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Taxes Come FirstThe 2017 Trump Tax Cuts and Jobs Act has lowered tax rates for the
beleaguered American taxpayer. We live in a Golden Age of Taxes. The clock is ticking. The
Trump tax cuts are slated to expire in 2025, while a regime change in Washington could undo
them as early as 2021.Like grave robbers opening King Tut’s tomb, Congress — with no
debate or public discussion — plans to raid your retirement accounts for even more money
under the so-called “SECURE” Act. Hang on to your wallet.Nationally recognized investment
advisor Phil DeMuth decrypts the 73,954 pages of tax code to show you where the trip-wires
lie. He offers simple rules of thumb to navigate the minefield, all in sparkling English.If you
aren’t playing the long game with your taxes now, you are sending a valentine to the U.S.
Treasury every April 15 with a needlessly fat check attached. DeMuth shows how to safely pare
your investment tax bill down to the legal minimum requirement. It adds up to a small fortune
that would be better spent on your life, your family, and your retirement.
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For my clients: God bless them, every one!
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Chapter OneThe Tail of theTax Alpha DogYou want to become a Tax Alpha Dog.Alpha, in
investing, means getting excess returns.Tax Alpha refers to the extra returns you get by not
paying more in taxes on your investments than legally required.The bitter truth is that Certified
Public Accountants (CPAs) don’t show a lot of love to their tax clients these days. Tax
preparation is a small and dwindling part of their business. If you want tax planning advice, you
had better be a business client of the tax CPA firm. Otherwise, you are on your own.This book
is about how you can optimize taxes on your investments. Investing is my specialty. If you want
to know whether you can deduct your Porsche as a business office, ask somebody else.This
new edition covers the Trump tax cuts, which saved about 2.2% in income taxes overall and
simplified estate planning by providing large estate tax exemptions. But if you are a high-
income investor, it might have left you worse off. Imagine that you live in an expensive house in
a high tax state. You just lost a $100,000 state tax deduction and a $50,000 mortgage tax
deduction in exchange for a 2.6% drop in your marginal tax rate. For taxpayers like these, the
2025 expiration of the Trump tax cuts can’t come soon enough.Sometimes a piece of
legislation is so terrible that both parties immediately fall in love with it. That was the case with
the 2019 Secure Act. As we go to press, it is unclear whether this bill will be enacted into law,
so this book will contemplate two alternative future universes: one where the bill passes, and



one where it does not.As written, the Secure Act is an estate planning catastrophe for people
with large IRAs. By eliminating the “stretch” IRA, it takes the sensible planning done over the
past 20 years and stands it on its head.The stretch IRA let you leave your IRA to your children
or grandchildren, who could then extend the required minimum distributions over their actuarial
lifetimes. This payout would be small for a child but would grow over the decades until an
inherited IRA would help provide for that child’s retirement. A parent would die with the
knowledge that whatever vicissitudes their children might experience in life, they would have
freedom from want in old age. This is a wonderful legacy, and Congress wants to kill it. In
exchange, they let you postpone your first required minimum distribution by either one or two
years, depending upon in which month you were born.The Secure Act is also a catastrophe for
middle-class parents sending their kids to college. These temporary jumbo distributions from
inherited IRAs will make the families spuriously appear high-income on the Free Application for
Federal Student Aid, ruining their chances for need-based financial aid.The Secure Act lowers
the value of all types of retirement plans—perhaps not for the 44% of the population who pay
no Federal income taxes, but probably for you. The fact that it was slated to pass both houses
of Congress with near-unanimous votes, with no debate, and included a stealth tax of about
30% on inherited IRAs, proves that the government cannot be trusted to keep its word and
respect private ownership of our retirement plans. These plans need to be approached warily
going forward.The Tail and the DogWhen it comes to investing, people focus on the wrong
thing: chasing returns. People search for the mysterious and elusive alpha from investment
performance, the latest hot stock, the manager with the hot hand, but this is counter-productive
and usually amounts to an exercise in frustration. Meanwhile, taxes are certain, as real as the
concrete pavement under our feet. Tax strategy is entirely within our power. We can put our
hands on the controls and determine the outcome. Taxes beat alpha. People would be
wealthier if they indexed their investments and got their alpha from tax management instead.As
Cambria’s Meb Faber says, “while most people spend 90% of the time thinking about
allocation, what they should be spending 90% of the time on—if they’re doing buy-and-hold—is
minimizing fees and minimizing taxes.” Or take this tip from the Capital Spectator’s Jim Picerno:
“Everyone wants to earn higher returns and excel in all things financial. But for most folks,
there’s more opportunity on the negative side of money management: reducing if not
eliminating the mistakes.”A review of the field finds that “the typical approach for managing
taxable portfolios, acting as if the taxes cannot be reduced or deferred, remains the industry
standard.” The report concludes, “most managers’ alpha [excess return over the benchmark]
does not cover their clients’ tax bill.”Under President Trump’s Tax Cut and Jobs Act (hereafter,
TCJA), high-income investors pay 23.8% tax on their dividends and long-term capital gains.
This includes the 20% Federal tax plus the 3.8% Affordable Care Act “Obamacare” Net
Investment Income Tax. State taxes are on top of this. In California, state taxes top out at
13.3%, for a total of 36.8%. Other high-taxing states include Hawaii (11%), Oregon (9.9%)
Minnesota (9.85%), Iowa (8.98%), and New York (8.82%).You may have heard the platitude,
“don’t let the tax tail wag the investment dog.” Investment advisors trot this out when confronted
with some tax-saving suggestion that would cramp their style. Translation: “Our investment
philosophy is so fabulous that it will swamp these few pennies you are concerned about.” Or,
more briefly, “Don’t bother us.”When advisors say, “Our approach is inherently tax-efficient,” this
usually translates, “Um, tax strategy—what, me worry?” Taxes always seem to be the other
guy’s problem. But who pays them? You do, dear reader. You are that other guy.It used to be
that you could start with a diversified portfolio and then put on a tax overlay. Not anymore.
Today you start with taxes, and only after your investments have made it through the tax



screen do you put them in a diversified portfolio. If you are in a high bracket and have no way to
defuse some tax-inefficient investment, your best course is usually to avoid it altogether.
Otherwise, to make it work, you need to assume it will have a super high level of future returns.
Is this realistic?It used to be that you could wing it year-by-year, doing whatever lowered your
taxes the most right now. This is sub-optimal. There are times when you are better off paying
more taxes (at lower rates) today.Sadly, people shovel far more money into the open maw of
the Internal Revenue Service than they need to because they don’t know how to do a few
things correctly with their investments.Caveat EmptorYou need to run the ideas in this book by
your own tax and investment advisors before acting. Taxes are about following rules, which can
be ever-shifting and open to new interpretations. I will post the inevitable mistakes on my web
page ().Coming AttractionsTo start, we need to understand the three types of investment
accounts and which assets to park in each one.Then we visit the ammunition depot to survey
the various legal methods that investors use to lower their tax bills, especially high-net-worth
investors.Armed with this information, we walk through your life by stages, to see how
investment taxes apply over the life cycle—while you are working, when you are retired, and
during that intriguing but little-appreciated period between retirement and the time when Social
Security and the Required Minimum Distributions from your tax-deferred accounts begin. The
goal is to ride the brackets over your lifetime like a buckaroo.After that, we’re going to spend
some time talking about zero-dividend stock investing, a special interest of mine. If you are a
high-bracket taxpayer with money in a taxable account, this can be life-changing.Finally, for the
sake of completeness, we will sign off with a few deathless remarks about estate planning.The
BoneyardWe pay a small fortune in taxes, and yet we are not getting much help. We are all in
this alone.As investors, we are far better off focusing on things we can control, such as taxes,
instead of on things we cannot control, like our future returns, whatever they will be.The tax
alpha dog focuses on reducing his tax bill over his lifetime, not just this year.Tax management
is too important to be a mere afterthought after all other investment decisions have been made.
By then, it’s too late. The new rule is: start with taxes.Check for any horrific mistakes.

Chapter TwoThe Three Bowls of Investment Accountsand What to Put in EachThe
simplest way to become a tax alpha dog is to set up and fund the right accounts with the right
assets. You only need to do it once. The higher your taxes, and the longer your investment
horizon, the more you will benefit.Here are three bowls of investment accounts, classified
according to their unique tax status.Taxable Accounts: Tax Me Now!Taxable accounts contain
income that will be taxed in the current year. This income might include interest, dividends, and
capital gains, each taxed at its own rate. The principal itself always remains untaxed.When you
walk in the door to set up an investment account, you are presented with twenty pages of
paperwork with boxes to check and blanks to fill in. Because the earnest young man in the ill-
fitting suit is waiting across the desk, you answer his questions as best you can off the top of
your head and sign on the last page, never to read the fine print or think about these choices
again. The earnest young man wants to collect your check and sees no need to dwell on the
details, which he does not particularly understand anyway.Unfortunately, these details are
nontrivial.At the most basic level, how is your account registered? Bang, we are off and
running with an item with far-reaching consequences. It determines who owns and controls the
assets, who can sell them, whom creditors can go after, and what happens to the assets after
you have entered the great beyond.Is the account registered to you as an individual?
Hmm.Right away, I see that you don’t have a revocable trust. Which means that if you die, the
money in this account will go through probate, a needlessly prolonged and costly legal process



that is also public. When J.P. Morgan died in 1913 with an estate worth $1.2 billion in today’s
dollars, J.D. Rockefeller remarked, “And to think—he wasn’t even a wealthy man.” Don’t let
people gossip like this about your estate.It would be better to plate your account in the name of
your revocable trust. Of course, this means you need to set up the trust in the first
place.Possibly you are married, and the account contains joint assets? Fine, but then there are
even more choices to weigh. If it is registered to both of you, shouldn’t it be registered to your
revocable trust or trusts? If the account is in both your names, often one person is legally
responsible (his or her Social Security number is on the account), while the other party can
sign on the account but is not a legal owner. Is that what you intend?Another arrangement
could be joint tenants with right of survivorship (JTWROS) or a transfer on death (TOD)
account. If one owner dies, the other owner gets the proceeds outside of probate, bypassing
your will entirely.Some states also offer the option of owning by Tenancy in the Entirety, which
gives better asset protection if one owner is sued. The death of one party does not mean the
other party inherits the property: it goes into the estate of the deceased and is disposed of
according to his or her will. The same is true of the Tenants in Common registration: the
proceeds do not go to the other person unless the will of the deceased says so. There are pros
and cons to each registration.In other words, you need to investigate the best way to title your
assets. If you are twenty-five and single with $4,000 in the bank, it doesn’t matter, but if you are
forty-five and married with children, this discussion is overdue. You can’t know the correct way
to title your assets until you have consulted an attorney about your estate.Here we are just out
of the gate, and I’m saying to get lawyered up. But you’re not dying. For now, recognize that
these details have far-flung implications, put this on your “to-do” list, and let’s get back to
taxes.Cost Basis ReportingYour cost basis is the price you originally paid for the assets you
hold. While this might seem straightforward, there’s more to it than meets the eye. When you
are buying and selling securities in a brokerage account, you need to tell your custodian which
method to use to report your cost basis to the IRS, because you will owe capital gains taxes on
any profits.Imagine that over the years, you accumulated one thousand shares of Apple
Computer, and this year you sell two hundred of them. Which two hundred shares did you sell?
Here are your choices. Hint: you probably have the first one.First In, First Out (FIFO). They will
assume you sold the first shares you bought and use their price as your cost basis. This is the
default method used by the IRS for stocks. Don’t use it.Average Cost Basis. They will take the
average price of all the shares you purchased and apply that average price to each share you
sell. This is the default method used by mutual fund companies. Don’t use it. Once you do, you
are stuck with it forever.Specific Share Identification. You tell them which shares you are selling
and specify them by the trade’s settlement date. It is a pain to do this manually every time you
make a sale, so eventually, you will forget. Move your account to a custodian that gives you
better choices.For example, Fidelity and Schwab add choices like these:Last In, First Out
(LIFO). They will assume that you sold the shares you most recently purchased and use that
price as your cost basis. It is used by law when you take a distribution from some annuities.
Otherwise, don’t use it.Low Cost. They will sell your least expensive shares first, which should
give you the highest possible higher tax bill. Believe it or not, there can be reasons to do this,
as we will see later. But ordinarily, run from this.High Cost. They will sell your most expensive
shares first, which should give you a lower tax bill. This is the choice you want unless they
offer:Tax Sensitive, orTax Lot Optimizer, orBest TaxThe last three choices are different names
for the same accounting method, the one invariably preferred by the sophisticated tax alpha
dog. They sell your short-term losses first, then your long-term losses, then your long-term
gains, and finally your short-term gains, in that order. It should result in your paying the lowest



taxes on your trades, always deferring the bigger taxes to some tax Tomorrowland.Dividend
and Capital Gain ReinvestmentThere is one more account-opening question that applies to all
types of investment accounts. Do you want your dividend and capital gain distributions paid out
in cash to your account, or do you want them reinvested in the securities that issued them? By
default, everything will be reinvested. Is that smart?If you are retired and spending the money,
you want them paid out in cash. If you are young and have the money in a few molar index
funds or a target-date fund, you want them reinvested (to put your money to work immediately
and save on commissions). If your investments are diversified among various asset classes
and sub-asset classes, then you will prefer to have the distributions paid in cash so you can
periodically rebalance among them. It makes no difference, tax-wise—you will pay taxes on the
distributions no matter which choice you make.That’s it for setting up your taxable accounts:
register them appropriately, choose the best capital gains setting, and select your preferred
reinvestment options. But before putting so much as a dollar in a taxable account, ask yourself
whether you should put that same dollar in a tax-deferred account instead.Tax-Deferred
Accounts: Tax Me Later!These are retirement savings accounts available to anyone with
earned income. They include your 401(k) plan at work (or a 403(b) plan for a teacher or a 457
plan for a government employee) or your traditional or SEP or rollover Individual Retirement
Account (IRA). These contain money that has not been taxed yet, but that will be taxed as
ordinary income when you withdraw it from the account in the future.You own these accounts
in partnership with Uncle Sam, who is letting grow value untaxed while you are working but
who will take his cut once you retire. You can take withdrawals penalty-free at age 59½, and if
the Secure Act passes, you may postpone taking mandatory distributions until age 72—
otherwise, per current law, they have to start at age 70½.Retirement accounts are registered to
you as an individual. Unlike with taxable accounts, though, you are asked to name
beneficiaries for these accounts in the event of your demise. You will want to designate a
person as a beneficiary, not your estate or your trust unless your attorney has drafted a special
trust with stretch provisions for the express purpose of receiving these assets. If the Secure Act
has passed, even that may be a bad idea. See the last chapter on estate taxes for more on this
contingency.You also want to name secondary beneficiaries. They will inherit the account in the
event your primary beneficiary no longer wants it or is not alive. Here’s an idea that covers a lot
of cases: make the primary beneficiary your spouse and the secondary beneficiaries your
children.CPA Ed Slott reports the biggest issue with retirement plans is that people don’t have
the beneficiary paperwork filed correctly. Retirement plans do not pass through your estate;
they go where the plan paperwork says. Do your plans reflect your current intentions—with
both primary and secondary beneficiaries listed? You won’t know for sure unless you check.
Here’s the best advice you will read in this chapter: put the book down and log into your
retirement accounts right now to make sure the beneficiaries are set correctly.If the Secure Act
has passed, it will force nearly all non-spouse beneficiaries to pull out the money from your
inherited IRA over ten years. This change has made employee plans and Traditional IRAs a
less desirable bequest. A surviving spouse can pull out the money over his or her actuarial
lifetime (or yours, if that is preferable). Your child (but not your grandchild) under age 21 can
pull it out over his or her actuarial lifetime until age 21, and then the 10-year clock starts for
them as well. Beneficiaries who are disabled, chronically ill, or fewer than ten years younger
than the original account owner are exempt from this provision.Sooner or later, your IRA will
likely pass to your adult children. If a million-dollar IRA ends up in the hands of an attorney/
daughter, she will have to add $100,000 of annual income on top of her six-figure salary for a
decade under the Secure Act. Perhaps half of it will be swallowed by taxes.Imagine you



remarry. You think you have protected your kids’ inheritance by making them the primary
beneficiaries of your million-dollar 401(k). But when you die a few weeks later, your new wife’s
attorney informs her that she has first claim on these assets. Because you failed to get her to
sign a waiver, the 401(k) goes to your new bride, leaving your children like baby robins without
a worm. As estate attorney Jonathan Blattmachr has observed, “Everybody hates a surviving
spouse younger than the kids, especially one named after a woodland creature.”Tax-Free
Accounts: Tax Me Never Again!Finally, there are post-tax Roth accounts. These assets will
never be taxed again. The Roth force field deflects all taxes.In 2020, you can only make Roth
IRA contributions if your income is under $139,000 single/$206,000 married (here and forever
after, when I say “married,” I mean “married filing jointly”). You pay taxes on the money before it
goes into the account, but after that the money compounds tax-free. After the dollars marinate
in the account for at least five years and you are over 59½, you can pull out the interest and
earnings tax- and penalty-free. These five years began January 1 of the year you make your
first contribution. You are free to pull the original contributions out tax-free whenever you
want.In 2006, the Roth 401(k) came into existence, allowing workers to put up to $19,500 a
year inside a Roth wrapper. Workers over age 50 can contribute $26,000.Historically, the
people who qualified for Roth IRAs didn’t need them, while the people who needed them
couldn’t get them. Then in 2010, Congress—strapped for wampum—opened Roth IRAs to
anyone willing to pay taxes today to convert their traditional IRAs into Roths, including people
whose high earnings disqualified them from opening a Roth in the first place. High earners
could not invest in a Roth, but they could invest in a Traditional IRA and then convert it.The
ability to withdraw Roth money tax-free lets people fine-tune their income in retirement by
dipping into the Roth as needed when they want to stay in a low tax tier. Roth withdrawals do
not increase the taxability of your Social Security distributions or Medicare premiums and may
help you avoid recognizing capital gains in your taxable account to generate income.
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Lon Kai, “Great book with lots of perspectives. As an educational book, I think this is wonderful
for learning about different tactics that are available should one choose to employ them. I add
the disclaimer "should one choose to employ them" because some of these tactics are fairly
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complicated and, while an experienced CPA or estate planning attorney can do them for you, I
personally would not recommend utilizing tactics unless you really know what it's about.I also
have serious reservations about his recommendation for zero-dividend investing. If one is
already using low-cost passively managed index funds (as one should be), the overall tax drag
on the annual dividends is not significant. Assuming a 2% annual dividend, and a marginal tax
rate of 35%, that's about 0.7% tax drag per year. However, switching from a diversified index
fund to a much less diversified collection of dividend-free stocks comes with additional risk, not
least of all is deviation from the index. Is that risk worth 0.7% per year? Not to me. Whether at
low or high net worth, the tradeoff is index tracking and diversification versus dividend-induced
tax drag. These are just two cents.Beyond this, and beyond some of the more complicated
tactics, the approach is straightforward and hammered home very well. I would summarize the
entire approach of the book in this one sentence: maximize deductions in high-income years
(IRA, HSA, charity), maximize taxable income in low-income years (Roth conversions are king,
and realized cap gains), and think about the taxes your heirs will pay (IRAs and SECURE act is
a big problem in this regard; my answer will likely lie in charitable remainder trusts).”

Sha, “Pretty much know it all about taxes and investing? Get this book and find out you're
wrong.. Excellent book on tax planning and management for investors. I wish I had read it
years ago.This book was highly recommended on a personal finance blog I read.As a former
tax preparer and fairly well-read do-it-yourself investor, I wondered if I would learn anything
new from this book. I learned a lot.Particularly valuable is the portion that deals with the stages
of an investor's tax life: from working through near-retirement, to post-retirement (before and
after the start of required minimum distributions), and after death. And, for investors in low,
medium, and high tax brackets.DeMuth emphasizes that the particular tax reduction tools used
depend on which stage and tax bracket the investor is in, and will change over time.I learned
that my brokerage accounts could be configured for various tax-saving cost-basis reporting
options that I was unaware of.His recommendation for considering zero-dividend individual
stocks as a tax-avoidance strategy has made me re-think my portfolio makeup. Whether you
like dividends or hate them, his zero-dividend stock advocacy is worth reading.”

Fan of Both, “Well worth your time. This is a well - written book, easy to understand and does
not use a lot of jargon. It has important information for investors of all ages and wealth levels.
The theme that taxes on your investments IS one thing you can control is not emphasized
enough, in other books on investing, in my opinion. This would make a good gift to a young
person starting out.”

Ebook Tops Reader, “Great tax info for a retired doctor. I've reread it a couple of times and I
intend to beat my accountant over the head with the information.”

mike merriman, “Must read for tax efficient investing. Don’t be fooled by the goofy cover, this
book is well researched and very informative. I couldn’t put it down! I’ll be using this info to
change my portfolio within the next 24 hours. The zero dividend idea, as well as the mutual
fund tax inefficiencies pointed out in the book are invaluable. Tax rates are going up. Get ready.”

B. Westervelt, “Helpful for the Newly retired. I read this book practically in one sitting and
learned a few things. In particular the information on Asset Location, Roth Conversions, and
Zero Dividend Investing was helpful.  Worth the investment given how much you can save.”
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