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Ruminations on Harvesting Capital Gains

Explanation of the strategy. Under current law the top federal tax rate for realized capital gains is
15% but is scheduled to rise to 20% next year. (The rate is currently scheduled to go even higher for
many folks in future years as the tax provisions of the health care bill take effect.) For example, a
stock bought for $50,000 that is now worth $150,000 would incur taxes of $15,000 (15% of the
$100,000 gain) if sold this year. The same sale next year would incur taxes of $20,000 (20% of the
$100,000 gain). Thus for investments that will be held for the long term some commentators are
suggesting selling this year to lock in the gain at the lower rate and then immediately repurchasing
the investment. This would mean that only future gains will be taxed at the higher rate.

Wash sale rules. To prevent taxpayers from selling investments af a /oss to get the tax deduction
and then immediately repurchasing the investment (or doing something roughly equivalent
economically) there are what are known as “wash sale rules” that disallow taking the deduction until
the investment is “really” sold. These rules do not apply to recognizing gains and thus do not apply
to the strategy we are discussing here.

Taxable accounts. Many investors have significant amounts in IRAs and other tax-advantaged
accounts. This strategy will not help in those accounts (though it may influence a Roth conversion —
which is another paper). This strategy is for those with taxable investments.

Loss carryforwards. Given the market events of 2008 many people have large amounts of
carryforward losses — particularly if they or their advisor was wise about harvesting those losses.
The current tax code only allows the recognition of $3,000 per year of capital losses against ordinary
income. The remainder is carried forward to future years where each year $3,000 of the losses may
used to reduce ordinary income, but an unlimited amount may be used against subsequent
recognized capital gains. For taxpayers with large loss carryforwards, this strategy will not help as
any gains recognized are not actually being taxed at 15%, but rather simply using up some of the
accumulated losses.

When the strategy doesn’t make sense. Suppose we have the investment mentioned previously
with a basis of $50,000 and a current value of $150,000 and we expect to sell the investment in ten
years to fund some goal. We sell and repurchase, paying $15,000 today to avoid taxes of $20,000 in
ten years. (Our basis is increased by $100,000 when we pay the taxes on the gain today, thus
reducing our taxable gain in the future. Subsequent appreciation in the investment does not impact
this analysis.) Thus we essentially give up (invest) $15,000 today to get $20,000 in ten years. That is
a rate of return of 2.92% annualized. Most folks would do better to invest the $15,000 for ten years,
earning enough to pay the $20,000 in taxes with money left over. (This simplistic analysis ignores
transaction costs from the “extra” trades, so the return is ever-so-slightly overstated.)

When the strategy does make sense. Take the same scenario as in the previous paragraph but
assume we will need the funds in two years rather than ten so we anticipate selling at that time. The
rate of return on that situation is 15.47% (annualized). That is compelling. To recap, this strategy is
recommended for investors who:

1) Have investments with substantial embedded capital gains,

2) Where these investments are held in a taxable account, and

3) The investor does not have offsetting recognized losses or loss carryforwards, and

4) The investment will be sold anyway in a relatively short period of time.
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Notes:

The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP®, CFA®. Mr. Hultstrom is the
president of Financial Architects, LLC, a financial planning and wealth management firm. Questions or
comments are welcome. He may be reached at (770) 517-8160 or David@FinancialArchitectsLLC.com.

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change
without prior notice and we are under no obligation to update the information to reflect changes after the
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted upon without obtaining specific legal, tax,
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is
not an offer, solicitation, or recommendation to purchase any security or the services of any organization.
Forecasting represents predictions of market prices and/or volume patterns utilizing varying analytical data. It
is not representative of a projection of the stock market, or of any specific investment. The foregoing represents
the thoughts and opinions of Financial Architects, LLC, a registered investment advisor. Your mileage may vary.

This report was originally written in March, 2010, and was last reviewed/updated in March, 2010.
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