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The current market conditions and low interest rates 
provide individuals with unique opportunities to 
maintain and grow their wealth as well as prepare 
for future generations.   

 

 
The first few months of 2020 have presented a significant amount of change and uncertainty which will undoubtedly 
affect the financial positions of Americans. During this tumultuous time, it is important to consider the various finance 
and estate planning techniques to leverage to make the most of it.  

 
FINANCIAL PLANNING 
When it comes to investing, almost all of us would agree that our hope is for our account balances to go up. However, 
the heart of any investing strategy should be “What am I saving for?” and “How long do I have to save?”. For many, 
these questions merge together with other variables to create a financial plan, where we can assess the various 
resources and goals to ultimately structure our portfolio that provides the greatest probability of success in the long run. 
Rather than thinking of a financial plan as a hard copy document, or play book to follow, it’s better to consider it a 
dynamic guidebook, meant to refer back to often to guide our financial decisions. While our initial plan may have stress-
tested a variety of conditions, such as market declines or decreased social security benefits, it’s when we actually 
experience those events in real life that we can go back to the plan to answer “Am I going to be ok?” and “Do I need to 
adjust my goals?”. In the last four months, Americans have seen a barrage of new variables, including the SECURE Act 
and more recently, the CARES Act passed in response to the COVID-19 pandemic, that must be taken into 
consideration. 

 

LIQUIDITY AND SHORT TERM GOALS 

In the short term, one of the fastest ways to make a difference in your plan is to assess your budget and sources of 
income. With many entertainment options, such as concerts, movies and restaurants, temporarily unavailable, you may 
find additional room in the budget to save into your retirement funds or potentially divert more money into your 
emergency fund. For those who have lost their job due to the recent downturn, you’ll want to explore the resources 
available under the CARES Act, and discuss with your advisor the need for extra liquidity. In addition to your emergency 
fund, your taxable investment account may also need to be used, and you and your advisor should look at individual 
positions to potentially generate additional liquidity.  

Now is an especially critical time for those with near term goals to be reassessing your financial plans and invested 
assets. If you were planning on retiring or putting down a large sum of money on a new home, you may find the need to 
adjust those plans. If you’ve been planning for college, this could potentially mean funding less of the tuition bill than you 
initially had hoped or planned for. What’s important to point out is that smaller changes to your budget for a longer 
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period of time tend to lead to greater success than a one-time, drastic cut to spending. In other words, a small decrease 
in spending of 2-5% in the long term is going to be much more effective than a one or two-year expense reduction of 20-
30%.  

 

TAX-LOSS HARVESTING 

One upside to the decline in the economy is the opportunity to utilize tax-loss harvesting strategies. Tax-loss harvesting 
is the selling of securities at a loss with the intention of using these losses to offset current and future capital gains. 
Short-term capital gains are taxed at an individual’s marginal tax rate while long-term capital gains are taxed at a 15% 
(or 20% for higher income-earners) tax rate. When filing an individual tax return for a given year, any capital losses are 
first used to offset any capital gains. If an overall net capital loss exists, you can deduct up to $3,000 against your 
ordinary income. In a situation where you have harvested short-term losses but have unrealized long-term capital gains 
you are considering selling, it may be best to hold off on doing so to prevent using the short-term, and more valuable, 
loss against an income type taxed at the lower 15% or 20% rate. Any unused capital losses after applying $3,000 to 
ordinary income can be carried forward to use in future years.  

When using tax-loss harvesting strategies, it is important to be cognizant of the wash sale rule. The wash sale rule 
states that if a security, or substantially identical security, is purchased 30 days prior to or 30 days after the date the 
security is sold, the loss generated from the sale cannot be utilized for tax purposes. Instead the loss is added to your 
basis in the newly acquired asset. The wash sale rule can be avoided by buying a comparable asset that you would 
anticipate having similar performance. By doing this, you can benefit from the realized loss while still allowing your 
investment portfolio to experience similar growth. 

In determining the diversification of an investment portfolio, many investors avoid the purchase of premium bonds. A 
premium bond is a bond which trades above its face value. Investors typically shy away from these since it is an 
immediate loss on the date of purchase; however, these bonds typically yield higher interest rates. One attribute that 
many investors overlook is the fact that taxpayers can offset their interest income by making an election to amortize the 
bond premium over the remaining life of the bond. This puts the individual in a better tax situation while still yielding 
them the increased interest income potential. 

This is also a good time to re-position current investment portfolios. Many high net worth individuals are currently in a 
position where legacy mutual funds are not the most tax efficient investment for them; however, the tax consequences 
of shifting these positions in a flourishing market has been quite daunting with the large capital gains tied to them. The 
market decline provides you with an opportunity to re-position your portfolios without extreme tax consequences. 

 

ROTH CONVERSIONS 

With the everchanging climate in the market today as well as recently passed legislation, Roth conversions are, 
rightfully so, a hot topic. After over a decade of increasing market valuations, we now see volatility in our investment 
values. Many are experiencing a significant drop in value of the positions that they own. Based on tax law today, 
converting from a Traditional IRA to a Roth IRA, in kind, can allow for future recovery of the asset to be sheltered from 
future income tax.  When a Traditional IRA is converted to a Roth IRA, income tax is assessed on the value of the asset 
on the date of the transfer, which, in today’s market, can potentially result in a lower taxable transaction. Given the 
market volatility, those interested in IRA conversions should consider dollar-cost-averaging and potentially integrate this 
into their strategy. Please note that dollar cost averaging does not ensure a profit and does not protect against loss in 
declining markets. 

Additionally, the Tax Cuts and Jobs Act (TCJA), passed in December of 2017, reduced personal income tax rates, 
including the top marginal rate, as well as decreased the number of tax brackets.  Effective January 1, 2018, many 
taxpayers are seeing a drop in tax on their last dollar of ordinary taxable income, making today an even better time to 
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make a Roth conversion. These lower tax brackets are expected to expire and revert to pre-2018 rates starting in 2026, 
allowing individuals to benefit from these lower rates for a few more years. While the TCJA created additional planning 
opportunities with the lowered brackets, it also made Roth conversions an irrevocable decision. In other words, once a 
Roth conversion is complete, it cannot be undone. This is an important consideration for those looking to shift money 
into the Roth bucket. 

Lastly, The Setting Every Community Up for Retirement Enhancement (SECURE) Act was signed into law in December 
of 2019, and became effective January 1, 2020.  This legislation extends the age, at which required minimum 
distributions are required, from 70.5 to 72 (only for those who did not turn 70.5 before 12/31/19). The change in age 
affords those, who would have otherwise been forced to take RMDs from their IRAs and qualified retirement plans, to 
have more time before they are required to take distributions. Additionally, the CARES Act has provided for the 
suspension of 2020 required minimum distributions, thereby allowing the IRAs to recover from the recent decline in the 
market. Both allow us an opportunity to consider doing Roth conversions, creating tax diversity during retirement years. 

The combination of market volatility, lowered marginal tax rates, and changes in RMDs, provides a real opportunity for 
Roth conversions and furthers its impact in the long run.  

 

DEBT REFINANCING 

Current market volatility and the Federal Government’s recent decision to once again cut interest rates has created 
potential opportunity for debt refinancing. On March 15, 2020, the Federal Reserve cut interest rates from 1% to 0%, 
and in turn, most banks have acted similarly and lowered their own interest rates. 

Individuals with outstanding credit card balances at high interest rates may consider transferring these balances to 
credit cards with pre-existing lower rates. Should you be positioned to consolidate, be mindful of your ability and 
tolerance to open new lines of credit. The timing may be appropriate to open a new line of credit at 0% and consolidate 
outstanding balances to the new card, but this strategy is not suitable for everyone. For individuals with healthy credit, 
personal loans tend to carry lower interest rates than credit cards and may be an option to help pay down current 
balances. If you or a member of your family has been impacted by COVID-19, you might also consider taking a penalty-
free withdrawal from an existing retirement plan to pay off outstanding debt, with a more generous repayment timeline of 
3 years. It is important to note that this is not recommended for most, since you would be giving up growth on your 
retirement savings. Before any decisions are made, it is always wise to consult with your tax professional. 

It's commonplace now to see mortgage rates below 4%. In a time where budgeting has become more important than 
ever for most, individuals with a higher mortgage interest rate may be able to lock-in a lower interest rate and effectively 
reduce their monthly mortgage payment and create additional wiggle room in the budget. However, there are additional 
financial considerations for mortgage refinancing that every family and their advisors should weigh when making this 
decision. For example, while a small shift from 4.5% to 4% interest rate on a mortgage can help free up monthly cash 
flow, you should be mindful of the fees that can come along with it, such as appraisal and application fees. In these 
cases, you’ll want to balance the monthly savings against the upfront costs – this can be especially important if you 
have any plans to sell in the next few years. In those cases, refinancing may not be worth it.  

 

HSA FUNDING 

One of the most common financial burdens of aging Americans is medical expenses. A beneficial, and often 
underutilized, savings tool is a health savings account (HSA). An HSA is an account which holds pre-tax dollars to be 
used on qualified medical expenses for yourself, your spouse, and/or other family members. Any funds that are not 
used by the end of the year are rolled to the following year and continue to grow tax-free. To be eligible for an HSA 
account, an individual must be enrolled in a high-deductible health plan (HDHP) with no disqualifying, pre-deductible 
coverage. This means that the health plan has a minimum annual deductible before health care costs are covered. In 
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response to the recent COVID-19 pandemic, the IRS has issued Notice 2020-15 which states that an HDHP can cover 
pre-deductible medical care services and supplies to diagnose and treat the coronavirus without losing its HDHP status. 
Consequently, individual’s whose policies cover these costs before reaching their deductible will still be eligible to 
contribute to their HSA.  

Individuals also have an option to convert a portion of their traditional IRA to their HSA, changing the funds from tax-
deferred to tax-free, assuming the HSA funds are eventually used for qualified medical expenses. This is a one-time 
rollover and therefore, can only be made once in your lifetime. This can be very beneficial to someone who has a 
medical emergency and does not currently have enough funds to cover their medical expenses. The allowed rollover 
amount is subject to the HSA contribution limits for a given year and must be reduced by any contributions already 
made for the year. 

With the 2019 filing, IRA contribution and HSA contribution deadline being postponed to July 15th, as stated in Notice 
2020-18, individuals have an even greater opportunity to fund their health savings accounts for both the 2019 and 2020 
tax year and should consider doing so. HSAs are the most tax efficient savings vehicles available and are a great 
source of funds in times when you’ve exhausted all other options. 

 

EQUITY COMPENSATION 

The recent stock market fluctuations have exposed, in part, the importance of having a financial plan in place, with 
specified price targets, especially if a component of your overall compensation includes stock options. Stock options 
have a greater downside risk than stock. To illustrate this fact, consider two different employees of the same company:  

• One is granted $100,000 worth of stock [either RSU’s or RSA’s] 

• One is granted $100,000 worth of at-the-money stock options [stock options whose exercise price is equal to 
the price of the stock at the time of the grant] 

Should the stock price fall by 50%, the employee with the stock loses $50,000. However, the stock still has value, and in 
this example the employee holds now $50,000 in stock. 

Now consider the employee with the $100,000 of at-the-money stock options. If the stock price falls below the grant 
price, the stock option is considered “under water” and holds no intrinsic value whatsoever. In other words, their value 
has been reduced to zero.  

That’s not to say all stock option awards are worthless in the current market. In fact, for those older grants, an employee 
might find that now is a good time to exercise, particularly if they plan on holding the stock for appreciation. Upon the 
exercise of nonqualified stock options, the difference between the strike price and the fair market value is taxed at 
ordinary income rates and reported on the employee’s W2. Right now, it’s possible that the spread is much narrower 
than where we started the year, so there may be some benefit to exercising now, while allowing the stock to rebound 
into the future. If held for over a year, any future appreciation will then be subject to the more favorable long-term capital 
gains rate 

A properly designed Financial Plan with your Baird Financial Advisor’s continued input is one that might employ a 
strategy to help mitigate downside price fluctuations by planning to exercise stock options at various planned price 
targets. 
 

ESTATE PLANNING 
Much like financial plans, estate plans should be reviewed often, especially as of late since many provisions in recently 
enacted tax legislature can have an impact on the assets that remain after death. 
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FEDERAL/GST EXEMPTIONS 

The increased estate tax exemption provided by the TCJA, as well as recent free fall in the value of securities, has 
created an opportunity for those wishing to minimize the effect of federal estate and gift taxes. As of January 1, 2020, 
we each have an exemption against gift, estate and generation skipping taxes of $11,580,000.  If a decedent’s estate 
exceeds that amount, a tax of 40% is levied on the excess. This exemption is scheduled to decrease to $6,000,000, 
adjusted for inflation, on January 1, 2026.  

The use of this exemption is not restricted to your estate and therefore, can be used throughout your lifetime via gifts. 
Currently, the annual gift exemption is $15,000, per year, per recipient, which means you can give up to $15,000 to 
each third party, per year, and not tap into your lifetime exemption amount. Only gifts made in excess of the $15,000 
annual limit per recipient reduce your lifetime gift exemption or federal estate tax exemption upon your death. 
Additionally, the gift-splitting election is a valuable mechanism that can be used, as it allows married couples to split the 
value of a gift between them, thereby doubling their allowable annual gift tax exclusion amount. For example, if a 
married individual gifted his son $30,000, he and his spouse can make the gift splitting election, and treat the gift as 
made $15,000 by him and $15,000 by his spouse. This keeps the gift amount per recipient at the annual exemption 
amount, preventing them from diminishing their lifetime exclusion amount.  

Another, and often overlooked, advantage to this strategy is the fact that any assets given away during your lifetime, 
and any growth on those assets, will no longer be included in your estate. For gift tax purposes, assets are valued at the 
date of gift, and therefore, the growth of these assets is no longer held in the estate. Appreciating assets provide a 
carryover basis to the gift recipient, so any gain recognized by the gift recipient when the asset is sold will receive long-
term capital gains treatment of 15% or 20%, a significantly better rate than the 40% assessed at the estate level. 

With the increased exemption amount available through 2025, now is the time to consider methods of mitigating the 
value of your estate to reduce or even eliminate the estate tax burden left to your heirs. 

 

GRATS 

With interest rates as low as they are today, there are many strategies that you can take advantage of when planning 
for your estates. One vehicle that allows those with estate tax issues to take advantage of these low rates, thereby 
passing increased value to their beneficiaries at lower gift tax costs, is a GRAT. 

When creating a GRAT, an irrevocable trust is established and funded.  The terms of the trust include a set period of 
existence, which is irrevocably determined by the grantor at the time the trust is created.  The trust terms further 
irrevocably provide that the trust will pay its creator a set amount, every year.  The amount paid to the creator is 
expressed as a percentage of the initial value of the trust (although the payout rate can be made to vary up to 20% per 
year).  For example, a 10% GRAT funded with $50,000 would typically pay its creator $5,000 every year, regardless of 
the value of assets in the trust. Once the period has expired, the trust terminates, and any remaining trust principal will 
go to beneficiaries named by the creator, such as children or grandchildren.     

When this type of trust is created, the amount transferred is deemed to be a taxable gift to the beneficiaries because the 
trust is irrevocable.  Because time will elapse before the trust terminates and the beneficiaries receive anything and 
because the trust creator retains an interest, the government allows the value of the gift to be discounted for gift tax 
purposes.  In a low interest rate environment, the discount is even more pronounced, meaning the gift tax value of the 
transfer is reduced. Therefore, the creator uses less of his/her Federal exemption to avoid any gift tax implications.  The 
size of the discount depends on the amount returned to the creator via payments and the length of the term, i.e., how 
long the beneficiaries must wait to receive the gift.  Understandably, the longer the term and the higher the return, the 
greater the discount. Because the return to the trust’s creator is fixed, the trust creator does not participate in 
appreciation of the value of the assets in the trust.  Starting a GRAT with securities that have been devalued, and then 
holding those securities “over the long haul” can result in tremendous appreciation passing to the beneficiaries, free of 
estate or gift tax. 
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In order to reduce the risk of estate inclusion, many planners and practitioners will use a series of short-term GRATs.  
The shorter the term, the greater the chance that the creator will be living, and future growth will be transferred without 
gift tax to beneficiaries.  At the end of the term, depending on tax law and personal circumstances, the creator can 
create and fund a new GRAT; however, there is the risk that interest rates will have risen, and the advantages will be 
reduced.  For this reason, when interest rates are low, longer term GRATs may be favorable.  Furthermore, when 
interest rates are low, the potential for the growth of GRAT assets to “beat the hurdle rate” can make this technique 
especially attractive. 

 

INTRA-FAMILY NOTES 

With the current gift, estate and generation skipping tax exemption due to return to pre-2018 levels (around $6,000,000 
after inflation adjustments) in 2026, there is still some time for you to decide whether and how to shift assets out of your 
taxable estates.  As discussed earlier, the first option is making tax-free lifetime gifts to take advantage of the higher 
exemption while it lasts.  However, there are several reasons why many of those who could face estate tax may not 
want to make substantial gifts. 

Gifts are permanent.  Giving away assets that could provide financial support in the future in order to save taxes that 
won’t be due until after you die can be a daunting prospect. 

For some individuals, estate tax will not be an issue, regardless of the efforts made now.  Many people who made gifts 
in 2009 (when the $3,500,000 exemption was due to lapse) experienced a sense of “donor’s remorse” after the 
exemption was “permanently” set at $5,000,000 plus inflation.  

Lastly, it’s possible that the exemption may be better used elsewhere.  Even if lifetime gifts should be a part of the 
estate plan, those with sizable estates may want to use their exemptions toward gifts of other assets, especially, for 
instance, discounted assets that can better leverage exemptions. 

In light of the above, another option for asset shifting is intrafamily loans, which is especially beneficial in today’s low 
interest rate environment. The concept is simple enough.  One family member makes a loan to another.  In order to 
avoid the transfer from being treated as a gift, there must be an obligation of repayment (ideally with a written and 
enforceable agreement) and there must be interest charged at a reasonable rate.  What rate is reasonable?  Each 
month, the IRS publishes its Applicable Federal Rate (AFR) for short-term (less than 3 year), mid-term (3 to 9 years), 
and long-term (more than 9 year) loans.  To the extent a loan does not bear interest at the applicable AFR, there is a 
deemed gift.  Typically, the loan interest rate is set in the month the loan is made and locked in for the life of the loan, 
although it is possible for the rate to be renegotiated, e.g., if interest rates fall, as they have lately. 

Through the use of an intrafamily loan, the lender, a parent, for instance, gets to keep cash flow equal to the value of 
the asset, plus interest, in the form of repayments made by the borrower, the child.  If the cash is not needed, the parent 
can use their annual exemption ($15,000 per year per recipient in 2020) and lifetime exemption to forgive repayments 
by the child. This “forgiveness”, however, should not be the intent when issuing the loan as the IRS could make the 
argument that the full amount of the loan at inception was truly a gift.  Assets, in the hands of the child, can appreciate 
without inflating the parent’s taxable estate.  Meanwhile, the parent can keep their gift and estate tax exclusion to use 
toward other transfers during their lifetime and/or upon death. 

 

Please consult with your Baird advisor for more information. 


