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The 3.8 Percent Healthcare Tax

“Say hello to my little friend!”

quips, “Say hello to my little friend!” He could

easily have been introducing the new healthcare
tax." Estate-planning attorneys, financial advisors, trust
officers and certified public accountants attend innu-
merable seminars, some lasting up to a week, to strat-
egize on how best to save their clients from dreaded gift
and estate taxes. However, the new healthcare tax also
deserves special attention because it’s efficiently attack-
ing clients’ wallets now.

I n the movie “Scarface] Al Pacino inhospitably

Estate Tax

Congress realizes that only a couple thousand estates
pay federal estate tax each year. It isn’t a substan-
tial revenue raiser for the federal government
because so few estates actually pay it. Past Treasury
Secretary Lawrence Summers estimates that about
1 percent of the $1.2 trillion in assets inherited last
year were taken in estate tax. It accounts for only about
$14 billion, roughly 0.32 percent of all federal tax col-
lections.” Also, many effective strategies are available to
minimize or eliminate the estate tax.

It’s irrelevant for most families and almost voluntary
for many others. In other words, for most Americans,
the federal estate tax is something akin to a great white
shark. When someone swims in the ocean, the thought
of being bitten by a shark may enter that person’s mind,
even if only fleetingly. The reality is very few Americans
will ever meet a great white shark, other than on their
TVs, and very few Americans will ever pay estate taxes.
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Healthcare Tax

Conversely, the applicability of the 3.8 percent health-
care tax can’t be compared to the odds of meeting a great
white shark or paying estate taxes. Why? The answer
may surprise you. Millions of families are currently
paying the new healthcare tax. Millions. And, they may
well pay this tax every single year until they die. So, the
healthcare tax may be better compared to living with an
incurable, constant, painful backache.

Its estimated that 3.7 million families will pay the
healthcare tax in 2013. It’s anticipated that 7 million fam-
ilies will be subject to the tax nine years from now.’ The
federal government expects that the federal estate tax
will raise about $20 billion in revenue in 2013, but
the healthcare tax alone will raise perhaps twice that
amount in 2013.

Why will there be 7 million or more taxpayers pay-
ing the healthcare tax within the next decade? The
healthcare tax thresholds aren’t indexed for inflation.'
Therefore, in a way, this new tax resembles the alterna-
tive minimum tax (AMT). The AMT, originally, was
relevant to only a few of the highest earners. Over time
and after inflation, the AMT also affected middle class
taxpayers. Comparing the healthcare tax to the AMT
offers a window into how the new tax may evolve.

Phaseouts
High-income taxpayers are familiar with the concept of
phaseouts, which effectively raise their marginal income
tax rates. Examples include elimination of the standard
deduction, elimination of deduction for dependents
and reduction in the value of itemized deductions. The
removal of these deductions raises clients’ marginal tax
rates materially beyond those published in the Internal
Revenue Code.

Similarly, the healthcare tax may be higher than
advertised. In calculating the tax, not all expenses
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relating to passive income are actually deductible. The
fact that some of these deductions are effectively
phased out makes the healthcare tax rate higher than
3.8 percent. While the exact tax rate will be different for
every taxpayer, it's not unreasonable to think that the tax
could effectively be 3.9 percent or higher.

An initial reaction might be, “How significant can a
tenth of a percent be?” Phasing out the deductions used
to calculate the healthcare tax could translate to an extra
$1 billion in revenue, annually. And, that’s precisely why
the healthcare tax phaseouts were implemented—to
quietly raise an extra billion dollars, or more, every year.

In case you feel unimpressed by a paltry billion dol-
lars in annual taxation, think about the Foreign Account
Tax Compliance Act (FATCA). All the attention and
anguish over FATCA will generate less than $1 billion
per year in additional revenues.’

Strategies to Minimize Impact
There are strategies available to minimize the impact of
the healthcare tax. Those strategies include investing
in municipal bonds because that income is exempt
from the healthcare tax calculation. To the extent
possible, taxpayers can defer income, so that they don't
cross the adjusted gross income tax thresholds. Using all
available retirement planning vehicles, like an individual
retirement account or 401(k), can also be helpful.
Charitable remainder trusts (CRTs) are also use-
ful, to an extent, because income payable to a ben-
eficiary can be deferred. While CRTs aren't subject to
the healthcare tax, distributions to beneficiaries are.’
Furthermore, the CRT payments can be spread over
time, allowing the CRT beneficiary to smooth income
and, perhaps, minimize the impact of the healthcare tax.
Investors in real estate can spend more time in the
management of their real estate holdings, so that they
become “active; rather than “passive;” investors. Income
from active participation in real estate isn't subject to the
healthcare tax. Real estate investors also have the one-
time option in 2013 to group their separate real estate
holdings together to more easily qualify for “active” tax
treatment.’
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Life insurance contracts are another intriguing idea.
Earnings inside policies accumulate income tax-free
and aren't subject to the healthcare tax. Distributions
from life insurance policies should often be excluded
from the tax.

Irrevocable Trusts

Another critical consideration involves taxation of irre-
vocable non-grantor trusts (INGTs) because the income
of non-grantor trusts is also subject to the healthcare

It’s imperative to analyze the
impact of the healthcare tax on an
INGT at its creation and before its

grantor trust status changes.

tax.” Planning for existing INGTs can be especially chal-
lenging, since those created before 2013 were probably
not done so with this new tax in mind. Its important
to note that the healthcare tax isn't directly applicable
to grantor trusts; however, the income from the grantor
trusts may be subject to tax on the grantor’s return.”
This is significant because many clients eventually
become fatigued with paying income taxes generated by
the grantor trusts they created. Any client who's created
a grantor trust should be aware that the revocation of
grantor trust status could trigger the imposition of the
healthcare tax.

It’s imperative to analyze the impact of the healthcare
tax on an INGT at its creation and before its grantor
trust status changes. It's now especially important to
think and plan strategically for the future of irrevocable
trusts.

For example, if Dad creates an irrevocable grantor
trust with Mom as trustee and funds the trust with shares
in the business Dad actually operates, will that trust be
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obligated to pay the healthcare tax when the grantor
trust status is revoked or at Dad’s death? If Daughter is
active in the business, perhaps the trust should provide
that Daughter will act as successor trustee at Dad’s death
or when the trust no longer qualifies as a grantor trust.
Daughter, even if she’s active in the business as an indi-
vidual, may also need to be active in the business in her
capacity as a trustee."

Why? The Internal Revenue Service has taken the
conservative position that the trustee of an INGT must
beactive on a “regular, continuous, and substantial” basis.
This standard can pose quite a challenge for any trustee
and be especially burdensome for institutional trustees.

Making distributions to multiple
beneficiaries has the benefit of
spreading trust income among

beneficiaries who may not be

subject to the tax.

For example, imagine that Bank Z is acting as trustee of
an INGT that owns all the stock of a manufacturing busi-
ness. Bank Z likely isn't active in the manufacturing busi-
ness. The IRS holds the position that income and/or
dividends from the business to the trust are subject
to the new healthcare tax. Unfortunately, designating
a special trustee may not be helpful.” It’s interesting to
note that the IRS lost the Mattie K. Carter Trust case, in
which a trustee was deemed to materially participate in
operating a ranch through its agents.”

Challenging Position

Accordingly, the new healthcare tax has placed trustees
in a challenging position. Does a trustee follow the
Carter case and not pay the tax, or does the trustee com-
ply with the IRS’ view, possibly resulting in the imposi-
tion of the tax? Can you say “damned if you do, and
damned if you don’t?” One decision will make the IRS
unhappy, and one decision may make trust beneficiaries
unhappy. Given the uncertainty in the law, it'’s conceiv-

22 TRUSTS & ESTATES / trustsandestates.com

able that trustees may simply punt the question and pay
out the income to the trust beneficiaries, at least until
the law in this area becomes more settled. Furthermore,
making distributions to multiple beneficiaries has the
benefit of spreading trust income among beneficiaries
who may not be subject to the tax. That allows for at least
the possibility of more of the income distributed falling
below the threshold for application of the healthcare tax.

Until this issue is settled, it's wise for all trustees and
individual taxpayers to become better acquainted with
their new little friend, the 3.8 percent healthcare tax.
And, then, consider a deliberate plan to avoid it. 3
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