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Proposed 2017 Tax Reform: What Do You Need to Know?

One of the biggest platforms on which President Trump
campaigned was tax reform. This potential reform includes
modifications to the current estate and gift tax system as
well as income and capital gains taxes. History has shown
that making such changes may take several months if not
longer, and, depending upon when the changes occur, they
may or may not be retroactive to January 1, 2017. While
details are yet to unfold, let’s consider what we know to be
possible changes in the coming year and most importantly
what this means to your financial plan.

or not receive in the event of a terminal illness.
These are essential documents, regardless of your
position in relation to the estate tax that will allow you
to direct your assets after your lifetime.
2.

Any repeal of the federal estate tax is likely to be
temporary. The estate tax has been repealed 22 times
most recently by a tax act in 2001 and replaced with a
gradually decreasing rate until 2010, but was reinstated
in its current form in 2011. Given the state of the national
debt and the lucrative nature of this tax, it is important
to consider how a future president may re-enact the
tax. We must also consider the Byrd Rule, which allows
senators to object to any bill that increases expenditures
or decreases federal revenues. Their objection can be
easily overruled by a vote of 60 senators. Even if the new
administration repeals the estate tax, it will likely be with
a 10-year sunset provision that gradually lowers the rate,
much like the 2001 repeal.

3.

The State of Pennsylvania still levies a 4.5% tax on heirs.
While the federal estate tax is under consideration for
repeal, estates of all sizes are still subject to this state
inheritance tax. For example, if your total net worth
including real estate, financial assets, and business
interests is $10M, your heirs must still pay $450,000
to the state of Pennsylvania. Depending on your views
regarding the proper amount of wealth to pass on to
your heirs, these conditions make strategies such as
irrevocable life insurance trusts, generation skipping
trusts, and formal annual gifting programs a worthwhile
consideration.

Potential Repeal of the Estate Tax
This appears to be a top priority for the new administration.
For 2017, the estate and gift tax exemption is set at $5.49M
per individual, up from $5.45M in 2016. That means a
married couple can shelter just shy of $11 million (10.98)
from federal estate and gift taxes. The annual gift exclusion
remains at $14,000 in 2017. The estate tax begins at 40%
over the $10.98M figure.
The reality is that the estate tax affects very few taxpayers
and raises insignificant federal revenue. A recent Forbes
article noted: “In the tax year 2015, just 4,918 estates paid
$17 billion in estate taxes (less than 1% of federal revenue).
More than a third was raised from the richest of the rich—
the 266 estates valued at $50 million or more brought in
$7.4 billion to the Treasury.”
Our team believes that despite the likelihood of a repeal of
the Federal Estate Tax, having a well-thought-out wealth
transfer estate plan is still essential for three compelling
reasons.
1.

A detailed wealth transfer plan allows your wishes to
be honored. Even if your asset base is under $11M, you
want to have these four documents in a comprehensive
strategy.

Income Tax Reform

A Will or Trust - This foundation of your estate plan will
clearly articulate how your assets are to be transferred
and in what manner.

Trimming the Tax brackets & Rates—The federal income
tax structure currently consists of seven individual rates,
ranging from 10% to 39.6%. The incoming administration
has proposed replacing this with three rates: 12%, 25%, and
33%. Capital gains rates in the 3 brackets would be 0, 15,
and 20% respectively.

A Power of Attorney - This document allows you to give
authority to a loved one to make financial decisions and
signature authority on your behalf.
A Guardianship - If you have minor children, this
document will clearly spell out who is to care for and
raise your children in the case of your death.
A Living Will - This document will provide clear
instruction for the level of healthcare you wish to receive
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The new administration is also proposing a number of
significant changes to the income tax codes.

Determining Deductions—A taxpayer’s liability is contingent
on how taxable income is computed. Under the new
proposal, personal exemption and the head-of-household
filing status would be eliminated. As an offset, the standard
deduction, which is now $6,300 for singles and $12,600 on
joint returns, would be increased to $15,000 (single) and
$30,000 (joint).
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Asset Location is as Important as Asset
Allocation

Such a change would encourage more taxpayers to take the
standard deduction, rather than itemizing. New legislation
would cap the total of itemized deductions at $100,000
a year for single filers, or $200,000 on joint returns.
This would significantly affect taxpayers in states with
high income tax obligations as well as charitably inclined
taxpayers seeking deductions for charitable contributions.

2.

Institutional Tax Changes - Some of the business tax
proposals are:

Taxable vs. Tax-Deferred Accounts

•

A drop in the top corporate income tax rate from 35%
to 15%

•

A one-time 10% tax on corporate off-shore profits that
are deemed to be repatriated to the U.S.

•

A 15% tax on income retained in a business by
pass-through entities such as S corporations and
partnerships. Subsequent distributions of that income
for large pass-throughs (as yet, undefined) would be
taxed as dividends.

Our team believes there is a strong likelihood that these
changes will occur. If the new administration moves quickly,
the more investor friendly tax rates may be made retroactive
to January 1, 2017. If that does occur, what does this mean
for your tax planning in 2017? We believe investors still need
to focus on three areas to achieve the greatest tax efficiency
in their portfolios.

Tax Free Municipal Bonds Still Make Sense
for Those Investors in a High Tax Bracket

1.

We have been fielding questions on the future benefits of
owning high quality municipal bonds given potentially lower
tax rates. There has also been speculation that new tax
reform may remove the tax free nature of muni bonds. The
research we have done suggests that investors who will
remain in a 25% or 35% tax bracket will still derive benefits
on an after-tax basis from high quality municipal bonds.
At the writing of this article, the ten year treasury note is
yielding 2.3%. A comparable AA rated 10 year municipal
is about 2% for the investor in a 33% bracket, which is a
taxable equivalent yield of 3.5%. Given the condition of
state budgets nationwide, the likelihood of repealing the tax
free nature of municipal bonds is low. Individual investors
buying municipal bonds represent a low cost, readily
available source of capital to state treasuries that would
be compromised if the tax efficacy of municipal bonds was
removed.
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The disparity between tax rates for qualifying dividends
and long-term capital gains compared to ordinary income
tax rates may offer a significant planning opportunity for
investors in terms of where assets are held.

Dividends may carry a future maximum tax rate of 20%,
while ordinary income tax rates may be as high as 33%. The
lower tax rate on dividends suggests placing higher dividendpaying securities in taxable rather than tax-deferred
accounts. Investors lose the opportunity to defer current
taxes on these dividends, but it may be preferable to paying
the ordinary income tax rate when taking distributions from
tax-deferred accounts. With the maximum long-term capital
gains rate at 20% it may be appropriate to hold long-term
property in taxable accounts and short-term (actively
managed) property in tax-deferred accounts. If dividend and
capital gains rates increase in future years, this strategy may
need to be reconsidered. Investments that generate higher
tax liabilities, such as high dividend-paying investments, may
be appropriate to hold in tax-deferred accounts.

Tax-Deferred Accounts: Traditional IRA vs.
Roth IRA Accounts
Qualified distributions from a Roth IRA are tax-exempt,
meaning investors do not pay taxes on the long-term growth
of the assets. In contrast, qualified distributions from a
tax-deferred account (such as a traditional IRA, 401(k) and
tax-deferred annuities), are taxed as ordinary income with no
distinction between principal and growth. Because of these
differences in taxation, it may be advantageous to place
assets with greater expected returns in tax-exempt accounts.
Below are some general guidelines.
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The decision regarding which assets to hold in tax-deferred
and taxable accounts is a function of many factors, only one
of which is taxes. The primary benefit of asset allocation
remains risk management, leading to a more consistent
client experience. The suggestions offered in this document
are not intended to influence the appropriate allocation of
assets in various forms of accounts.

Traditional Tax Planning Strategies Still
Make Sense

3.

Given the fact that the proposed ordinary income tax rates
would still exceed capital gain tax rates, the following tax
efficiency strategies are still valuable considerations:

Proactive Year-Long Tax Loss Harvesting
To derive the benefit of a capital loss to offset a capital
gain, accelerate the unrelated loss to realize, and replace
the investment with a similar investment to maintain the
portfolio allocation. This strategy allows you to benefit
from the loss without transferring the wash sale rule. This
rule states if you sell a security at a loss and purchase an
identical security within 30 days your loss is disallowed.
Capital losses are carried forward and offset capital gains
and also can be used to offset ordinary income up to $3,000.
The wash sale rules are detailed and this strategy should be
employed in coordination with your advisor.
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Consider Using Low-Cost Basis Securities for
Your Required Distribution from Your IRA or
Instead of Cash for Charitable Giving
The start of the year is often a time when philanthropy giving
is done in tandem with tax planning. More high income wage
earners than ever are going to find themselves with the dual
challenge of paying a higher level of capital gains tax and
receiving less tax benefit from charitable giving due to the
previously mentioned phase out of itemized deductions. A
win/win can be accomplished with a careful review of your
taxable investments to see where you may have significant
unrealized gains. These low-cost basis securities can be
gifted to a charity who can sell the security tax free. Your
charitable contribution is the fair market value of the security
the day it is received by the charity and is not your cost. You
benefit by avoiding the capital gain tax due at the sale of the
security and giving the tax laden security to the charity. If
you like the investment, you can purchase the same security
back and establish a new, higher cost basis. If you are over
701/2 and taking required distributions from your IRA, there
is an opportunity to reduce tax liability here as well. The IRA
charitable rollover will allow individuals over 701/2 to make
tax free charitable donations up to $100,000 from their IRA
accounts.

The coming weeks and months will be interesting to observe
as tax reform begins to unfold. Our team will remain
proactive in giving you guidance and counsel in coordination
with your CPA and attorney on how future changes will
impact your financial plans.

THE SAR IAN GR O UP
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