) 6,430,000 6,430,000 -

Personal Exemptions (15,200) - 15,200

Itemized Deductions:
   Taxes (Real estate/income) (89,000) (89,000) -
   Mortgage Interest (20,000) (20,000) -
   Contributions (100,000) (100,000) -
Subtotal (209,000) (209,000) -
3% AGI Floor (phase-out) - 167,200 167,200
Total Itemized Deductions (209,000) (41,800) 167,200

Taxable Income 6,205,800 6,388,200 182,400

Tax Liability:
 Income Tax on Ordinary Income 384,170 489,553 105,383
 Alternate Minimum Tax (AMT) - - -
 Income Tax on Capital Gains/Dividends 753,000 1,004,000 251,000
 Medicare Tax on Investment Income - 229,140 229,140
 Soc. Sec. Taxes on Wages 8,824 13,249 4,425
 Medicare Tax on Wages 5,800 5,800 -
 Add'l Medicare Tax on Earned Income - 1,350 1,350
Total Federal Tax Liability 1,151,794 1,743,092 591,298

Marginal Nominal Tax Rate 35.0% 39.6% 4.6%
Marginal Federal Rate with Phaseouts 35.0% 39.6% 4.6%
Effective Tax Rate 18.3% 27.0% 8.7%
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This significant tax increase is primarily attributable to three components of the new laws. Note that the taxpayers’ 
income tax on ordinary income is increased under the new laws by $105,383. Because the taxpayers’ taxable income 
is $6,388,200, and well in excess of the $450,000 threshold mandated by ATRA, the higher rates would apply. As 
the taxpayers’ itemized deductions were reduced by 80%, $66,211 of this increase relates solely to this phaseout, as 
reflected in Exhibit VI-A. 

The taxpayers’ capital gain and dividend income of $5,020,000 is now subject to a top rate of 20%, compared to 
15% under prior law, which results in additional tax of $251,000 under new law. Finally, the last significant component 
of the taxpayers’ increased tax liability is a result of the additional 3.8% Medicare tax on net investment income. As 
a passive investor, all of the taxpayers’ interest, dividend and capital gain income of $5,030,000 will be subject to this 
new tax and, therefore, result in additional tax of $229,140 under the new law. 

As a result of the new laws, the top marginal rate to which they are exposed is 39.6%, and their effective tax rate 
is 27.0%.

exhibit vi-a – Tax Increase Summary

While the significant capital gain in Illustration Six may not be a common occurrence, it nonetheless demonstrates 
the associated additional tax costs that will need to be considered when transactions are being contemplated. Trans-
actions that may have been worthwhile prior to these rule changes may no longer make sense with the additional tax 
costs to the seller. These factors likely contributed to the completion of many business acquisitions prior to the end 
of 2012, which may not have occurred otherwise.  

Tax increase due to reduction in itemized deductions 66,211$
Tax increase due to reduction in personal exemptions 6,019

33,153
251,000

Tax increase due to 3.8% Medicare tax on net investment income 229,140
Tax increase due to additional .9% Medicare tax on earned income 1,350
Tax increase due to increase in FICA wage base 151
Tax increase due to expiration of 2% FICA wage rate cut 4,274
Total Tax Increase 591,298$

Tax Increase due to increase in capital gain/dividend rate to 20% for top tax bracket
Tax increase due to adjustments to tax brackets, including top marginal rate of 39.6%
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Conclusion and Practical Considerations
As can be observed from these simple illustrations, the combination of the Health Care Act with the ATRA adds 

a great deal of complexity to individual income tax planning. Moreover, business tax planning for “pass-through” 
entities takes on a greater level of importance due to the broad reach of the marginal tax increase for individuals, as 
shown in these illustrations.

The combination of tax year 2013 changes mandated by the new laws, as well as the lapse and expiration of 
other tax breaks, affect, literally, many hundreds of provisions of the Internal Revenue Code and involve thousands 
of technical changes. As noted, many of the provisions in that legislation will not become effective until many years 
into the current decade. In addition to the changes discussed in this program, there have been numerous other bills 
affecting the rules for federal taxation in 2012. These legislative pronouncements, in concert with the three primary 
bills, add a new level of complexity and difficulty to the Internal Revenue Code and the tax compliance process, which 
is almost unparalleled in the past.

More important is the cash drain the new legislation puts on the private sector and many businesses. While settling 
the sunset provisions of the Bush-era tax cuts and removing a lot of uncertainty going forward is, indeed, good news, 
it remains to be seen as to whether the additional tax burdens will negatively affect the economy in the long term.

Perhaps, the most important aspect of all of this is that a sharper focus must be applied to tax planning. As with 
all laws, there will be opportunities that become more-readily apparent as future guidance is provided and case law 
starts to break. However, there may be opportunities, even now, that merit careful consideration and require analysis 
and assessment. Failure to take advantage of every opportunity is clearly going to cost more than ever.

The one positive outcome from the new rules is that taxpayers can begin to study and understand them now, and  
strategies can then be developed with more-than-ample time for implementation prior to year end. It is the position 
of Grossman Yanak & Ford LLP, that the time to begin that process is now, and that the tax return processing and 
filing season offers quality planners a unique opportunity to visit their clients’ information in detail and with an eye 
towards 2013 and future years’ planning and tax minimization.

We hope that the materials and discussion in this presentation will work to enhance your understanding of the 
new laws’ major provisions and how they affect you. Obviously, a brief program such as this does not allow for total 
understanding, especially in specific facts and circumstance that differ from those illustrated here today. Should you 
have a question that you wish to have addressed in confidence, please feel free to contact Don Johnston at 412.338.9309 
or johnston@gyf.com

Thank you for attending!
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