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Stock market volatility has some investors thinking about putting some money into bonds, which 
historically have offered relatively stable prices. One key decision facing bond market investors is 
whether to choose regular, taxable bonds or tax-exempt municipal bonds. (This discussion concerns 
investments in taxable accounts because tax-exempt municipals and muni funds typically don’t belong 
in a tax-favored retirement account.)

Taxable bonds generally offer higher yields than tax-exempt bonds. On the other hand, the after-tax 
return from munis may be higher after investors pay tax on taxable bond interest. Thus, the appeal of 
municipal bonds increases as investors’ tax rates move up.

Lower rates, tougher calls

The Tax Cuts and Jobs Act of 2017 (TCJA) reduced tax rates for many taxpayers, which could make 
municipal bonds less attractive.

Example 1: Assume, hypothetically, that a taxable bond fund yields 4%, and a muni fund with similar 
characteristics (default risk, interest rate risk) yields 3%. Al Brown, in a top 37% tax bracket, would net 
2.52%, after paying 1.48% in tax. Carl Davis, in a 12% bracket, would net 3.52%, after paying 0.48% in 
tax.

Therefore, high-bracket taxpayers could get a substantial increase in after-tax yield from a muni fund, 
whereas those in lower brackets might profit by choosing taxable issues. Those in between, perhaps in 
the 22% or 24% bracket, might find scant difference in after-tax yield between taxable and tax-exempt 
bonds.

State of the art

The numbers provided previously use federal income tax rates to find the after-tax yield. Many 
investors, though, would also pay state and even local income tax on interest from taxable bonds. That 
leads to a further calculation.

Example 2: Suppose Al Brown from example 1 has $100,000 invested in a taxable bond fund yielding 
4%. Therefore, he collects $4,000 a year in taxable interest income. As mentioned, Al is in the 37% tax 
bracket, so his federal income tax on that interest income would be $1,480. Assume Al also owes 8% 
in state income tax, or $320 on his $4,000 of interest income, for a total tax bill of $1,800, which would 
leave him with $2,200 of net interest income after state and local income tax.

In prior years, Al might have been able to deduct the state income tax paid on his bond interest 
income. Multiplying the $320 of state income tax by the 37% saved by a federal income tax gives him 
a tax savings around $118, raising his net payout from his taxable bond fund to $2,318.

However, Al may not be able to deduct that $320 of state income tax paid under the TCJA. That could 
be the case if he takes the standard deduction, rather than itemize deductions such as taxes paid. 

The New MaTh of MuNicipal BoNds
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Even if Al itemizes deductions, the $10,000 cap on state and local tax deductions may keep him from 
getting any tax benefit from the tax paid on his bond interest, keeping his after-tax income at $2,200, 
or 2.2% on his $100,000 investment.

Summing up

The TCJA provides cross-currents for bond investors. Lower stated tax rates make municipal issues 
less appealing, but the possible absence of a deduction for taxes  
paid effectively raises the tax rate, which favors munis.

High bracket investors traditionally favor tax-exempt bonds, and that will continue to be the case. In 
high tax states, the new law may increase the lure of home state munis and funds specializing in such 
bonds because the payouts usually avoid state and local income tax.

Low bracket investors may find better yields, after tax, from taxable bonds. Those in the middle — 
investors with roughly $40,000 to $160,000 in taxable income, or $80,000 to $320,000 on a joint 
return — may find the choice between taxable and municipal issues a close one. Our office can help 
you work through the numbers when you’re planning an investment in bonds, including the possible 
impact of the 3.8% surtax on net investment income, which may be owed by high-income taxpayers.

haNdliNg Qualified  
chariTaBle disTriBuTioNs

As the filing season for 2018 tax returns reaches a peak, many people will learn that they’re no longer 
itemizing deductions. The TCJA placed limits on some deductions and increased the standard 
deduction significantly, so most taxpayers are taking the standard deduction, rather than itemizing.

One result is that charitable contributions offer no direct tax benefit for many donors. An indirect 
benefit may be available for people who are 70½ or older. They can take qualified charitable 
distributions (QCDs) from their IRAs and effectively reduce their income in a maneuver solidly 
supported by the tax code.

(Taxpayers under age 70½ will report taxable income if they send IRA dollars to charity, so this tactic 
won’t work. That said, people under the QCD age should inform their parents and other valued seniors 
about this give-and-take option.)

ABCs of QCDs

IRA owners age 70½ or older can send QCDs to recognized charities, up to $100,000 per person 
per year. They receive no deduction for the contribution, but they also do not have to include the 
distribution in income. Moreover, a QCD counts toward required minimum distributions (RMDs), which 
IRA owners must take after age 70½.
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Example 1: Ken and Linda Martin are both age 75 with IRAs. Ken has a $20,000 RMD in 2019; Linda’s 
RMD is $12,000. If they take only RMDs, the Martins will increase their taxable income by $32,000 this 
year.

Each year, the Martins donate $10,000 to their favorite charities. Even with a $10,000 charitable 
contribution, it will not pay for this couple to itemize deductions in this hypothetical example.

Therefore, Linda sends $10,000 to selected charities from her IRA via QCDs. Now Linda needs to take 
only another $2,000 from her IRA to satisfy her $12,000 RMD for the year; Ken will take his $20,000 
RMD. In this scenario, the Martins report $22,000 in taxable IRA distributions this year, rather than 
$32,000. Effectively, they have deducted $10,000 from their income by using QCDs. 

Realistic expectations

Using QCDs may not be a straightforward exercise. IRA custodians differ in the way they handle the 
procedure.

Some taxpayers may have to call their IRA custodian and speak to a designated person who is familiar 
with QCDs. Charitable recipients can be named, along with their mailing addresses. Securities might 
have to be sold, if the QCD is to be made in cash, and a form might have to be signed by the IRA 
owner for each charity, permitting the QCD. Other financial firms might send out a distribution booklet 
to be returned, along with a signature guarantee for each QCD. Yet another possible method is to 
handle the QCD transaction online. The process can be time-consuming and possibly confusing, so it’s 
best not to wait until the waning days of December to get started. 

It is often helpful to work with a trusted advisor on these transactions as they can be complex. Our 
office would be happy to assist if you are considering making a QCD. We can help you sort out the 
factors mentioned to make the process as quick and convenient as possible, ensure you execute the 
distribution correctly, and ensure you receive the full benefits.

Keep in mind that a distribution will only be a QCD if the entire distribution meets the requirements for 
a charitable contribution deduction, such as a charity’s eligibility under Section 501(c)(3) of the tax code 
and substantiation requirements. QCDs cannot be sent to donor-advised funds. 

Trusted advice

IRAs eligible for QCDs

• Qualified charitable distributions can come from most types of IRAs, including rollover IRAs and 
inherited IRAs, other than “ongoing” simplified employee pension (SEP) IRAs or savings incentive 
match for employees (SIMPLE) IRAs.
 
• For this purpose, a SEP IRA or a SIMPLE IRA is treated as ongoing if it is maintained under an 
employer arrangement under which an employer contribution is made for the plan year ending with or 
within the IRA owner’s taxable year in which the charitable contributions would be made. 
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• Following the IRS’ position, some IRA custodians will permit a QCD from a SEP or SIMPLE IRA for a 
given year if no contribution has been made to the plan that year.

hoMe eQuiTy hassle

Among the itemized deductions trimmed by the Tax Cuts and Jobs Act are those for mortgage 
interest. The new law caps deductions to interest on $750,000 worth of debt used to buy, build, or 
substantially improve a main or second home. For loans incurred before December 15, 2017, the old 
rules remain in place, so interest on up to $1 million of such debt is still deductible.

Additionally, interest on any home equity loans or lines of credit may no longer be deductible. 
Previously, interest on home equity debt up to $100,000 generally could be deducted. Now, in order 
to deduct the interest on your HELOC, the loan must meet the following requirements:

1. The loan must be used for capital improvements to the home securing the loan.

AND

2. The interest must fall within the home debt limit. In other words, if you’re already deducting 
interest on a $750,000 mortgage, you cannot deduct any additional interest on your HELOC.
 
As with many of the provisions of the TCJA, all of these home loan interest tax changes are 
scheduled to end after 2025, reverting to 2017 law.

Therefore, home equity debt now looks like many other types of loans: the interest is nondeductible. 
Should you keep the one you have? That depends on your situation. If you wish to reduce your debt 
load, paying down home equity debt has become more attractive. Prepaying a nondeductible loan 
at, say, 5% is the equivalent of earning 5% on your money, after tax, with no market risk.

Another option is to update your existing home debt. A so-called cash out refinance might provide 
you with spending money, although the full interest deduction may not be available. Our office can 
help you crunch the numbers to see if the expense involved would make it worthwhile, and how it 
will impact the after-tax cost of residence related debt.
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whaT’s New aT siller & coheN: 
1sT QuarTer 2019

Speaking Events:

Randy moderated two NYSSCPA Estate Planning Committee meetings. The first was presented by 
a specialist in business succession planning and focused on exit planning strategies for business 
owners. The second was presented by a prominent New York City attorney and discussed planning 
opportunities around Qualified Opportunity Zones created by the Tax Cuts and Jobs Act that took 
effect in 2018.

Staff Achievements:

• We are proud to announce that Rob Flanagan has passed his Series 7 and Series 63 exams.
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