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Financial Briefs

The Downside of Taxes Determining Investment Strategy

hile you should always keep
the tax consequences of in-

vestment decisions in mind, it's a
mistake to let them drive those deci-
sions. Why? Because the goals for
each are fundamentally different:
the goal of investing is to make
money over the long run, while the
goal of tax planning is to minimize
paying taxes in the short run.

Ideally, these goals should com-
plement each other to achieve the
maximum long-term growth of your
portfolio, given your investment ob-
jectives and tolerance for risk. The
danger is that by trying to avoid
paying taxes today, you will frus-
trate your efforts to make the money
you could have made or need for to-
morrow. A few examples of what
can go wrong will illustrate the
point.
Skewing your asset allocation

Studies have found that the
most important factor in determin-
ing an investor’s long-term rate of
return is asset allocation, or how a
portfolio is spread out among the
different classes of investments:
stocks, bonds, cash, real estate, and
commodities. When properly struc-
tured, your portfolio aims for a
given rate of return that’s chosen to
meet your long-term financial
needs.

One way to minimize the abso-

lute dollar amount of the taxes you
have to pay is to minimize your re-
turns. You can accomplish that by
concentrating in low-return invest-
ments like money market funds,
savings accounts, certificates of de-
posits, or bonds. But if your invest-
ment goals require the higher rate of
return you can only obtain through
stocks, this strategy will succeed at
minimizing your returns, but fail at
meeting your investment goals.
Concentrating investment and
credit risk

Municipal bonds are a great
way to reduce your exposure to
both federal and state taxes. While a

municipal bond from any state shel-
ters interest payments from federal
taxation, only municipal bonds is-
sued from within the state in which
you live will lower your liability for
state income taxes. For that reason,
investors frequently confine their in-
vestments in municipal bonds to in-
state issues. The problem with that
is you concentrate your exposure to
the risk that your home state could
run into financial problems that
jeopardize your returns.

When it comes to municipal
bond portfolios, it can pay to diver-
sify, both away from a single issuer
Continued on page 2

Using Portfolio Losses

apital gains on investments held

for one year or less are short-
term capital gains taxed at ordinary
income tax rates. For investments
held over one year, the maximum
long-term capital gains tax rate in
2022 is 20%. While the 20% rate is
significantly below the maximum
ordinary income tax rate of 37%, it
still takes a significant chunk out of
your investment portfolio.

To help minimize your capital
gains tax bill, you should actively
harvest any losses in your portfolio.
Some strategies to consider include:

Recognize losses to at least off-

set $3,000 of ordinary income.
Keep in mind the tax rules regard-
ing gains and losses — capital losses
offset capital gains and an excess of
$3,000 of capital losses can be offset
against ordinary income. If you are
holding stocks with losses in your
portfolio, you should probably take
advantage of this tax rule.

If you still want to own the
stock with the loss, you can sell the
stock, recognize the tax loss, and
then repurchase the stock. You just
have to make sure to avoid the wash
sale rules. These rules state that you

Continued on page 3
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The Downside

Continued from page 1

and a single state. That way, you re-

duce the risk that the market value

of your bonds will suffer from a de-
fault or credit downgrade.

Holding on to an investment too

long

The higher tax rate on short-
term capital gains — those realized
in less than a year — than on long-
term gains encourages some in-
vestors to hold on to an investment
too long. Stock prices can move
quickly, and holding on to a stock
just because you want a more favor-
able tax rate can cause you to lose
some or all of your profits or deepen
the losses you've already suffered.

Selling an investment too soon

Conversely, investors can be
tempted to sell a stock prematurely
in an attempt to harvest capital loss-
es to shelter capital gains. While it
might be a good idea to exit a stock
position before its losses mount, you
could regret it if the stock you sold
later runs on to big gains. Selling
may also leave a hole in your asset
allocation strategy and diminish
your portfolio’s level of risk-
reducing diversification.

The proper approach to tax-

efficient investing

That doesn’t mean that taxes are

a good thing, or that you shouldn’t

try to minimize the taxes your in-

vestments trigger. But there’s a

wrong way to go about it — and a

right way. The right way consists of

doing the following:

e Taking full advantage of tax-
sheltered investment retirement
accounts, like IRAs, 401(k) plans,
and tax-sheltered annuities.

* Investing in municipal bonds
only when they generate a higher
after-tax rate of return.

e Selling stocks based on their in-
trinsic ability to generate gains or
losses.

e Prudently culling losing stocks
from your portfolio when har-
vesting capital losses.

Please call if you'd like to dis-
cuss this in more detail. Wl

Taxes and Retirement Withdrawals

ou may feel more free in re-

tirement than at any other

time in your life. Gone are the
bosses, deadlines, meetings and
to-do lists, but unfortunately you
still can’t shake the taxes. While
you may no longer have to incur
payroll taxes and you may be in a
lower tax bracket, you will still
most likely owe taxes on with-
drawals from retirement accounts,
capital gains on investments, and
pension payments.

As you prepare for retirement,
include developing a retirement
withdrawal strategy that provides
you with the income you need,
minimizes the impact of taxes,
and keeps your investment mix
focused on your goals and per-
sonal situation. Here are some
strategies to consider:

Withdrawal Order Matters

The order in which you take
assets can have an impact on what
you pay in taxes. The sequence
strategy follows this order:

* Required minimum distribu-
tions (RMDs) from retirement
accounts

* Taxable accounts

e Tax-deferred retirement ac-
counts, such as a traditional
IRAs, 401(k), 403(b), or 457

e Tax-exempt retirement ac-
counts, such as a Roth IRA or
Roth 401(k)

RMDs should be taken first if
you're older than 72 because if
you don’t, in most cases, you will
pay a penalty that is half the
amount of what was not with-
drawn.

After the RMDs or if you are
not 72, you should take income
from your taxable accounts until
you've used all of the funds. The
reason for this is that tax-
advantaged accounts still have the
potential to grow on a tax-
deferred basis.

On your taxable accounts, you
will most likely have to sell in-
vestments on which you will pay

capital gains on any appreciation,
which is from 0% to 20% depending
on your tax bracket. The majority of
taxpayers pay no more than 15%,
since long-term capital gain rates
are much lower than income tax
rates.

Finally, you should use the as-
sets in your tax-deferred accounts
on which you will pay ordinary in-
come tax. If you have Roth ac-
counts, these funds will not be
taxed.

Avoid Paying Taxes on
Social Security

Up to 85% of your Social Securi-
ty benefits are taxable if you make
more than the income thresholds. If
your adjusted gross income, nontax-
able interest, and half of your Social
Security reaches $25,000 for individ-
uals and $32,000 for couples, you
will pay income tax on up to 50% of
your Social Security benefits. Addi-
tionally, if your retirement income
reaches $34,000 for individuals and
$44,000 for couples, you will pay in-
come tax on up to 85% of your So-
cial Security payments.

You want to manage your in-
come to reduce the percentage of
your Social Security benefits that are
taxed. With this strategy, you’ll
want to make the income threshold
the target instead of the income as-
sociated with a specific tax bracket.
Take Advantage of
Lower Capital Gains Rates

If your taxable income falls into
one of the two lowest tax brackets,
you can sell stocks that were held
longer than a year as a tax-efficient
means to generating cash flow. In
2022, taxpayers in the 10% and 12%
income brackets will realize long-
term capital gains or receive quali-
fied dividends without being taxed.
This is a great strategy if you have a
high proportion of assets in taxable
accounts and a lower amount of re-
curring income, such as Social Secu-
rity, a pension, or annuity income.

Please call if you'd like to dis-
cuss this in more detail. Bl

FR2022-0210-0116



Using Portfolio Losses

Continued from page 1

must repurchase the shares at least
31 days before or after you sell your
original shares to recognize the loss
for tax purposes. That timing can be
troublesome. If the stock’s price
rises substantially before you repur-
chase it, your tax savings from the
loss deduction may not be worth as
much as the investment gains dur-
ing that time period. You can avoid
that concern by purchasing the ad-
ditional shares first and then selling
your original shares 31 days later.
Another strategy is to purchase a
similar stock, perhaps of a competi-
tor, to replace the stock you sold.
Since it isn’t the same stock, you
don’t have to wait 31 days to pur-
chase it.

Consider recognizing all, or a
substantial portion, of any losses in
your portfolio. Realize that no one
likes to sell investments at a loss.
And since you can only offset an ex-
cess of $3,000 of capital losses
against ordinary income, you might
wonder why you should incur ex-
cess losses that can’t be used cur-
rently, even though you can carry
them forward to future years. There
are a couple of advantages to this
strategy.

First, it gives you an opportuni-
ty to totally reevaluate your portfo-
lio. If you are convinced all your
investments are good ones, you can
sell them, recognize the tax loss, and
then repurchase the stocks, being
sure to avoid the wash sale rules.
But it’s probably more likely that
you own some investments you
wish you didn’t or you don’t think
will recover as quickly as other in-
vestments. This is your opportunity
to reinvest in stocks you believe
have better long-term potential.

Second, it gives you more flexi-
bility when recognizing gains in the
future. You may be a little more
skittish about letting capital gains
ride with the market. Until you use
all your capital losses, you can rec-
ognize capital gains without worry-
ing about paying taxes. Even if
your losses are long term, you can

FR2022-0210-0116

Tax-Efficient Investment Strategies

uring periods of uncertain re-

turns, it becomes even more
important to consider other ways to
increase your portfolio’s value.

One of those strategies is to invest

in a tax-efficient manner.

Taxes can significantly reduce
your portfolio’s value. Dividends
and interest income from taxable
portfolios and distributions from
401(k) plans or individual retire-
ment accounts are taxed in the year
received, at ordinary income tax
rates of up to 37%. Taxes are not
paid on unrealized capital gains in
taxable accounts. When the asset is
sold from a taxable account, howev-
er, you must pay taxes on those cap-
ital gains, at a maximum capital
gains tax rate of 15% to 20% (0% for
individuals under certain income
limits) for investments held over
one year. Capital gains on invest-
ments held for one year or less are
short-term capital gains and are
taxed at ordinary income tax rates.

Consider the following tax-
efficient strategies:

* Minimize portfolio turnover.
Carefully evaluate your invest-
ment choices, selecting those
you'll be comfortable owning for
a long time. That way, you can
let capital gains grow for many
years.

¢ Place investments that generate
ordinary income or that you
want to trade frequently in your
tax-deferred accounts. Since in-

come and realized capital gains
inside tax-deferred accounts
aren’t taxed until withdrawn,
you defer paying taxes on that
income.

¢ Analyze the tax consequences
before rebalancing your portfo-
lio. Portfolio rebalancing is a
taxable event that may result in
a taxable gain or loss. You
should generally avoid selling
investments for reasons other
than poor performance. You
can bring your asset allocation
back in line through other
means. For instance, when
choosing investments, only pur-
chase those that are under-
weighted in your portfolio.
Reinvest interest, dividends,
and capital gains in under-
weighted investments. Any
withdrawals can be made from
overweighted investments. Or
rebalance through your tax-
deferred accounts.

o Utilize losses to offset capital
gains. Selling investments at a
loss can offset capital gains for
that year, reducing your total
tax liability. Excess losses may
be used to offset up to $3,000 of
ordinary income and the un-
used portion may be carried for-
ward indefinitely. See the article
“Using Portfolio Losses” for
more details.

Please call if you'd like to dis-
cuss this in more detail.

use them to offset short-term capital
gains that would be subject to ordi-
nary income taxes.

Use stock losses to offset other
capital gains. You don’t have to
match stock losses with stock gains.
If you have capital gains from the
sale of another type of asset, such as
a business or real estate, stock losses
can be used to offset those gains.

Don't gift stocks with losses. If
you are planning a large charitable
contribution, it makes sense to do-
nate appreciated stock held for over
a year. You deduct the fair market

value as a charitable contribution,
subject to limitations based on a per-
centage of your adjusted gross in-
come, and avoid paying capital
gains taxes on the gain. If the stock
has a loss, however, you should first
sell it and then send the cash to the
charity. That way, you get the chari-
table deduction and recognize a tax
loss on the sale.

If you have losses in your port-
folio, you may be able to use them to
help reduce your income tax bill.
Please call if you'd like to discuss
these strategies in more detail. Nl
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Business Data

Month-end

Indicator Jun-22 Jul-22 Aug-22 Dec-21 Aug-21
Prime rate 475 550 550 325 325
3-month T-bill yield 175 252 288 008 0.05
10-year T-note yield 298 267 315 152 130
20-year T-bond yield 338 320 353 194 185
Dow Jones Corp. 480 451 476 248 225
GDP (adj. annual rate)# +690 -1.60 -0.60 +6.90 +6.70

! Month-end % Change
Indicator Jun-22 Jul-22 Aug-22 YTD 12 Mon.
Dow Jones Industrials ~ 30775.43 32845.13 31510.43 -13.3% -10.9%
S&P 500 3785.38 4130.29 3955.00 -17.0% -12.6%
Nasdaq Composite 11028.74 12390.69 11816.20 -24.5% -22.6%
Gold 1817.00 1753.40 171590 -49% -5.5%
Unemployment rate@ 3.60 3.60 3.50 -16.7% -35.2%
Consumer price index@ 29230 29631 29628 6.6% 8.5%

# — 4th, 1st, 2nd quarter @ —May, Jun, Jul Sources: Barron’s, Wall Street Journal
Past performance is not a guarantee of future results.

18-Month Summary of Dow Jones
Industrial Average, 3-Month T-Bill
& 20-Year Treasury Bond Yield
March 2021 to August 2022
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Tax Planning Tips to Make Life Easier

Plan Ahead. Strategic tax planning should really
commence at the beginning of each year — not at the
beginning of tax season. That is the best time to save for
goals that can benefit you during tax season and be-
yond, such as extra mortgage payments, college savings
plans, charitable giving, or a boost in contributions to
your qualified retirement plan.

Make a List. To serve as an ongoing reminder, make
a list of applicable tax deductions and consider keeping
it in plain sight on your refrigerator or office bulletin
board. Continued awareness of these deductions will
not only motivate you but also keep you on track for the
entire year and help minimize what you owe come tax
time.

Stay Organized. Two of the biggest stressors of tax
planning are remembering what you spent throughout

the year that may qualify as a deduction and locating
the receipt. Keep track of deductible expenses, dona-
tions, and cash gifts in a designated tax deduction bas-
ket, file folder, or online storage system.

Do a Mid-Year Financial Review. Change is in-
evitable, though unfortunately, it's not always easy to
anticipate while you're trying to plan ahead for tax sea-
son. For this reason, incorporate tax planning as part of
your mid-year financial review; accounting for income
changes, unanticipated quarterly bonuses, investment
gains and losses, or changes in family status can sub-
stantially modify your owed taxes or refund.

Don’t Go It Alone. Go to a professional who knows
all the complex technicalities of tax planning; they can
spot oversights, helping to maximize your refund and
reduce your risk of audit.
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