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Are Taxes Headed Higher?

If the current uncertainty over taxes feels familiar, it should. Just like in 2010, we face a "fiscal cliff," with income and 

estate tax rates set to revert to pre-2001 levels unless Congress takes action before next year.

Both parties in Congress support some form of extension of current rates.  Most Democrats want a temporary extension, 
and only for certain taxpayers, while most Republicans support making  current rates permanent for everyone across the 

board.  When or if either of those plans gets enacted will depend a lot on who controls Congress and the presidency after the 
fall election—but the new Congress won't be sworn in until January 3, 2013, so it will be up to our current elected leaders to 

either take action before then or kick the can into next year.  What, if anything, should the average investor do to prepare? 

The trend of lower taxes could be ending

First, let's put the current situation into perspective. Aside from a brief period during the 1990s when tax rates rose a bit, 

federal income tax rates have been trending lower for decades.
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Absent Congress acting once again to extend lower rates, some significant changes could take effect on January 1, 2013:

1. For those earning over $200,000/250,000 per year (single/married), the total long-term capital gain tax rate is 23.8% for securities held 1–5 years and 
21.8% for securities held more than 5 years. 
2. AGI is the adjusted gross income on the federal income tax return. 
3. For those earning over $200,000/250,000 per year (single/married), these tax brackets are 40.7% and 44.3% when the healthcare tax and increased 
Medicare taxes are included.
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As usual, a myriad of other tax code provisions are set to expire, including education tax credits and the perennial 

alternative minimum tax (AMT) patch.  But the changes above are the ones most likely to get your attention.

Harvest Gains?

Should you sell some securities now, before long-term capital gains rates go up?  Currently, profits on long-term 
investments (those held more than one year) are taxed at a top rate of 15%.  The Obama Administration has proposed raising 
the top rate back to 20% for families making over $250,000 and keeping it at 15% for everyone else.  If Congress takes no 

action, the top rate is scheduled to return to 20% for securities held between one and five years, and 18% for those held more 
than five years for everyone (23.8% and 21.8% respectively including the new healthcare law surtax for high earners).

If you're tempted to sell off some securities in order to lock in the current tax rate, do the math first—particularly if you plan 
on reinvesting the proceeds in the same security.  You may be better off holding onto the existing investment. 

Consider the two hypothetical scenarios below.  Assume that you have a $1,000 long-term gain now and you expect the 

investment to generate an 8% average annual compound return.  As the table below shows, in this hypothetical example, 
waiting to sell would lead to a higher net gain in 10 years.

So, what should you do?

While we like to say that "the tax tail shouldn't wag the investment dog," you shouldn't ignore the impact of taxes entirely.  
After all, we purchase goods and services with after-tax dollars.  If, with a little effort, you can add a percentage point or so to 
your after-tax investment return, then it makes sense to pay attention and implement an investment plan in a tax-smart way.

Your future income tax bracket is a function of both government policy and your expectations for your own personal 
income level.  While it seems that government policy is moving in the direction of higher tax rates in the near term, the long-

term outlook is less clear (as usual).  As for your own personal income expectations, be sure to include both taxable portfolio 
income and inflation-adjusted wages or other sources of income into your projections.
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Source:  Schwab Center for Financial Research


