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PLAN SPONSOR 
UPDATE 

Tax Reform headlines – effect on 

retirement savings tax incentives   

Retirement savings tax incentives: critical tax reform moving parts 

Generally, the current Tax Code provides individuals who save for 

retirement in a tax qualified plan two benefits. First, retirement plan 

savers (vs. those saving outside a plan) do not pay taxes on investment 

income earned on plan savings.  

Second, where the participant’s tax rate is higher at the time of (a non-

Roth) contribution than it is at the time of distribution, the value of the 

retirement savings tax benefit is also the difference between those two 

tax rates. This works both ways: a Roth contribution allows you pay taxes 

currently in the low tax year and then get a tax-free distribution in a 

(future) high tax year. 

No Rothification 

Republican leadership was, at one point in this process, seriously 

considering “Rothification,” requiring that some or all of an employee’s 

contribution to a 401(k) plan be made on a “Roth,” post-tax basis. There 

was widespread opposition to this proposal from sponsors, providers and 

participant organizations, who viewed the ability to make pre-tax 

contributions as a valuable tax benefit and believed that a Roth-only 

system would discourage many from saving. 

In this regard, as we just said, the current system allows savers to shift 

income “both ways” – non-Roth contributions can shift pre-tax income 

from a current high tax year to a future low tax year, and Roth 

contributions can shift income from a future high tax year to a current low 

tax year. Rothification would have allowed income shifting only in the 

latter direction. 

While the absence of Rothification from the Republican proposal is 

generally good news, we would caution that it is early in this process, and 

November 2017 

SUMMARY                                            

On November 2, 2017, House 

Republicans introduced the “Tax Cuts 

and Jobs Act” (HR 1), providing for 

sweeping changes in the Tax Code. 

Broadly, the bill (1) reduces the current 

individual tax rate structure from seven 

to four, with reductions in tax rates for 

most individuals, (2) reduces the top 

corporate tax rate from 35% to 20%, (3) 

provides for a reduced tax rate on 

individual business income, (4) doubles 

the standard deduction while limiting or 

eliminating a number of itemized 

deductions (most controversially, for 

state and local taxes), (5) generally 

repeals the estate tax beginning in 2024 

and (6) repeals the alternative minimum 

tax. In this article we provide a brief 

discussion of the effect on retirement 

savings tax incentives of these “big 

ticket” items. 

PLAN ADVISORY SERVICES 

Northern Trust is dedicated to helping 

you succeed in today's fast-changing 

environment. We are pleased to offer 

access to this publication from Plan 

Advisory Services, to share 

developments that may be of interest.   

FOR MORE INFORMATION 

Additional Plan Sponsor Update articles 

are available at the following link  on 

nt.com: 

 

Insights and Research 

.  

https://www.northerntrust.com/insights-research#%7BcurrentPage%3D1%2CresultsPerPage%3D10%2CsortBy%3D-TeamSite%2FMetadata%2FPublicationDateSortable%2Ccriteria%3DSummary%2FTargeting%3Aiojydmfm%7D
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we haven’t heard from the Senate on this issue. It’s possible that an 

attempt may be made to put some kind of Rothification provision back 

into the proposal at some point.  

No change to investment taxes 

As a general matter, HR 1 would not change current taxes on capital 

gains and dividends and, indeed, preserves taxable income thresholds 

under current law for application of the 15% and 20% capital gains rates. 

Nor does it change the current law 3.8% Medicare Net Investment 

Income tax applicable to certain high earners. 

There was discussion during the Presidential campaign of a possible 

increase in investment taxes, which would have increased the tax value 

of saving in a qualified retirement plan. There was also discussion of 

decreasing them – which would have decreased the value of tax qualified 

savings. In HR 1, however, there appears to have been an effort to leave 

these taxes alone. 

Reduction in corporate tax will enhance the retirement savings tax 

benefit 

Very generally (and oversimplifying), corporations pay taxes at the 

corporate level; dividends are not deductible; and shareholders pay taxes 

on (qualifying) dividends at capital gains rates. Tax qualified retirement 

plans/trusts are tax-exempt entities. As such, they do not pay the 

shareholder level tax. They do, however, indirectly pay the corporate level 

tax; that is, the earnings from their investment in a corporation are subject 

to tax, at the corporate level. A reduction in taxes at the corporate level, 

to the extent that it translates into increased returns to retirement plan 

investors, will increase the tax benefit of saving in a tax qualified 

retirement plan, simply because more earnings will go un-taxed on the 

investment held inside the plan, that would otherwise have been subject 

to tax if the investment were held outside the plan. 

Reduced individual business tax may be a disincentive to 

establishing and maintaining plans 

Some have expressed concern that the proposed reduced tax – with a lot 

of exceptions, around 25% – on an individual’s business income, 

generally intended to reduce taxes on small businesses, would create a 

disincentive for small businesses to establish and maintain plans. The 

problem is that contributions to a qualified plan are, when distributed, 

taxed at ordinary income tax rates, e.g., under the proposal, 35% on 

income over $260,000. Simply paying the individual business tax of 25% 

currently, rather than making a plan contribution, may in many cases be a 
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better tax deal for the business owner than contributing to the plan.  A 

number of provisions included with this new lower individual business tax 

are intended to mitigate this effect. It remains to be seen whether those 

are sufficient or will work. 

 

 

                                                                                                                                       

 

The bill includes several 
provisions addressing some 
specific retirement savings issues 
in current law and includes a 
major change to the taxation of 
nonqualified deferred 
compensation with some 
implications for retirement plans. 
We will provide an article 
tomorrow reviewing these 
provisions of HR 1.  
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