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B Y  B R i a N  R .  m i L e S
Although most of the changes resulting from the Patient Protection 
and Affordable Care Act of 2010 — more commonly known as 
Obamacare — won’t become effective until 2014. However, it is 
important to understand that the healthcare overhaul combined 
with the American Taxpayer Relief Act of 2012 will generate several 
important changes in 2013. Whereas none of these changes are 
monumental on their own, when taken together, they are likely to 
be felt by many affluent and high-net-worth (HNW) individuals.

With that in mind, here’s a quick overview of a few important tax- 
related changes that you should be aware of:

N eW  3 .8  Pe Rc e N t  m e D i c a R e  S U Rta x  O N 
i N v e S t m e N t  i N c O m e 
A major change in 2013 is that certain individuals will face an 
incremental tax burden on net investment income. This tax hike 
was passed in 2010 as part of the healthcare reform but the effective 
date was delayed to January 1, 2013. 

Specifically, individuals with modified adjusted gross incomes 
(MAGIs) above a designated threshold (i.e. $200,000 for single 
filers, $250,000 for married couples filing jointly, and $125,000 for 
separate filers) will pay a surtax of 3.8 percent on net investment 
income. For purposes of this new surtax, net investment income 
generally includes capital gains as well as income received from 
annuities, interest, rents, royalties, and dividends but excludes 
social security benefits, distributions from IRAs, qualified plans  
and the like. If a taxpayer reaches the designated MAGI threshold, 
the surtax will apply to the lesser of: 1) the taxpayer’s net 
investment income; or 2) the excess of the taxpayer’s MAGI over 
the applicable threshold. 
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For affluent and HNW taxpayers subject to the new surtax, the best way 
to avoid it is to reduce MAGI below the threshold amounts noted above or 
employ other tax-planning strategies. For example:

•	 Maximize	contributions	to	a	retirement	plan	or	IRA.	Since	appreciation	
is tax deferred, any growth will not generate net investment income. 
Moreover, taxable distributions from these accounts are specifically 
excluded from the definition of net investment income.

•	 Buy	assets	that	produce	income	that	is	specifically	excluded	from	the	
definition of net investment income. For example, municipal bond 
interest is generally tax-free income and is, therefore, not subject 
to the surtax. [NOTE: The current low-interest-rate environment 
and the potential for inflation over the next decade may reduce the 
attractiveness of this option.]

•	 When	possible,	take	advantage	of	charitable	giving	strategies	such	as	
an outright gift of appreciated property or an IRA Charitable Rollover. 
Individuals who are charitably inclined might also benefit from a 
tax-free sale of appreciated real estate or stock through a charitable 
remainder unitrust or the receipt of tax-free payments from a charitable 
gift annuity.

•	 It’s	also	important	to	keep	in	mind	that	tax	rates	on	capital	gains	
are still much lower than ordinary income rates. Therefore, in some 
instances it might be preferable to receive income as a capital gain 
rather than as ordinary income.

a D D i t i O N a L  0 .9  Pe Rc e N t  m e D i c a R e  ta x
In addition to the 3.8 percent Medicare surtax on net investment income, 
the 2010 healthcare reform act also stipulates that higher income taxpayers 
will be subject to an additional 0.9 percent Medicare tax on earned income 
in 2013. This levy applies to all wages, including self-employment income. 
Singles and heads of households will owe this additional tax once their total 
earnings exceed $200,000. Married couples who file joint returns will pay 
the tax on the portion of their earnings in excess of $250,000.

Remember though, this tax doesn’t apply to all earned income, just on 
wages and compensation above an individual’s filing threshold.

F LO O R  O N  D e D U c t i B L e  e x Pe N S e S 
In years past, taxpayers have generally had to incur significant medical 
expenses (e.g. co-pays, prescription drugs, etc.) that are not reimbursed 
from insurance in order to deduct any of those expenses on their personal 
tax return. In fact, the “floor” for deductible unreimbursed medical 
expenses had long been 7.5 percent of adjusted gross income (AGI). 
Therefore, only eligible expenses in excess of 7.5 percent of AGI were 
deductible.

For 2013 and beyond, the “floor” for deductible unreimbursed medical 
expenses for taxpayers below age 65 increases from 7.5 percent of AGI 

to 10 percent. Under this regime, a 40-year-old taxpayer with an AGI 
of $100,000 and $9,000 of unreimbursed medical expenses will have no 
deductible unreimbursed medical expenses on his or her 2013 return. [Note 
that these facts would have left the same taxpayer with $1,500 of eligible 
deductible expenses in 2012.]

F L e x i B L e  S Pe N D i N g  ac c O U N tS 
A Flexible Spending Account (FSA) is one tool that taxpayers can use to 
counter the general lack of deductibility of medical expenses. FSAs allow 
individuals to make pre-tax salary contributions to an employer-sponsored 
account that can be tapped to cover otherwise non-deductible out-of-pocket 
medical and dental expenses that aren’t covered by insurance. Examples of 
such expenses include co-pays on prescription drugs, LASIK surgery, and 
some doctor visits.

Unfortunately, FSAs come with a major drawback since all contributions to 
the FSA during a calendar year must be used or they are forfeited. In years 
past, many individuals would undergo end-of-the-year procedures or stock 
up on over-the-counter drugs in order to avoid the loss of any unused FSA 
balance. However, this strategy is now limited by the Obamacare provision 
that largely eliminates FSA reimbursement for non-prescription drugs. 

It is also important to note that in prior years employers were essentially free 
to set the maximum amount that employees could put into their FSAs.  
This amount generally ranged from $3,000 to $5,000. Obamacare now 
limits annual FSA contributions to $2,500. [NOTE: Some individuals might 
be able to contribute to more than one FSA. For instance, if you and your 
spouse each work for employers who offer an FSA, each could be eligible to 
contribute up to $2,500, for a total of $5,000.]

This change creates significant considerations for many individuals as they 
contemplate healthcare decisions in 2013 and beyond. For instance, if you 
were anticipating a large healthcare expenditure in 2013 that is not or is only 
partially covered by insurance you should be aware that you will probably 
have less in your FSA than in years past to help cover the expense. As a result, 
you should assume that most or all of these expenses might have to be paid 
for with after-tax dollars.

c O N c LU S i O N 
In making tax and financial planning decisions in 2013, it is important 
to recognize that there are many favorable tax-planning opportunities still 
available. As always, though, it is extremely important to consult your tax 
adviser to best determine how changes in the tax environment will impact you. 

At Bridges Investment Management, Inc., we welcome the opportunity to 
collaborate with your other professional advisers to structure a comprehensive 
wealth management plan that is individually suited to your needs and 
objectives. Please feel free to contact any of our professional staff if you would 
like to discuss your financial situation and how you can best structure your 
wealth management approach in 2013 and beyond.  



3

BRiDgeS iNveStmeNt maNagemeNt, iNc. l  QUaRteRLY NeWSLetteR, vOLUme 9

We welcome your feedback! contact@bridgesinv.com

c a Pi ta L  g a i N S  a N D  D i v i D e N D S 
As with income tax rates, the tax rates on long-term capital gains and 
dividends will remain the same as last year for most individuals (i.e. no 
tax for those in the lowest two income tax brackets while taxpayers in the 
25% bracket and above pay 15%). However, the top rate is permanently 
increased from 15% to 20% for taxpayers with taxable income above the 
stated threshold amount ($400,000 for single filers and $450,000 for joint 
filers). The increase in the top rate on long-term capital gains may well 
impact the decision to harvest gains and losses in 2013. 

[NOTE: Obamacare also implements a new 3.8% Medicare tax on net 
investment income.  Thus, the top rate on qualified dividends and long-
term capital gains for many affluent and high-net worth individuals in 
2013 could actually be 23.8%.  Please see “Obamacare and the American 
Taxpayer Relief Act: Tax Changes in 2013” for a more detailed discussion 
of this surtax.]

e S tat e  a N D  g i F t  ta x e S 
As 2012 drew to a close, many were concerned that both tax rates and 
exemption amounts for estates and lifetime gifts would revert to 2001 
levels (55% maximum rate and $1,000,000 exemption). The 2012 Act 
brought much needed clarity to “transfer” taxes for the foreseeable future.

In 2013, the maximum estate and gift tax rate is set at 40% (up from 35% 
in 2012) with an inflation-adjusted exemption of $5,000,000 (equates 
to $5,250,000 for 2013). The generation-skipping transfer tax carries 
the same rate and exemption. The annual gift tax exclusion increased to 
$14,000 per donee.

Also made permanent by the 2012 Act is the portability of the gift and 
estate tax exemption between spouses. Under portability, the exemption 
amount not used by the first spouse to die will be available for use by the 
surviving spouse for gift tax purposes and by the executor of the surviving 
spouse’s estate for estate tax purposes.

c O N c LU S i O N 
Although nearly all affluent and high-net-worth individuals would have 
preferred to see income, capital gains and transfer tax rates remain the 
same as those in 2012, things could have turned out much worse if the 
Bush-era tax cuts had simply been allowed to expire as many had feared. 
Moving forward, there are still planning options available for those who 
are most affected by the 2012 Act. Please contact your tax and financial 
advisers to discuss how the tax rules under the 2012 Act affect you.  

  
B Y  B R i a N  R .  m i L e S
As 2012 wound to a close, many affluent and high-net-worth 
individuals, not to mention their tax, investment and legal advisers, 
anxiously monitored developments in Washington for indications that 
Congress and the president would reach an agreement to avoid going 
over the “fiscal cliff.” Although a comprehensive resolution on all of 
the tax and federal spending issues facing the nation was not achieved, 
a compromise was – the American Taxpayer Relief Act of 2012 (the 
“2012 Act”). Here are a few of the highlights of the 2012 Act that are 
likely to impact affluent and high-net-worth individuals in 2013 and 
beyond:

i N c O m e  ta x  R at e S 
Outside of the debt ceiling and spending on federal entitlements, 
perhaps the most contested issue in the negotiation of the 2012 Act 
was an across-the-board increase in income tax rates for all taxpayers 
(without an agreement the lowest existing bracket {10%} was scheduled 
to be replaced by the 15% bracket; the 25% bracket by the 28% 
bracket; the 28% bracket by the 31% bracket; the 33% bracket by 
the 36% bracket; and the 35% bracket by the new 39.6% bracket). 
Although the 2012 Act leaves income tax rates unchanged for most 
taxpayers, affluent and high-net-worth individuals could see their top 
rate increase from 35% to 39.6%. This change affects single filers with 
taxable income above $400,000 and married filers with taxable income 
in excess of $450,000.

[NOTE: In 2013 an additional 0.9% Medicare tax will be assessed on 
earned income, including wages and self-employment income.  As a 
result of this tax, the top federal income tax rate in 2013 will be 40.5%.  
Please see “Obamacare and the American Taxpayer Relief Act: Tax 
Changes in 2013” for additional information.]
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B R i D g e S i N v e S t m e N t m a N ag e m e N t,  i N c.  is a 
full-service investment management firm located in Omaha, Nebraska. 
The Firm, currently headed by Edson L. (Ted) Bridges III, traces its 
roots to 1945 when Marvin W. Bridges, Sr. became the first investment 
adviser in Nebraska and the 208th in the country to register under the 
Investment Advisers Act of 1940. Clientele include high-net-worth 
individuals, corporate retirement plans and charitable organizations. 

The Firm employs a growth-oriented equity investment philosophy that 
is predicated on the principle that, over the long term, strong company 
financial performance in the form of rising cash flow and earnings drives 
increasing equity valuations. Bridges relies on a veteran investment team 
that has an average industry experience of over 20 years, and enjoys a very 
low turnover rate of both clients and employees which allows the Firm to 
focus on quality, long-term relationships.

Please contact us if you would like more information about how  
Bridges Investment Management, Inc. can help you meet your long-term 
financial objectives. 

Contact Us
Phone: 402.397.4700 
toll-Free: 1.800.939.8401
Fax: 402.397.8617

email:  
contact@bridgesinv.com 

mail:  
Bridges investment  
management, inc.
8401 West Dodge Road
Suite 256
Omaha, Nebraska 68114

Web: 
www.bridgesinv.com
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