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The bottom line for taxpayers: much confusion, difficulty in designing their estate plans and other investments, and high professional fees trying to sort it all out. 


 





Congressional dysfunction is not limited to financial oversight, immigration, energy policy, or health care.   It is also abundant in tax policy.    Taxpayers are currently facing major challenges in tax planning and so far there is little evidence that Congress will timely resolve them.   


Many of the challenges stem from the 2001 Tax Act.  In order to keep its budgetary impact down, the Act contained a sunset provision, which in 2011 repeals the cuts enacted by the Act. The estate tax is the poster child for the challenges that emanate from the sunset provision. 


The 2001 Tax Act increased the exemption from estate tax from $1 million to $3.5 million per taxpayer and reduced the estate tax rate from 55% to 45%.  Under the sunset provision, no estate tax applies for taxpayers who die in 2010 and, in 2011, the estate tax laws revert back to pre-2003 levels, or $1 million exemption per taxpayer and a top rate of 55%.   The after-tax estate left for a decedent will vary greatly depending on the year in which he or she dies.  For example, if a  taxpayer with a taxable estate of $10 million dies in 2009, the estate tax would be $2,925,000 if the taxpayer died in 2009,  the estate tax would be $0; and if the taxpayer dies in 2010, the estate tax would be $5,500,000.  As the commercial says, even kids know this is not fair.   To further complicate matters, the 2001 Tax Act prohibits a step up in basis of estate assets to fair market value for taxpayers dying in  2010 when no estate tax applies, which may ultimately cost the heirs more than if estate tax had been imposed and the step up permitted.  At the very least, this rule will subject the heirs to the difficult, if not impossible, task of proving the decedent’s basis in the estate assets when they are later sold.     


The sunset provision affects more than estate tax.   The top marginal rate on income will revert back to 39.6% (from the current 33%), the capital gains rate will revert back to 20% from 15%, and the 15% tax rate on dividends will expire, causing dividends to be taxed at the ordinary income tax rates up to 39.6%.  


Other significant tax issues not being dealt with include the alternative minimum tax (“AMT”).  It is projected to hit 27 million taxpayers for 2010 up from 4 million.   AMT mostly impacts taxpayers in high tax states like California as state and local taxes are not deductible for AMT.  


 A number of tax credits routinely relied upon by taxpayers and – at least historically- routinely extended by Congress have expired.   These include energy conservation credits, the research credit and the deduction for state and local sales taxes.  The proposed legislation also included extension of unemployment benefits,  a provision to subject all Subchapter S income to social security tax, and a provision to tax hedge fund managers at ordinary income tax rates instead of capital gain rates on at least a portion of their “carried interests”- a share in the profits of the hedge fund which hedge fund managers have reported as capital gain taxed at lower rates even though received for services rendered rather than for investment of capital.   Some in Congress thought hedge fund managers should pay tax at the same rate as other workers who get paid for services and are taxed at ordinary income tax rates. These provisions provoked much outcry and expensive lobbying by Wall Street and business interests and the legislation failed.     








CONGRESSIONAL DYSFUNCTION AND ITS IMPACT ON TAXPAYERS   





            Tax Trivia 





In 2008, the IRS paid more than $270 billion of refunds to individual taxpayers





 (a)�
10 percent�
�
(b)�
20 percent�
�
(c)�
30 percent�
�
(d)�
40 percent�
�
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