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Hello…?
Is anybody out there…?
Can anyone hear me…?
As I sit to write my second “President’s Message,” it’s midDecember, 2012. By the time this actually arrives in your
mailbox, however, it’s possible that all of us will have either (a)
tumbled headlong over the “fiscal cliff” into eternal darkness,
or (b) vanished from the face of the earth in some cataclysmic
event, as the Mayan calendar supposedly prophesized more
than 5,000 years ago. Neither possibility is particularly happy
news for the future of the Philadelphia Estate Planning
Council, or my personal legacy as its last President.
Assuming, however, that you managed to survive the end
of world and are taking a quick break to scan this column
(whew!), it means that there is still work to be done. Clients
will undoubtedly have questions about what just happened
– or is still happening – in Washington, D.C. Families will still
need to save for retirement in an environment marked by
exceedingly low interest rates and volatile equity markets. Tax
planning will undoubtedly become more complex, despite
near unanimous support for simplifying the federal tax
code. And the need to address basic estate planning and life
insurance needs will remain as strong as ever.
As the rules of the game keep changing, the need for our
services as professional advisors will grow even stronger.
That’s the good news. The challenge, of course, is that it also
becomes harder to stay up-to-speed on current developments
and sophisticated planning techniques. It also heightens the
need for us to rely on our respective professional networks,
as we seek guidance in areas beyond our core competencies.
That’s where the PEPC will continue to deliver on its mission.
As things develop in Washington, D.C., you can count on us
continued on page 3

For most attorneys and advisors, the fourth quarter of 2012
became rather crazy, especially in its final weeks as clients
finally “got serious” about planning and new trusts were being
created and funded almost daily. Now that the dust has
settled, what should practitioners do in the cold light of a new
year to make sure that these trusts are appropriately managed
going forward?

Communicate
First off, it is important to take time to clearly communicate
with clients the steps that were taken in late 2012 to fund
trusts or to make gifts. This year in particular, with the
rush to get trusts funded, many settlors may not have fully
understood the implications of the trust being created or the
limitations placed on the assets going forward. As we know, it
continued on page 3
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President’s Message

continued

to keep you informed and connected. For example, I have
expressly challenged our Roundtable Committee to organize
and deliver “real time,” interactive programming in the early
weeks of 2013 that will give our members opportunities to
stay abreast of current developments and to ask questions of
some of the region’s top attorneys and tax advisors.
Similarly, take a minute to review the schedule of upcoming
PEPC events that you’ll find elsewhere in the pages of this
newsletter. Over the coming months, we’ll host a nationally
recognized speaker on emerging legal issues in the life
insurance arena (Steve Serfass of Drinker Biddle); we’ll hear
from a highly regarded attorney specializing in the use of
trusts to minimize state income taxes (Richard Nenno of
Wilmington Trust); and we’ll be visited by an economic policy
expert from the Baltimore/Washington area whom the estate
planning councils of that region consistently rate among their
most informative and enjoyable speakers (Anirban Basu of the
Sage Policy Institute). A brief sample of Anirban’s insight can
be found later in this newsletter.
As if all this weren’t enough, PEPC members will have
opportunities to attend our annual Ethics Forum, dedicated
networking events, our ever-popular golf and tennis outing,
and what promises to be a truly memorable Annual Meeting
at the spectacular new Barnes Foundation on May 9, 2013.
Clearly, our Committees are working harder than ever to
deliver terrific value to our members. And I want to invite
anyone with suggestions on new (or improved) ways to
expand our member benefits to share them with the Board of
Directors by emailing me directly at meskin@janney.com.

Best Practices

continued

can take several meetings before the basic terms and esoteric
provisions of trusts are fully understood. Over the years, I have
had hundreds of clients in my offices offering up their estate
or trust documents and saying that they do not understand
the terms or, worse, being surprised when limitations arise
under the trust documents. Long summaries of document
terms and provisions often end up stored in the envelopes
they were mailed in and the clients do not understand the
nuances of the structures created. Pictures, diagrams (with
at least size 12 font for our aging eyes!) and conversations are
the best way to ensure that there is an understanding of the
trust structures.

Clarify
With any sophisticated estate plan or trust structure, the
details matter. It is important that your clients understand
the ongoing requirements for “care and feeding” of a strategy.
Are there Crummey notices to be made? How often are the
insurance policies to be reviewed? Who is responsible for
making annuity payments from a GRAT? Who calculates
and distributes income from a trust with mandatory
continued on page 4

Visitors to the PEPC website (www.philaepc.org) will note that
for more than 70 years our mission has been to “advocate
and assist in the spreading of knowledge concerning estate
planning among members of the Council.” While I suppose
it’s remotely possible that those pesky Mayans and their
truncated calendar could throw a wrench in our long-term
plans, I’m confident that the PEPC will continue to deliver on
that promise for many more years to come. As R.E.M., one of
my favorite rock groups of the 1980s, once sang:
“It’s the end of the world as we know it.
It’s the end of the world as we know it.
It’s the end of the world as we know it.
And I feel fine.”
Best wishes to everyone for a happy, healthy and
professionally rewarding 2013.

3

Philadelphia Estate Planning Council

Best Practices

continued

distribution provisions? What discussions need to occur with
beneficiaries?

Coordinate
I remember attending a panel discussion of business owners
who had sold their businesses. All of them lamented the lack
of integration among advisors and the structure of various
business models (billable hours being the main culprit) that
seemed to dissuade attorneys and other advisors from being
as proactive with advice and education as these clients would
have liked.
In an effort to foster better coordination among advisors and
to ensure that the trusts created are successful, here are a few
“next steps” to take now that the rush to fund the trusts has
subsided.
1. Establish clear investment policy guidelines.
While most investment firms require, as part of their
account documentation, a statement of the investment
goals for the account, this is not sufficient for trust
operations. A well drafted investment policy statement, with
asset class guidelines and risk parameters, should be drafted
for every trust. The investment policy statement should also
contain a summary of the trustees’ view on investing for the
account, whether relying on active or passive managers,
expectations for performance and fees as well as providing
a protocol for the review and amendment of the policy
statement. Copies of the investment policy guidelines
should be reviewed with the beneficiaries at the annual
meeting, particularly if the trust was designed to hold
concentrated positions or illiquid assets, both to protect
the trustees as well as to ensure that the beneficiaries
understand the risks inherent in the portfolio and can
take steps to address liquidity constraints in their personal
investments.
The act of creating investment policy guidelines for the trust
can provide clarity as to the amount of income expected
from trust investments. Where trust income is expected
to be consumed by the beneficiaries, the trustee should
also review the ability under state law to allocate between
principal and income and the impact of distributing
principal on the investment portfolio. Documenting at
inception the goals for the trust and the plan for allocating
principal and income, particularly if there is an expectation
that principal will be taken out of the trust only in certain
circumstances, can provide clarity to the beneficiaries as to
future cash flows as well as to the investment team to build
a proper asset allocation for the portfolio.
As part of this investment discussion, clients may need to be
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educated on how the investment structure for their assets
will change now that the assets are in trust. Even if the
asset allocation remains unchanged, the trustees’ liability
for oversight of trust assets requires proper supervision and
documentation of the assets.
2. Document the plans created.
It is important to have both formal, and comprehensible,
summaries of the trusts created and the future planning
opportunities discussed as part of the trust creation. This
is also a good time to review the use of side letters with
clients and allow them to document their intent in their
own words, emphasizing that these letters are not legally
binding but can provide guidance to the trustees on the
operation of trusts. For those who created long dated
trusts, questions to consider include the desire to benefit
those closer in lineage to the grantor or to operate the
trust in a way to maximize the return to future generations.
When and how might the trustees decide to dissolve
the trusts? What behaviors or concerns are paramount
to the grantor in designing the trust and in the future
administration of trust assets? Writing these down while
the plan is “fresh” in everyone’s collective memory can help
to ensure that the trust meets its objectives.
If your clients’ selected grantor trust status for the trusts
created in 2012, make sure the trustees and settlor
understand the tax implications of the trust and that the
accountant is aware of the trust for reporting purposes. In
particular, document carefully the manner in which the
grantor status may be “turned off” by the settlor. Likewise,
document any planning techniques considered when
creating the grantor trust (such as subsequent sales of
assets or exercise of the power of substitution) and share
the strategies with the rest of the client’s advisors to ensure
everyone is aware of further gifting opportunities with the
trust. Finally, with higher expected income tax rates, the
continued liability for taxes on trust assets could be a rude
awakening for some grantors.
3. Invest in Trustee Education.
Individual trustees should be well educated in the scope
of their duties and obligations in the role as trustee. For
many, this education will include clarifying the obligations
to provide a basic housekeeping or administrative tasks
for trust operations (mailing of Crummey notices, proper
funding and timelines for insurance trusts, copies of
investment statements and proper trading authorizations)
while other trustees will need to have more sophisticated
techniques documented for their files. All trustees should
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continued

be aware of the heightened need for recordkeeping and
should be encouraged to obtain insurance that covers their
liability as trustees. Where the trustee is likely to be unable
to meet the administrative duties, it is worthwhile to explore
“agent for trustee” services offered by most of the major
financial institutions. For a reasonable fee, the trustees can
be assured that the trust will be run appropriately while
the settlors and beneficiaries can feel confident that the
individuals chosen are receiving the appropriate support.
4. Determine operational responsibilities.
It is important to list out all the tasks associated with the
trust operations and make sure that someone is responsible
for every task. For example, trusts requiring mandatory
distributions, either annually or at specific ages, will need
to have someone responsible to calculate and execute on
the distributions. If there is no corporate trustee in place,
either as a full fiduciary or as “agent for trustee,” this task
usually falls to the attorney or accountant. Make sure the
individual trustees understand what obligations they may
have to oversee other advisors and that alerts are properly
calendared on multiple systems.

notification requirements applicable to your trust with your
clients and ensure that they are aware of their obligations.
Many clients prefer to have their other advisors participate
in these discussions, either at the time of the notification,
or shortly thereafter, to walk the beneficiaries through
the terms of the trust or to help them understand the
implications of investment decisions in trust assets.
7. Review bank accounts to confirm proper set up and titling of
assets.
In the rush to create trusts in the final weeks of the year,
many clients were opening accounts with little time to fully
review and communicate the operational aspects of the
trust. It is worthwhile to review the account documentation
with the trustees to ensure that the account structure
matches the needs of the trust. Some attorneys prefer
that ILITs hold non-interest bearing checking accounts so
the automatic sweep function of the account may need to
continued on page 6

5. Ensure all gift tax returns are properly filed, with valuations
attached as needed to ensure proper disclosure.
There does not seem to be any hard or fast rule as to who
should file the gift tax return and, in my experience, it
distributes fairly evenly between the drafting attorney
taking responsibility and the client’s accountant. If it is
not the drafting attorney, be sure that the accountant
(or whomever is responsible) knows the gift occurred,
understands the structure and any specific reporting
obligations and has copies of all relevant valuation
information necessary to substantiate the returns if
questioned. As many clients routinely file extensions, the
gift tax returns are unlikely to be filed for several months
and last minute gifts may be forgotten. Hopefully, all
parties had sufficient time before the gifts were made in
2012 to account for gifts made earlier in the year and to
do proper calculations. As we all have had the “forgotten”
gift appear when the accountant begins to collect the
supporting documentation for income and gift tax returns,
plan to review the gift tax returns with the client to ensure
that any taxes due, if above available exemption, are paid at
this time.
6. Clarify whether notifications have to be made to
beneficiaries of the trust and at what time.
State laws vary as to when and how notifications have to be
made to beneficiaries of trusts. It is important to review the
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be affirmatively turned off. Likewise, this is a good time
to review what trading permissions are on the accounts,
who is receiving duplicate account statements and make
sure that all relevant parties have the appropriate contact
information and wiring instructions for funds transfers as
needed. It is also a good time to review the status of the
trust as a qualified purchaser or accredited investor with the
settlor, the trustees and/or the beneficiaries. Many times
an investor is surprised to learn that investments they are
able to do personally are not available to trusts because of
higher asset value limits for these entities.
8. Pay attention to Record Keeping.
Carefully walk your clients through the requirements
for maintaining proper books and records for the entity
chosen and identify who is responsible for the upkeep
of these records. For trusts, this can include the usual
documentation (accounts statements, trust documents,
Crummey notices and waivers, payment authorizations
etc.) but should also contain records of communications
with beneficiaries, investment policy guidelines and of
course, all tax documents. For partnerships, ensure that
the client understands the need for regular meetings and
maintenance of proper formalities in running a business.
Expand the discussions to include accountants and
investment professionals here to ensure that authorizations
for trading and investments reflect the partnership structure
and that proper communication of all relevant information
is going to the right parties. For foundations, the basic
requirement to maintain books and records should include
the formal meeting minutes as well as documentation of
grants made, publication requirements depending on state
jurisdictional requirements, as well as the creation and
adherence to formal investment policy guidelines. A good
practice to adopt is to schedule a periodic “compliance”
discussion with your clients to ensure that the vehicles
chosen (partnerships, for example) are being operated in
accordance with the ever-changing tax law in the area.
9. Prepare for Audits.
The IRS’ Global High Wealth Industry audit initiatives and its
techniques will expand in the coming years to touch more
of our clients and the recordkeeping needed to comply
with the audits will be far beyond what most families,
including family offices, routinely have in place. At a
recent CFA Institute of Philadelphia event, Daniel Carmody,
Esq., of counsel in the tax department of Morgan Lewis
& Bockius provided some great insights into the audit
process as well as recordkeeping requirements expected
by the audit teams. In particular, some segments of the
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IRS will now trigger the audit process at as little as $1
million in annual income and the IRS teams are taking a
broad enterprise approach to audits, moving from income
tax to gift tax to payroll tax, etc., and requiring very quick
turn-rounds on document requests. This focus by the IRS
on tax compliance, in their search for more tax revenues,
underscores the need for formal protocols for client
recordkeeping, both in physical and electronic form. In my
work with clients, we routinely pull and scan the client’s files
to create electronic summaries of important documents as
well as formal records to substantiate the proper operation
of various entities.
10. What if you or the client feels they made a mistake?
With all the rush to plan and make gifts, I expect there will
be some remorse in the New Year when clients realize the
implication of gifting assets, especially if tax rules change
or income tax rates increase. Every attorney has different
provisions in their documents to allow for transfers to
new trusts, decanting or termination of trust assets. It is
worthwhile to review these with your clients. Likewise,
the client should work with their investment advisors to
periodically update and review the financial forecasts for
the client’s remaining assets. If the trust is overfunded, the
legal and investment solutions will vary by situation.

Conclusion
Every practitioner knows that even the best estate plans
can go awry without proper attention to the administrative
details. With the rush to transfer assets in 2012, it is possible
that clients may not have understood, or perhaps retained,
the nuances of the structures that were put in place. In
addition to the file memos and notices to clients, take the
time to reach out to clients with clear, concise reminders of
the steps that need to be taken. If you are able, reach out to
their other advisors to ensure that they are aware of the tasks
that may fall to them, or clearly communicate to the client the
need to transmit information. A few minutes now to get the
proper support in place for your structures will ensure a high
degree of success for the plan over time.
Holly Isdale is the founder of Wealthaven, a consulting firm focused
on family business and family office matters. She is a tax attorney
by training, with over 20 years of Wall Street experience leading the
investment and estate planning teams at several large institutions.
Her work with private trust companies includes creation of the entity,
establishing ongoing operational and family governance structures and
providing administrative and investment oversight.
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Welcome Back Party
This year the Welcome Back Party was held October 4 at the
Ruth and Raymond G. Perelman Building, an annex of the
Philadelphia Museum of Art. The event was sponsored by the
Private Client Group at Chartis. Katja Zigerlig, Vice President,
Fine Arts, Wine & Jewelry Insurance with Chartis Private Client
Group gave a brief presentation.

Sam and Shirley Wurtzel

Kit McCarty and Director Mary LeFever

Frank Marcucci, Director Michael Schiff and Past President Al Gibbons

Director Rise Newman, Lisa Holland, President Mark Eskin and David
Blackman

Tom Mesko, Dan Soderberg and Pat Meller

David Kovsky, Amy Shkedy and Alexander Sanford
Vince Mitchell, Joe Keleher and Director Adam Sherman
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September Luncheon Program

Good Governance: Policies
Every Estate Planner
Needs to Know to Ensure
Successful and Compliant
Private Family Foundations
Martha (Frannie) Reilly

Sponsor Michael Smolarski from Abbot Downing, Speaker Carlyn
McCaffrey and PEPC President Mark Eskin.

The Philadelphia Estate Planning Council
Thanks Our Platinum Sponsors

As estate planners, you are involved in many important
aspects of your clients’ decisions from forming private family
foundations to running them. In this position, you serve
not only as an estate planner but also a counselor to your
client for major decisions. When clients seek your advice
for important decisions, it is crucial to keep in mind that the
issues that they present may have legal implications.
As more and more private family foundations are formed,
the IRS has established rules and regulations that necessitate
good governance practices to ensure compliance with
these IRS rules and regulations. A violation of any of these
rules and regulations could result in steep penalties and
the revocation of the beneficial tax status associated with
having a private family foundation. It is important as estate
planners for you to encourage private family foundation
managers to create and follow policies to ensure compliance
with these IRS requirements.
These rules and regulations apply to both operating and
non-operating private family foundations. Operating private
family foundations are foundations that are actively engaged
in charitable activities. Non-operating private family
foundations are those that primarily support other charitable
organizations. As will be discussed later, the specifics of
how these rules and regulations are applied to operating
and non-operating private family foundations will vary but,
nonetheless, they must be followed to remain compliant
with the IRS.
This article will discuss the increasing compliance
requirements set forth by the IRS and the need for estate
planners and private family foundations to remain current on
these IRS requirements.

Timely IRS Filings
In order to avoid a revocation of tax-exempt status, private
family foundations must have a policy in place to ensure that
all required IRS filings – from a 990-PF to changes required
to be reported to the IRS – are filed on a timely basis. It is
important for this policy to have dates for when the 990
needs to be filed, the types of changes that require notice
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continued

to the IRS and an annual review built in to ensure that the
policy is being followed and that required filings have been
made.
Last year, over 275,000 nonprofit organizations had their
tax-exempt status revoked by the IRS for failure to comply
with the annual filing requirements of the Pension Protection
Act of 2006. On August 17, 2006, the Pension Protection Act
of 2006 (the “PPA”) was signed into law. The PPA requires
the IRS to automatically revoke the tax-exempt status of
any nonprofit organization that was required to file an
annual return (Forms 990, 990-N, 990-EZ or 990-PF) but
failed to do so for three consecutive years. The revocations
are mandatory and automatic under the PPA. Prior to the
enactment of the PPA, smaller nonprofit organizations
were not required to file an annual return. Those nonprofit
organizations who were not informed of the changes in the
law continued their practice of not filing any annual returns.
As a result, their tax-exempt status was automatically
revoked.
As estate planners, it is important to ensure that your clients
are aware of this new law and incorporate these filing
requirements into their IRS filing policy. If the private family
foundation does not make an annual filing with the IRS, its
tax-exempt status will be automatically revoked.
One way to remain current and aware of new IRS rules and
regulations is to become a subscriber to the IRS’ Exempt
Organization Newsletter: https://public.govdelivery.com/
accounts/USIRS/subscriber/. The IRS will provide free e-mail
updates regarding issues of tax policy and services provided
by the IRS. The Exempt Organization Newsletter also
provides news releases from the IRS relating to tax-exempt
organizations; new forms, guidance and other publications;
upcoming IRS training events and any changes to the IRS
Charities and Nonprofits website. As an estate planner, this
is a great newsletter to receive to ensure that you remain
current with these updates. The newsletter is also important
for private family foundation board members, executive staff
and employees.
In addition, estate planners and private family foundation
managers should bookmark and frequently check the IRS’
recently released website: http://www.stayexempt.irs.
gov/. In addition to providing overviews for becoming a
tax-exempt organization, the website provides in-depth
discussions on maintaining tax-exempt status and expanding
the nonprofit organization’s knowledge on common taxexempt organization issues.

Distribution Requirements
With the Tax Reform Act of 1969, private family foundations
are required to make distributions to recognized charities.
Specifically, Internal Revenue Code Section 4942 requires
that private family foundations must make annual eligible
charitable expenditures that equal or exceed approximately
five percent (5%) of the value of the endowment. In order to
ensure compliance, private family foundations need to have
a spending policy in place to mandate that a calculation of
the total assets is performed each year and that at least five
percent (5%) has been or will be distributed. The failure to
make this distribution will result in significant penalties.
This means that as an estate planning professional, it is
important for you to work with your clients to ensure that a
spending policy is established and followed. Understanding
whether your client is an operating or a non-operating
private family foundation will help to determine the exact
amount that is required for the charitable expenditures.

Conflict of Interest and Self-Dealing
In working with managers of private family foundations, it
is important to always remember that these organizations
must be run like a business. There must be board meetings
with meeting minutes taken, written approval of decisions
from officers and board members and proper record
keeping. A private family foundation cannot speak for itself
continued on page 10

October Luncheon Program

Sponsors from Value Management, Susan Wilusz Marano and Past
President Andrew Wilusz, with Speaker John Porter and President Mark
Eskin.
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so actions that the foundation takes must be supported in
writing. An auditor should be able to review the corporate
minute book of the private family foundation and have an
understanding for major decisions that were made along
with who supported making those decisions (i.e. the Board
and/or officers).
Also, the IRS strongly recommends that private family
foundations adopt and adhere to a conflict of interest policy.
A conflict of interest policy ensures that a private family
foundation’s officers, directors, trustees and key employees
maintain their required fiduciary duties to the foundation
and do not engage in self-dealing. In fact, on the Form 990,
the IRS asks whether the foundation has a conflict of interest
policy and if officers, directors, trustees and key employees
are required to disclose conflicts of interest under the policy
and how the foundation consistently monitors and enforces
the policy. The IRS even requests that the foundation
provide a description on a separate schedule of how the
foundation monitors and enforces the policy.
Any violations of the IRS’ restrictions against conflicts can
result in excise taxes and penalties against the private family
foundation. Any violations of the IRS’ restrictions against
self-dealing can result in penalties against the private family
foundation and penalties against the individuals involved in
the self-dealing.

to ensure that it is substantiated with accurate data and
then this data should be kept with the board decisions on
compensation in the private family foundation’s corporate
minute book.
In working with your clients, the role of the estate planner
often goes beyond providing advice on your client’s estate
and develops into serving as a business counselor. It is
important to understand what requirements must be met
in order to ensure that your work in forming the private
family foundation is beneficial to your client for the long
term and that your client is well-prepared to effectively run
a private family foundation. These recommended policies
and procedures will demonstrate to your clients your
understanding of the IRS rules and regulations as they apply
to private family foundations.
Martha (Frannie) Reilly is a part of the Nonprofit Organizations practice
at Fox Rothschild LLP and is based out of the firm’s Philadelphia, PA
office. She was recently selected as a 2012 “Lawyer on the Fast Track” by
the Legal Intelligencer. She can be reached at 215-299-2784 or mreilly@
foxrothschild.com.

Determining Compensation
Traditionally, family members have played a significant role
in the governance of a private family foundation. While
family members may, and still often do, serve as directors,
trustees, officers and/or employees of the private family
foundation, it is important to make sure that an impartial
third party is reviewing the compensation of these
individuals.

November Luncheon Program

Therefore, it is crucial to have a policy on the process
for determining compensation if these family members
serve as directors, trustees, officers and/or employees and
also receive a salary for these services. First, these family
members must demonstrate that they legitimately serve
the function that these roles require. Then these family
members must show that the work that they perform in
these roles validates the salary that they receive.
One method for establishing this justification is to have a
policy on the process for determining compensation that
requires the use of data of comparable compensation for
similarly qualified individuals in functionally comparable
positions at similarly situated organizations. In making this
demonstration, a third party should review this information
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Sponsors David Bloom (Newsletter Co-Chair) and Jennifer Fox
from Hawthorn, PNC Family Wealth with speakers David Stein
and Todd Angkatavanich, President Mark Eskin and Hawthorn CEO
Thomas Melcher.
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Innovative Uses of ESOPs in
Estate Planning for Business
Owners
David Ackerman and John Boxer

I. Introduction
During the 1980’s and 1990’s, Congress created a number
of truly remarkable tax incentives designed to encourage
employers to establish employee stock ownership plans (or
“ESOPs” as they commonly are called). The purpose of this
article is to show estate planners that it could be well worth
their time to gain a basic understanding of ESOPs so that they
can recognize important estate planning opportunities for
their business-owning clients. This article will be presented in
two parts. In this first part, an explanation of how ESOPs work
will be provided, together with a discussion of how ESOPs
can be used to address several common estate planning
problems typically confronted by successful owners of private
businesses. In the second part of the article, which will be
published in the next edition of this newsletter, examples of
how ESOPs can be used in estate planning will be presented,
with a focus on how ESOPs can be used to facilitate transitions
in the ownership and management of closely held businesses
and how ESOPs can be effectively combined with other
estate-planning techniques.

II. Summary of Tax Incentives for ESOPs
The special tax incentives for corporations to establish ESOPs
may be summarized as follows:
(1) an individual may sell stock of a closely-held C
corporation to an ESOP on a tax-free basis if (a) the ESOP
owns at least 30 percent of the stock of the sponsoring
employer immediately after the sale, and (b) the sale
proceeds are reinvested in securities of other U.S.
corporations;
(2) if a corporation uses an ESOP to obtain a loan, it will
be entitled to take tax deductions with respect to both
the interest and the principal payments on the loan,
instead of deducting the interest only, as in the case of a
conventional corporate loan; and
(3) an ESOP that holds shares of an S corporation is not
subject to federal income taxation on its share of the
corporation’s income.

III. General Description of an ESOP
A. Basic Legal Requirements
1. General. An employee stock ownership plan is

a tax-qualified employee benefit plan designed to
invest primarily in stock of the sponsoring employer.
The basic tax attributes of an ESOP are similar to
those of a qualified profit-sharing or pension plan:
(a) contributions to an ESOP are deductible by the
sponsoring employer (within applicable limits); (b)
income earned by an ESOP is exempt from tax; and (c)
the participants in an ESOP are not required to recognize
any taxable income in connection with allocations of
employer contributions or earnings to their accounts
until their benefits are withdrawn from the plan.
Employer contributions to an ESOP may take the form of
stock of the employer, cash, or other property. If cash
is contributed, the trustees of the ESOP may use the
cash to purchase stock of the employer. The maximum
amount that a corporation may deduct with respect
to contributions to a nonleveraged ESOP generally is
25 percent of the compensation paid to all employees
participating in the plan for the taxable year.
B. Requirements for Tax Qualification
The general requirements for qualification by an ESOP
for the tax benefits described above are the same as for
other tax-qualified retirement plans. Briefly stated, the
most important of these requirements are the following:
(1) contributions must be made to a trust, which must be
administered for the exclusive benefit of the participants
in the plan and their beneficiaries;
(2) participation in the ESOP must be available to a broad
cross-section of employees (but union employees may
be excluded);
(3) benefits under the ESOP must not be provided on a basis
that discriminates in favor of officers, shareholders, or
highly compensated employees (but benefits may be
allocated in proportion to the relative compensation of
participating employees); and
(4) the plan must comply with certain minimum vesting
standards.

IV. The Tax-Free Rollover
One of the tax incentives that has spurred great interest in
ESOPs for private companies is the opportunity provided
under Section 1042 of the Code for a tax-free rollover of
the proceeds from a sale of stock of a C corporation to an
ESOP if the proceeds are reinvested in securities of other
U.S. corporations. A sale of this kind of stock to an ESOP will
continued on page 12
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qualify for tax-free treatment if the following conditions are
satisfied:
(a) immediately after the sale, the ESOP owns at least 30
percent of the total value of the common stock of the
employer; and
(b) the sales proceeds are reinvested within twelve months in
“qualified replacement property,” a specially defined term.
It is important to note that the first requirement for rollover
treatment, that the plan must own at least thirty percent
of the outstanding stock of the corporation, is applied
immediately after the sale is closed. Because the thirtypercent requirement is applied after the sale, an ESOP may
be established for the purpose of enabling one or more large
stockholders to sell all or a significant portion of their stock to
the ESOP on a tax-deferred basis.
The second requirement for tax-free “rollover” treatment is
that the seller must reinvest the sales proceeds in certain
kinds of property. There are two components to this
requirement. First, the reinvestment must be made within
what is referred to in Section 1042 as the “replacement period.”
This means the period which begins three months before the
date on which the sale occurs and which ends twelve months
after the date of the sale.
The second component of the reinvestment requirement is
that the seller must purchase “qualified replacement property”
with a cost equal to the amount realized on the sale to the
ESOP. The selling stockholder will be subject to tax on the sale
to the ESOP to the extent that the sale proceeds exceed the
cost to the selling stockholder of the replacement property.
Speaking generally, the term “qualified replacement property”
can be defined as stocks and bonds of U.S. operating
companies. Government securities and shares in mutual funds
do not qualify as replacement property for purposes of the
ESOP rollover.
If the requirements of Section 1042 are satisfied, the seller
may elect to defer all tax on the sale of his or her stock to the
ESOP. However, the seller’s basis in the replacement property
will be reduced by the amount of the untaxed gain on the
sale. Thus, Section 1042 operates to provide a tax deferral,
not a complete avoidance of tax. The gain deferred on the
sale of the employer’s stock to the ESOP will be taxed when
the replacement property is sold. However, even this deferred
tax can be avoided if the taxpayer holds the replacement
securities until his or her death, at which time his or her heirs
will be entitled to a stepped-up basis in the replacement
securities equal to their fair market value at the date of the
seller’s death. Other techniques by which the Section 1042
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tax deferral can be turned into permanent tax avoidance
include (a) designating noncallable, long-term corporate
bonds as qualified replacement properties and then trading
in margin accounts secured by the bonds, and (b) transferring
qualified replacement properties to charitable remainder
trusts.

V. Tax-Advantaged Financing with ESOPs
The fiduciary rules applicable to employee benefit plans
generally prohibit an employer that sponsors an employee
benefit plan from lending money to the plan, guaranteeing a
loan to the plan, or providing collateral for a loan to the plan.
However, a special exemption is provided for loans to ESOPs
where the loan proceeds are used to acquire common stock of
the sponsoring employer.
This special exemption for ESOP loan transactions provides an
incentive to use an ESOP as a financing tool. The advantage
to a corporation of using an ESOP to obtain a loan is that
it may take deductions with respect both to the interest
and the principal payments on the loan, instead of merely
deducting the interest as in the case of any other kind of a
loan. This is because the employer obtains a deduction for
plan contributions that are used to repay principal on an ESOP
loan.
To illustrate, a simple leveraged ESOP transaction would be
arranged in the following manner:
(1) the ESOP would borrow funds from a commercial lender;
(2) the ESOP would use the loan proceeds to purchase
shares of the sponsoring company either from the
company, which then would have the use of the loan
proceeds, or from the shareholders of the company; and
(3) the company would guarantee the loan and make
annual cash contributions to the ESOP in amounts
sufficient to amortize the loan and would be able to
deduct the amounts so contributed (both the portion
applied toward the payment of principal as well as the
portion applied toward the payment of interest).
For example, if a corporation arranges a $1 million ESOP loan,
the company will be entitled to $1 million in tax deductions in
connection with the repayment of the loan that would not be
available if the loan were arranged in a conventional manner.
If the corporation is in the 35-percent tax bracket, the $1
million in tax deductions will yield $350,000 in tax benefits. In
effect, the company will be required to repay only $650,000 of
the loan. The government will pay back the rest of the loan in
the form of tax benefits.
A variation on the loan structure described above would
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be for the lender to make the loan to the company, to be
followed by a second “inside” loan from the company to the
ESOP on essentially the same terms as the company loan. If
the terms of the inside loan mirror the terms of the bank loan,
the tax results will be the same as in the case of a direct loan
to the ESOP. The principal repayments still will be deductible
because the company will make annual tax-deductible
contributions to the plan in amounts sufficient to amortize the
loan from the company to the ESOP. The amounts paid by the
ESOP trustee to the company to amortize the company loan
will constitute tax-free loan repayments and can be used by
the company to amortize the bank loan. In most situations,
lenders will prefer this dual-loan structure because they
believe it provides them with a stronger security interest in
the assets of the sponsoring employer that are pledged to
secure the loan.

VI. S Corporation ESOPs
Great tax-savings opportunities are available with S
corporation ESOPs. These opportunities can be illustrated
most dramatically by considering a corporation all of the stock
of which is owned by an ESOP. If that corporation makes the
S election, there will be no current federal tax on its annual

income. The corporation will not be subject to tax under
the general S corporation rules and, although the income
will be passed through to its sole shareholder (the ESOP), no
shareholder-level tax will be imposed because the ESOP is a
tax-exempt entity. In effect, the income tax will be deferred
until the participants in the ESOP receive their benefits
(and they may further defer their tax liability by rolling their
benefits over into IRAs).
Where an ESOP company has shareholders in addition to
the ESOP, tax savings still will be available by making the S
election, but the impact on the corporation’s cash flow will
not be nearly as positive as in the case of 100 percent ESOP
ownership. This is because, in most cases, S corporation
shareholders must withdraw sufficient funds to cover
payment of their taxes on the corporation’s income. If tax
distributions are required to be made to the shareholders
other than the ESOP, a proportionately-equivalent distribution
also will have to be made to the ESOP, even though it will
incur no tax liability, because otherwise the economic rights
associated with the ESOP’s shares will be different from those
continued on page 14
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associated with the other shares. This, of course, would violate
the one-class-of-stock rule for S corporations and result in
termination of the S election.
Many S corporations have arranged for 100-percent ESOP
buyouts. Selling shareholders often help finance these
buyouts by accepting subordinated notes in partial payment
for their shares. The rates of return for the selling shareholders
on these notes typically are enhanced with an “equity kicker”
in the form of warrants. These warrants typically have
little value at the time of the ESOP transaction, but can be
expected to appreciate dramatically over time and, therefore,
can be ideal properties with which to make gifts that can be
expected to dramatically reduce estate taxes upon the donor’s
death.
The tax deferral available for sales of C corporation stock to
an ESOP is not available for sales of S corporation stock to
an ESOP. However, it may be possible for a shareholder who
desires to arrange for a tax-deferred sale to an ESOP to obtain
the best of both worlds by arranging for the sale to close in
a year when the plan sponsor is a C corporation and for the
S election to be made effective for a later year. As discussed
above, only shares of a C corporation may be sold to an
ESOP on a tax-deferred basis. However, once an S election is
terminated, it cannot be reinstated for five years.

VII. Putting it All Together – Estate Planning for
Business Owners with ESOPs
A. Business Perpetuation
The tax-free rollover provisions of Section 1042 of the
Code provide some of the best tax and financial planning
opportunities now available for owners of closely-held
businesses. Under Section 1042, a number of common
business planning problems can be addressed on a taxfavored basis. For example, an ESOP can be used to buy
out the interest of a retiring stockholder and may serve as
an attractive alternative to selling a business to outsiders,
especially where there is a desire to keep control of the
business within a family or key-employee group. If the funds
required to purchase the retiring stockholder’s interest must
be borrowed, an ESOP can be used to reduce the financing
costs.
B. Diversification of Wealth
An executive of a closely held corporation who has most of his
or her wealth tied up in the stock of that corporation may also
desire to diversify his or her investment portfolio well before
retirement, and Section 1042 provides a tax-favored means
for doing so. If a business owner fails to take advantage of
the tax benefits available for the sale of stock to an ESOP, the
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opportunity to utilize an ESOP may still exist after his or her
death. Where an estate contains a large block of closely-held
stock, the executor may need to raise cash to pay estate taxes
by selling a portion of the stock back to the corporation.
Normally, the corporation would use after-tax dollars to
redeem the stock. However, an ESOP provides a mechanism
for the corporation to redeem the stock on a tax-deductible
basis. If an ESOP purchases the stock, the corporation can
make tax-deductible contributions to the ESOP to enable the
ESOP to pay for the stock, rather than utilizing after-tax dollars
to redeem the shares directly from the estate.
C. Buying Out Dissident Shareholders
An ESOP also may serve as a useful vehicle for buying out
dissident stockholders. Because of the opportunity for tax-free
treatment on the sale of the shares, the dissident stockholders
may be willing to sell at a reduced price, and the tax benefits
associated with ESOP loans can reduce the cost of financing
the buy-out. Similarly, an ESOP also may serve as a useful
vehicle for facilitating a divorce settlement where stock of a
closely-held corporation constitutes the primary asset of the
divorcing couple. In that situation, after the divorce, both
spouses are likely to continue to hold stock of the company.
This will be unsatisfactory to both of them. The spouse who
continues to work in the business will not want his or her
ex-spouse as a partner, and the spouse who does not work
in the business will not desire to hold stock in a corporation
that he or she does not control. The spouse not working in
the business likely will need or desire dividend distributions,
and the spouse working in the business likely will prefer to
reinvest earnings in the business and expand operations. The
working spouse, of course, will be able to withdraw needed
funds from the company in the form of tax-deductible
compensation and “perks.” Disputes over whether dividends
should be declared and over whether the working spouse’s
compensation is excessive are likely to develop. This kind
of situation can be avoided by arranging for the spouse not
working in the business to sell his or her stock to an ESOP. The
tax deferral available under Section 1042 of the Code should
make it easier for the parties to reach an agreement as to the
terms of the sale, and the ability of the company to borrow
funds for an ESOP transaction on a tax-advantaged basis will
facilitate financing of the transaction.
David Ackerman and John Boxer are partners of Morgan, Lewis &
Bockius LLP, an international law firm headquartered in Philadelphia.
Mr. Ackerman works out of the firm’s Chicago office, and he is one of the
most experienced ESOP lawyers in the country. Mr. Boxer works out of
the firm’s Philadelphia office, and his practice is concentrated on estate
and tax planning for owners of closely held businesses and other high net
worth individuals.
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Men of Vision Award
The Women’s Initiative of the Philadelphia Estate Planning
Council has created the Men of Vision award to honor male
members of the Council who have, throughout their career,
championed the advancement of women in their professional
careers.
After receiving several nominations, the inaugural 2012 award
was given to the three of the four founding members of
Heckscher, Teillon, Terrill and Sager, P.C: Martin A. Heckscher,
L. Pierre Teillon, Jr., and John A. Terrill, II (as a woman, the
fourth founding member, Margaret E.W. Sager, didn’t qualify
for the award). They have all worked to effectively promote
the professional development and success of their female
colleagues which is reflected in the higher than average
ratio of women to men (nearly 50/50) at both the partner
and associate level at their law firm. They have created an
environment where all their staff – male and female – can
grow and thrive.

President Mark Eskin and Treasurer Rebecca Rosenberger Smolen with
recipients John A. Terrill, II, Martin A. Heckscher, and L. Pierre Teillon, Jr.

This award was presented at the November 27th luncheon
meeting at The Union League.
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Impact of the Patient
Protection and Affordable
Care Act starting in 2013
Madeline T. Janowski, CPA

As of this writing we are just two weeks past the election.
Taxpayers and advisors are anxiously waiting for a bipartisan
compromise that would limit the tax increases and spending
cuts scheduled for 2013 as a result of the sunset of the Bush
tax cuts. Expectations are high that an agreement to avoid
the fiscal cliff will be reached, although we don’t know what
form it will take and whether the relief will be significant or
modest. As everyone has heard and read over the last few
months, the changes we are facing include higher ordinary
income tax rates for all taxpayers, taxation of dividend income
at ordinary income tax rates rather than the more favorable
long term capital gains tax rate and an increase on the tax
rate for long term capital gains from 15% to 20%. Hopefully
modifications will be made to limit the tax increase on most, if
not all, taxpayers.
In addition to the above uncertain tax changes, there are
other concrete tax increases taking effect in 2013 that are
the result of the Patient Protection and Affordable Care Act.
The Act was signed on March 23, 2010 and upheld by the
Supreme Court in mid 2011. Some provisions, including the
extension of health care coverage for dependents until age
26 in group health plans, are already in effect. Other changes
will begin to impact taxpayers starting in 2013. How will these
provisions affect taxpayers? Individual taxpayers and trusts
both face the new 3.8% Medicare Tax on net investment
income if modified adjusted gross income and net investment
income exceed certain levels. This surtax is in addition to
regular income tax on the same income.
What are the breakpoints that can cause the additional tax
on net investment income to apply? For individual taxpayers,
the tax can apply if modified adjusted gross income (MAGI)
exceeds $200,000 for single taxpayers, $250,000 for a joint
return or surviving spouses and $125,000 for married
taxpayers filing separately. The tax applies to the lesser of the
taxpayer’s net investment income or the amount that MAGI
exceeds the above amounts. MAGI equals adjusted gross
income plus any foreign earned income exclusion allowed in
computing adjusted gross income for the year. The following
are two examples of the calculation of the amount subject to
the new tax.
• Single taxpayer has net investment income of $15,000 and
has MAGI of $205,000. Since the income over the breakpoint
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for a single filer is less than the amount of net investment
income, the tax will be imposed on the excess over MAGI, or
$5,000.
• Married couple filing jointly with net investment income
of $50,000 and MAGI of $240,000 would not be subject to
the tax since their MAGI does not exceed the breakpoint of
$250,000.
“Net investment income” is investment income reduced by
allowable investment expenses. Investment income includes
interest, dividends, annuities, royalties, passive rents, nonbusiness capital gains and trade or business income that
is a passive activity to the taxpayer. Tax exempt income
and distributions from qualified retirement accounts are
not included in net investment income. In addition, the
excludable part of gain on the sale of a principal residence
is not part of net investment income for this calculation, but
gain in excess of the excludable portion would be included in
net investment income.
For estates and trusts, the tax is imposed on the lesser of
undistributed net investment income or the excess of the
trust’s AGI over the dollar amount at which the highest
estate and trust tax bracket begins ($11,650 in 2012). The
tax does not apply to trusts which are devoted to charitable
purposes, to trusts that are tax exempt under Code Sec. 501,
or charitable remainder trusts exempt from tax under Code
Sec. 664.
Individuals may also be subject to an additional 0.9%
Medicare Tax on Compensation and/or Self-Employment
Income. Currently the Medicare tax on employee
compensation or self-employment income is limited to 2.9%.
In the case of employee compensation, the employer and
the employee each pay 1.45% of the tax. A self-employed
individual pays the entire 2.9%. The new law imposes an
additional 0.9% tax on the amount of compensation and/or
self-employment earnings that exceed $200,000 for single
taxpayers, $125,000 for married taxpayers filing separate
returns and combined employee compensation and selfemployment income in excess of $250,000 for married
taxpayers filing joint returns. Employers will be required
to withhold the tax on employee compensation in excess
of $200,000. Employers will only withhold based on the
employee’s earnings, so married couples may find they are
under withheld if combined earnings exceed $250,000 but
separate earnings do not exceed $200,000, or over withheld
if one spouse has income over $200,000 but the other spouse
has no earned income.
In addition to the increased taxes described above, individual
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taxpayers under the age of 65 face an increased threshold
of 10% of AGI for the deduction of medical expenses on
Schedule A. The threshold remains at 7.5% for those over age
65 through 2016.
A new limitation has been placed on the maximum amount
that may be reimbursed for medical expenses under a
cafeteria plan. Currently there is no limitation on the amount
that may be deferred and reimbursed under a Health Flexible
Spending Plan, other than limits imposed by the provisions
of the plan document. For tax years beginning after 2012, a
$2,500 limit has been imposed on the amount of medical
expenses eligible for reimbursement under a Health
Flexible Spending Plan.
Other provisions of the Affordable Care Act which become
affective after 2012 include:
•

A 2.3% excise tax on the sale of defined medical
devices. The excise tax rate is paid by the manufacturer.
This provision takes effect for sales after December 31,
2012.

•

Beginning in 2014, most U.S. citizens and legal residents
will be required to maintain minimum essential health
insurance or face a penalty to be paid with the taxpayer’s
income tax return. Certain low income taxpayers and those
whose income is below the filing threshold are exempt
from the requirement.

•

A premium assistance tax credit will be provided to low
and middle income individuals and families toward the
purchase of health insurance starting in 2014. The credit
subsidizes the cost of insurance provided by an Exchange,
a state established basic insurance program. The credit is
available to low income families with household income
at least 100% but not more than 400% of the federal
poverty line who do not receive health insurance under an
employer plan, Medicaid or other acceptable coverage.

provide and contribute to health insurance for employees are
complex and are not applicable until 2014. We can expect
additional clarification of these rules over the coming months.
Madeline T. Janowski, CPA is a Senior Tax Director with BDO USA, LLP
in Philadelphia, Pennsylvania. Her practice concentrates on closely
held business and tax services for high net worth individuals. Material
discussed is meant to provide general information and should not be
acted on without professional advice tailored to your individual needs.

THANKS TO OUR 2012-2013
LUNCHEON SPONSORS:
September 24

–	Wells Fargo Private Bank and
Abbott Downing
October 23
– Value Management, Inc.
November 27
– Hawthorn, PNC Family Wealth
January 22
– Drinker Biddle & Reath, LLP
February 19
– Wilmington Trust Company
March 19 (Breakfast) – Offit Kurman

Also beginning in 2014, employers who average at least 50
full-time employees during the preceding calendar year
may be required to offer and contribute to their workers’
health insurance or pay a penalty. Any employee working
an average of 30 hours per week is considered full time and
other employees are counted on a pro-rata basis. However,
the “pay or play” penalty can only be imposed if any full-time
employee is certified to the employer as having purchased
health insurance through a state Exchange with respect
to which a premium tax credit or cost-sharing reduction is
allowed or paid to the employee.
The rules relating to the requirement for individuals to
maintain health insurance and for certain employers to
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PEPC Annual Holiday Party
The Down Town Club was the location of the December 3
Annual Holiday Party. Sponsors of the event included BNY
Mellon, CBIZ, Pall Mall Art Advisors and Appraisers and
Atelier Art Services. Those attending were requested to
bring a new children’s book for the national Reach Out and

Read Program. Children’s Hospital physicians and nurse
practitioners will distribute the books to young children in
need. A total of 33 prizes were given out to lucky guests. A
list of the prizes and winners is available through the PEPC
Office. (staff@philaepc.org)

Past President Scott Small and Kara Chickson

Jordan Rosen, Donna Coulson and Michael Friedberg

Treasurer Rebecca Rosenberger Smolen and Past President Andrew
Wilusz

Lisa Holland, Director Lise Newman and Timothy Holman

Secretary Doug Simon, Scott Isdaner and Director Peggy Robus

Tom Forrest and Past President Al Gibbons
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Andrew Black, Director Walter Van Buren, President Mark Eskin, Sigrid
Lundby and Robin Manix

Marc Klebanoff, Past President David Watson and Director Mary LeFever

Dodie Theune, Secretary Doug Simon and Amy Parenti

Courtney Booth, Bill Haines, Carol Neilson and Angela Hudson

Jeannette Leighton, Director Huldah Robertson, Gary Lux and Laura
Weiner

Past President Andrew Wilusz with Vice President Kathleen Kinne
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PEPC Annual Holiday Party

Bob Miller, Past President Al Gibbons and Bill Haines

continued

Marc Klebanoff with Kirsten Rogers from CHOP with the book collection

New Member Breakfast
The annual new member breakfast was held October 2 at
the Rittenhouse Hotel. New members learned of the various
committee activities from committee chairs.

Rebecca Rosenberger Smolen,
Treasurer, Co-Chair Membership
and Vice Chair Programs

Andrew Haas, Director and
Co-Chair Newsletter Committee
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Director Peggy Robus and
Co-Chair Ethics Committee

New members at breakfast

Secretary Doug Simon with new member Robert Stewart

Debbie Chiumento, Director and Co-Chair
Women’s Initiative Committee
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Welcome New Members
Rosemary Adamietz
Alexia Baiman, Esq.
Nicole Bennett Price
Brian D. Booth
Ross E. Bruch
Michael A. Casey, CPA
Sarah Chappell
Jay Cherney
Jonathan S. Corle
Joseph J. Dimaio, Jr.
Joseph Dionisio
Jennifer Drahos
James D. Dunsmore, ChFC, CLU
Tim Fisk
Bruce Goodman
Regan M. Greco
Cathy Green
Adam Gusdorff, Esq.
Robert T. Hastings
Lydia C. Holiat
Seth D. Horwitz
Todd Jarden, CFA
Rhonda J. Jones
Allen Kardoley
Michele A. Leahy, MS
Ari B. Lustig
Megan McCrea
Carolyn D. Meisel
Tom Mesko
Brandon Mogyoros, Esq.
Steven Narbus, CFP
Carol Neilson
Justin O’Malley
MaryLou Ominski
Patricia Owens
Amy Parenti
Rebecca J. Peikes
Jaclyn Scholl
Clark B. Stossel, CTFA
George M. Vasiliadis
Robert Vogel, CFP
Sheila Weiner

BNY Mellon
Cozen O’Connor
BNY Mellon
Rockwood Wealth Management
Saul Ewing LLP
Savran Benson LLP
Hawthorn - PNC Family Wealth
Wealth 360
Corle Enterprises, LLC
West Capital Management
Deutsche Bank Trust Company, N.A.
Abbot Downing - Wells Fargo
LPL Financial
Glenmede Trust Company, N.A.
Merrill Lynch
Goldman Sachs Trust Company
Marcum LLP
Heckscher Teillon Terrill & Sager
Navistar Partners, LLC
The Haverford Trust Company
The Haverford Trust Company
PBGW
Prudential Insurance Co. of America
Abbot Downing
First Financial Group
Chambers of Judge Lois E. Murphy
Ross & McCrea LLP
Heckscher Teillon Terrill & Sager
The Philadelphia Foundation
Cozen O’Connor
BNY Mellon
CN Consulting
JP Morgan
BNY Mellon
JP Morgan
Freeman’s
McGladrey LLP
Glenmede Trust Company, N.A.
TD Wealth
Vasiliadis & Associates
Comprehensive Investment Solutions, LLC
Intervention Associates

21

Philadelphia Estate Planning Council

A Look Back at the 2012
Economy and How 2013
is Shaping Up
Anirban Basu

Hard to Disappoint When Expectations are
Already So Low
In some ways, 2012 was a replay of 2011. The economy had
significant momentum coming into the year due to surging
financial markets and ambitious consumers. In fact, the U.S.
economy expanded 4.1 percent during the fourth quarter of
2011.
But by the midway point, it was clear 2012 would be another
lackluster year from an economic perspective. True, certain
aspects of economic activity picked up, including housing
starts and auto sales. New car sales have been running at
better than a 14 million annualized pace for much of 2012.
In 2011, 12.8 million new cars were sold, and the nation
produced just 608,800 housing starts. More recently, the
annualized pace of housing starts has been in the range of
750,000.
In large measure, the improvement in these sectors is due to
Federal Reserve policy. America’s central bank has continued
to pump liquidity into the economy, hammering away at the
cost of funds in the process. The 30-year fixed mortgage rate
fell well below 4 percent while the 15-year fixed rate fell well
below 3 percent. Predictably, many Americans have taken
advantage of these rates to refinance or to actually participate
in the housing market by selling one home and purchasing
another. Data indicate the housing market bottomed out
at the end of 2011 and has been on the upswing ever since.
However, price increases remain modest and credit remains
elusive for all but the most credit-worthy households.

Another 2 Percent Year
The International Monetary Fund (IMF) predicts the U.S.
economy will end up expanding 2.2 percent in 2012 in
real terms. Other economists forecast a number closer to
2 percent. In any case, the year will go down as another
lackluster one for America. But the United States is hardly
alone. The IMF recently downgraded its estimates for global
economic growth in 2012 from 3.5 percent to 3.3 percent, and
from 3.9 percent to 3.6 percent for 2013. In fact, the global
economy has slowed for much of 2012. The Chinese economy
is now expanding at a less than 8 percent pace, while India’s
economy is expanding less than 5 percent. Both economies
experienced more than 10 percent expansion in 2010. The
Eurozone economies are collectively shrinking, with output
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plummeting in both Italy and Spain.
Naturally, this serves as an economic headwind as U.S. export
growth slows even in the face of a weak U.S. dollar. According
to the Bureau of Economic Analysis and U.S. Census Bureau,
the U.S. monthly international trade deficit expanded from
$42.5 billion in July to $44.2 billion in August. Exports of
goods and services fell by $1.9 billion to $181.3 billion. Among
the categories to register export declines were industrial
supplies and materials, food and beverages, and consumer
goods.
A slowing global economy is scarcely the only economic
headwind—and it may not even be the most important
one. In 2011, the nation wrestled with a host of factors that
ultimately resulted in a summer soft patch, including high
gasoline prices, rising food prices, the earthquake in Japan
and the debt ceiling debates. America came within a whisker
of default last year, which had a chilling effect on financiers,
and ultimately on construction.
2012 has been shockingly similar. At certain points, the
nation has dealt with rising gas and food prices, and
tensions in Europe and the Middle East have diminished
global transparency and confidence. But perhaps the most
significant source of uncertainty is America’s fiscal cliff
emerging from Washington, D.C.
The fiscal cliff has three components: 1) automatic
sequestration or automatic federal spending cuts totaling
$109.3 billion per annum beginning Jan. 2, 2013, and ending
in 2021; 2) the scheduled lapse of the Bush tax cuts on Jan. 1,
2013; and 3) the end of the payroll tax, which would subtract
another $114 billion in spending power next year. Add it all
together, and America is heading for an accidental austerity
program totaling $700 billion, or approximately 4.5 percent
of gross domestic product. Federal Reserve Chairman Ben
Bernanke, among others, has indicated recession in 2013 is
virtually assured if the nation falls off its fiscal cliff.
This helps explain why Bernanke remains such an aggressive
participant in the nation’s economic affairs. Though his
current term ends in January 2014, he basically has assured
economic stakeholders that he will strive to maintain an
ultra-low interest rate environment into 2015. On top
of that, Bernanke recently announced another round of
quantitative easing, which will involve purchasing $40 billion
in collateralized mortgage-backed securities indefinitely.
While these pronouncements and policies may support
economic growth, they also reflect the chairman’s deep
concerns regarding the ongoing underperformance of the U.S.
economy.
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Looking Ahead
The U.S. economy faces some difficult months ahead as the
federal government’s fiscal cliff approaches. Even in the
absence of a dive off the federal precipice, the nation will
struggle to achieve significantly more than 2 percent growth
next year, though under certain scenarios 3 percent plus
growth is possible, particularly during next year’s latter half.
Federal spending growth is likely to be slow and may turn
sharply negative.
Mr. Basu will be the speaker at our breakfast meeting at The Union
League on Tuesday, March 19.
Anirban Basu is Chairman & CEO of Sage Policy Group, Inc., an economic
and policy consulting firm in Baltimore, Maryland. He currently lectures
at Johns Hopkins University in micro-, macro-, international and urban
economics. Mr. Basu is also chairman of the Baltimore County Economic
Advisory Committee and economic advisor to the Baltimore-Washington
Corridor Chamber of Commerce. Mr. Basu earned his B.S. in Foreign
Service at Georgetown University in 1990. He earned his Master’s
in Public Policy from Harvard University’s John F. Kennedy School of
Government, and his Master’s in Economics from the University of
Maryland, College Park. His Juris Doctor was earned at the University of
Maryland School of Law in 2003.

Member News
Rebecca Rosenberger Smolen, Esq. and Amy Neifeld
Shkedy, Esq. who worked together in the Private Client
Services Group at Wolf Block, LLP at the time of its dissolution
in 2009, have reunited to establish Bala Law Group, LLC.
Lee B. Zeplowitz, CPA, CFP, of the The Zeplowitz Group,
makes Philadelphia Magazine’s 2012 Five Star Wealth
Manager List for the 3rd Consecutive Year. These wealth
managers who make this list provide exceptional service and
overall satisfaction for their clients. This level of excellence
is achieved by fewer than 7 percent of the wealth managers
in our area. Lee was selected as a 2012 winner under the
category of Estate Planning.
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Mark Your Calendar
2012-2013 Luncheon Programs – 11:45 – 1:45 p.m.
All education programs are held at The Union League,
140 South Broad Street, Philadelphia.

January 22, 2013

Topic: ”Emerging Legal Issues in the Life Insurance Industry:
A few million here, a few million there, and before long
it’s real money.”
Speaker: Stephen A. Serfass, Drinker Biddle & Reath LLP
Philadelphia, PA
Sponsor: Drinker Biddle & Reath LLP
February 19, 2013

Topic: Minimization or Avoidance of State Income Tax Issues
for Trusts
Speaker: Richard W. Nenno, Esq., Wilmington Trust
Wilmington, DE
Sponsor: Wilmington Trust
March 19, 2013 – Breakfast Meeting

Topic: Economic Update

Speaker: Anirban Basu, Sage Policy Group, Inc.
Baltimore, MD
Sponsor: Offit Kurman

See Mr. Basu’s
Article
on Page 22!

Thursday, May 9, 2013
Annual Meeting/Seminar/Reception
The Barnes Foundation
2025 Ben Franklin Parkway
4:30 – 5:00 registration
5:00 – 7:00 program
7:00 – 9:00 reception/gallery access
Monday, June 3, 2013
Annual Golf/Tennis Outing
Golf – St. David’s Golf Club
845 Radnor Street Rd, Wayne PA 19087-2716
Tee Time: 12:30 p.m.
Tennis – Merion Cricket Club
325 Montgomery Avenue, Haverford, PA 19041
Round Robin: 2:30 p.m.

Register at www.philaepc.org

