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Dear Strategic Advisor:  
 
Financial planning professionals often help their clients position assets properly to meet 
the clients’ financial goals. Sometimes this means liquidating certain assets in order to re-
invest in others. When clients decide whether to sell assets to buy others, they should take 
the tax consequences into account. 

 

When assets are sold, gain or loss on the transaction is usually recognized for federal in-
come tax purposes. Gain is measured by comparing the net proceeds the client receives 
against the client’s income tax basis. The character of the tax result depends on the type of 
underlying asset. Many of the financial investments in a client’s portfolio will be capital 
assets. Gain on the sale of most capital assets is taxed at capital gains rates. 

 

In general, federal income tax law favors a taxpayer’s investment in capital assets as op-
posed to ordinary income assets. The tax preference shows up with capital gains tax rates 
that are lower than ordinary income rates.   

 

Since helping our clients manage income results is an important part of a financial profes-
sional’s responsibility, having a deep understanding of how capital gains taxes work is 
helpful. 

 
Regards, 

Michael W. Lagos, CFP®  

 



CAPITAL GAINS TAXES 
 
The federal Revenue Code provides a road map of how capital gains taxes work. In this issue of Advisors Bulletin, we will 
discuss the basic principles of capital gains taxation. For more detailed information, consult IRS Publication 550. 
 
Capital Assets 
 
In the analysis of how an asset sale is treated, the first question is whether we are dealing with a capital asset or an income 
asset. 
 
Most assets are capital assets. The IRS (https://taxmap.irs.gov/taxmap/pubs/p544-012.htm) has carved out the following 
broad categories of exceptions: 
 

 Inventory used for business 

 Accounts or notes receivable 

 Most kinds of intellectual property, such as patents or copyrights 

 Supplies consumed in business 
 
In addition, financial professionals are used to the idea that qualified plan accounts and nonqualified annuities are treated 
as income assets rather than capital assets. 
 
Basis 
 
A capital asset’s basis can increase or decrease depending on changes that occur throughout its lifetime, with those chang-
es consolidating into the taxpayer’s adjusted basis.  
 
INCREASES TO BASIS 
 
Capital improvements, such as adding a room to a rental home, increase the asset’s basis. Further, government or associa-
tion assessments for improvements, such as for sidewalks or roads, also increase the basis for real estate. 
 
In pass-through businesses—such as S corporations, partnerships, or proprietorships—undistributed business profit will 
also increase the owners’ basis in the business. 
 
DECREASES TO BASIS 
 
Cost basis is often decreased by certain activities that improve today’s net cash flow. For example, depreciation deduc-
tions diminish real property’s basis. Here are some other items that might reduce a taxpayer’s cost basis in the underlying 
asset: 
 
 Claiming a Section 179 deduction for the asset 
 Receiving nontaxable corporate dividends 
 Claiming casualty or theft losses 
 Receiving rebates  
 Taking certain tax credits, such as for qualified vehicles 
 
BASIS AFTER A NON-SALE TRANSFER 
 
When a capital asset is sold, a capital gain or loss is usually recognized by the asset’s owner. When the asset is transferred 
by other means, such as gift or by testamentary transfer, there is no immediate income tax result. However, the effect on 
basis depends on the method of transfer. 
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Gifts 
 
For capital property transferred by gift, the donee’s basis is generally the same as in the hands of the donor. Thus, the 
basis is considered to be carried over from the donor to the donee. If any gift tax is paid as part of the transfer, the donee 
gets a partial increase in basis for the gift tax paid. However, the carryover basis may not exceed the fair market value of 
the property at the time of the gift.  
 
Sale to Spouse 
 
In general, a sale of a capital asset to a spouse during both spouses’ lifetimes gives the purchasing spouse carryover basis 
in the asset—no matter what consideration was actually paid for the asset. See Revenue Code Section 1041. 
 
Transfer at Death 
 
Under Revenue Code Section 1014(a), all capital assets owned at death receive an adjustment to basis at the owner’s 
date of death. The new basis is the fair market value as of the date of death. Thus, when heirs sell the capital property 
shortly after death, there was little or no capital gains tax on the sale. 
 
Here’s an example. Say Judy owned 10,000 shares of publicly traded stock, which she purchased in 1950 for $1 per 
share. Judy’s basis in the shares was $10,000. 
 
In 2009, Judy passed away, leaving those shares to her daughter Connie. On the date of Judy’s death, each share was 
worth $100, or an aggregate value of $1 million. 
 
If Judy had sold those shares prior to her death, she would have had to pay capital gains tax on the value received ($1 
million) minus her basis ($10,000), or $990,000.   
 
However, since Connie inherited the shares, she received a step-up in basis at Judy’s death. Connie’s basis is the fair 
market value of shares as of the date of death, or $1 million. 
 
If Connie sold the shares the next day after Judy’s death for $1 million, she would pay no capital gains tax. 
 
Federal Capital Gains Rates 
 
The rate at which most capital gains are taxed is based on the taxpayer’s regular taxable income. Here’s the 2019 rate 
chart, reproduced from the January 2019 issue of Advisors Bulletin: 
 

2019 QUALIFIED DIVIDEND AND CAPITAL GAINS TAX RATES 

 

 

 

 

 

 

 

Note: Because of the 3.8 percent Medicare sur tax, the effective capital gains rates for  taxpayers can reach 
up to 23.8 percent for taxpayers in the 37 percent bracket and 18.8 percent for taxpayers in lower brackets. 
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Long-term Capital Gains and Qualified Dividend rates 2019 

Taxable income below $39,375 for single filers and married filing separate, joint filers be-

low $78,750, head of household filers below $52,750, and estates below $2,650 

0% 

Taxable income between $39,375 and $434,550 for single filers, between $39,375 and 

$244,425 for married filing separate, between $78,750 and $488,850 for joint filers, be-

tween $52,750 and $461,700 for head of household filers and between $2,650 and 

$12,950 for estates 

15% 

Taxable income at or above $434,550 for single filers, at or above $244,425 for married 

filing separate, at or above $488,850 for joint filers, at or above $461,700 for head of 

household filers, and at or above $12,950 for estates 

20% 
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CAPITAL GAINS AND LOSSES 
 
When a capital asset is sold, the difference between the basis in the asset and the amount it is sold for is a capital gain or 
a capital loss. Gain is recognized if the asset is sold for more than its cost basis, and loss is recognized if the asset is sold 
for less than basis. While capital gains are nearly always taxable, losses may not be deductible in certain circumstances. 
For example, losses from the sale of personal-use property are not deductible. 
 
Taxable capital gains and losses may be long-term or short-term. Assets held for more than one year before sale yield 
long-term capital gains or losses. Assets disposed of after less than a year are considered short-term transactions. 
 
Capital gains are usually taxed at a rate lower than that imposed on other taxable income. To figure the taxable capital 
gains for a given tax year, the taxpayer must calculate net capital gain. First, the taxpayer aggregates all long-term capital 
gains and losses. Then the taxpayer calculates net capital gains or losses.   
 
 Net capital gain is the amount by which all long-term capital gains for the year exceed the sum of net short-term cap-

ital losses, plus  
 any long-term capital loss carried over from the previous year.  
 
If long-term capital gains are less than short-term capital losses plus capital losses carried forward, the taxpayer has a 
deductible capital loss. Capital losses are deductible against the taxpayer’s income but capped at an annual maximum of 
$3,000 ($1,500 if married, filing separately). 
 
If net capital loss is more than this limit, the taxpayer can carry the loss forward to later years until it is used up. 
 
Here’s an example that ties these ideas together. 
 

George Jetson and his wife Jane have had the following capital asset transactions in 2019: 
 
 Long-term capital losses of $50,000 
 Short-term capital losses of $10,000 
 Long-term capital gains of $75,000 
 No short-term capital gains 
 

The Jetsons also have a $20,000 net capital loss carryover for 2018. 
 
The rules say that first the Jetsons subtract their long-term losses from long-term gains. That leaves $25,000 in 
net long-term gains. 
 
The Jetsons then add the capital loss carryover—$20,000—and short-term capital losses of $10,000. That makes 
the total loss available $30,000. 
 
Since the total loss exceeds net long-term gain, the Jetsons have a $5,000 net loss. They can deduct $3,000 of 
that loss this year and carry over the $2,000 remaining loss to 2020. 
 

SPECIAL RATES 
 
According to IRS Tax Topic Number 409, a higher capital gains tax could be imposed on asset sales involving the fol-
lowing: 
 
 The taxable part of a gain from selling Section 1202 qualified small business stock is taxed at a maximum 28 percent 

rate. Section 1202 applies to qualified small business stock acquired after September 27, 2010, that is held for more 
than five years. 

 Net capital gains from selling collectibles (such as coins or art) are taxed at a maximum 28 percent rate. 

 The portion of any unrecaptured Section 1250 gain from selling Section 1250 real property is taxed at a maximum 
25 percent rate. Section 1250 deals with accelerated depreciation methods for real estate. 
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CALCULATING THE CAPITAL GAINS TAX 
 
There is a great deal of confusion over how capital gains taxes are actually calculated. A married couple filing jointly 
might wonder whether, if their regular taxable income is $70,000, they could sell a highly appreciated capital asset and 
pay no capital gains taxes. The answer is no.   
 
Here’s an example. 
 

Ricky and Lucy are a married couple with regular taxable income of $50,000 in 2019. Ricky has owned his own 
entertainment business, which he sold this year for $250,000—all of which was gain. 
 
To calculate the actual capital gains tax, the capital gains are stacked on top of regular taxable income to deter-
mine the proper capital gains rate. The table on the prior page indicates that the threshold for the 0 percent rate 
for a couple filing jointly is $78,750. That means the first $28,750 of capital gain is taxed at 0 percent. 
 
Adding the capital gains plus regular income yields a total of $300,000. The top of the 15 percent capital gains 
bracket for married filing jointly is $488,850 in 2019. Since the couple’s income—including gains—is less than 
the top, the rest of their gains are taxed at a 15 percent rate. That means that $172,250—the $250,000 of gain 
minus the first $78,750 taxed at the zero rate—gets hit with 15 percent in capital gains taxes. 
 
That makes the total federal capital gains tax $25,838, which is an actual rate of slightly more than 10 percent of 
the gain. 
 

What about another example where other capital gains rate brackets are straddled? 
 

Assume the same facts as in the example above, except that Ricky sold his business for $1 million—all of which 
was gain.  
 
Again, the first $28,750 of gain is taxed at 0 percent. 
 
The next $410,100 of gain is taxed at 15 percent. 
 
The final $561,150 of gain is taxed at 20 percent. 
 

In addition to the direct capital gains taxes, the couple will be subject to the 3.8 percent Medicare surtax. The surtax  
applies to couples with income in excess of $250,000 who also have investment income (such as capital gains). Assum-
ing Ricky and Lucy only have investment income on the sale of Ricky’s business, the surtax will apply to $800,000 of 
capital gains. 
 
That is the amount by which gains plus regular income ($1,050,000 total) exceed the surtax threshold ($250,000). 
 

Their total capital gains-related tax liability would be calculated like this: 
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Portion Rate Amount 

      

First $28,750 of gain Zero Zero 

Next $410,000 of gain 15 percent $61,515 

Final $561,000 of gain 20 percent $112,200 

      

Surtax on $800,000 3.8 percent $30,400 

      

  Total $204,115 
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Tax Reporting Headaches 
 
In the real world our clients often struggle to figure the proper amount of capital gains tax to which they are subject. Why? 
Here are a few possible reasons. 
 
 Taxpayers don’t always keep perfect records with regard to purchase price or adjustments to basis, particularly on assets 

that might have been acquired long ago. 
 
 Complicated rules about basis adjustments may escape notice. For example, if an investment asset makes a nontaxable 

dividend distribution, the client’s basis in the asset may be reduced accordingly. It is difficult for taxpayers to keep accu-
rate track of basis under those circumstances. 

 
 If a capital asset was obtained by gift, the taxpayer may not have good records of the donor’s basis—information which 

would be indispensable in calculating the client’s basis. 
 
 If a client sells part of her total position in a particular stock or mutual fund, which actual assets did she sell? It may 

make a difference with regard to the tax result if the client acquired the shares at different times (and at different prices). 
This can be particular problematic when a taxpayer has reinvested dividends to purchase new shares over time. 

 
A few years ago the IRS began requiring stockbrokers and mutual fund companies to report information about a taxpayer’s 
cost basis on Form 1099-B. That form is used to remind the taxpayer—and the Service—about the potentially taxable sale of 
capital assets during the year. The form also requires the issuing company to make guesses about any gain or loss recognized 
on transactions and to report additional information about the tax character of such events. 
 
While the information on Form 1099-B may be helpful to many taxpayers as they prepare their income tax returns, what if 
the information reported is wrong? We discussed in the March 2018 issue of Advisors Bulletin how incorrect information 
might show up on Form 1099-R. It seems just as likely that the details reported on Form 1099-B could be faulty.  
 
The IRS expects the taxpayer to report accurate information on the income tax return, even if Form 1099-B is not right. This 
makes it especially important for our clients to employ tax professionals to help prepare their returns in years where there is 
ambiguity over the proper amount of capital gains. 
 
Avoidance and Deferral Ideas 
 
Our clients who are selling highly appreciated assets almost inevitably want to know how they can avoid paying capital 
gains tax. If the tax cannot be avoided, they ask about deferring it. 
 
While tax avoidance and deferral techniques are available, they have significant drawbacks or technical requirements that 
may make them unattractive or unavailable. Even where a strategy might work, the financial professional should help a cli-
ent evaluate the costs associated with implementation and try to compare it to the cost of simply paying the tax. 
 
The top federal capital gains tax rate for 2019 is 23.8 percent. If the client defers capital gains taxes into the future, can the 
client be sure that the rate will be lower—especially in light of a nearly $23 trillion current federal debt (https://
www.usdebtclock.org)? 
 
Here is a short explanation of a few of the most common deferral and avoidance techniques. 
 
EXCHANGES 
 
The Revenue Code favors certain kinds of investments by allowing taxpayers to exchange one kind of asset for another with  
recognizing an immediate tax result. One such transaction familiar to life insurance professionals is the Section 1035 ex-
change, which deals with the trade of noncapital assets. 
 
The most common tax-advantaged disposition involving certain kinds of capital assets is the Section 1031 exchange. On its 
face, Section 1031 appears deceptively simple: 
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No gain or loss shall be recognized on the exchange of real property held for productive use in a trade or business or 
for investment if such real property is exchanged solely for real property of like kind which is to be held either for 
productive use in a trade or business or for investment. 
 

In reality, a taxpayer who wishes to perform a Section 1031 exchange must follow precise procedures, culminating in the ac-
quisition of a replacement property within a short period of time. The taxpayer’s basis in the new property is carried over from 
the old one and adjusted for any additional acquisition costs. 
 
Since basis is carried over, a Section 1031 exchange is best thought of as a way to defer capital gains taxes rather than an elim-
ination technique. 
 
INSTALLMENT SALES 
 
According to IRS Publication 537: 

 
An installment sale is a sale of property where you receive at least one payment after the tax year of the sale. If you 
realize a gain on an installment sale, you may be able to report part of your gain when you receive each payment. 

 
An installment sale doesn’t eliminate capital gain; it just spreads out the tax result over time. From the taxpayer’s perspective, 
spreading out the gain over a period of years may reduce the rate at which the gain portion is taxed. 
 
On the other hand, selling an asset in exchange for installment payments puts the seller at  
some risk that the buyer won’t be able to finish making the payments. In some cases, the exposure can be softened by giving 
the seller a continuing security interest in the underlying asset. In other situations, practical issues may make the default risk 
more significant. 
 
The client’s tax objectives and risk tolerance should be factors in deciding if and how to structure an installment sale of a capi-
tal asset. 
 
CHARITABLE REMAINDER TRUSTS 
 
A client may decide to use a charitable remainder trust (CRT) to eliminate the capital gains tax liability on the sale of an ap-
preciated asset. 
 
Under a CRT the donor usually receives a regular stream of income for life or for a stated number of years, after which the 
remainder interest, the amount left in the trust at the donor’s death, passes to the charity.  
 
If properly implemented, a CRT creates a number of tax benefits for the donor: 
 
 No capital gains tax is generated on the sale of appreciated assets after they have been donated to the CRT. 
 
 The donor receives an immediate charitable income tax deduction equal to the value of the donation minus the present 

value of the annuity stream. 
 
 The donor’s estate receives a future estate tax deduction for the value of the charitable remainder interest. 
 
Because of their tax characteristics—and coupled with the fact that a real charitable gift is required—CRTs work best at times 
when capital gains tax rates, estate tax rates, and interest rates are high. Compared to recent history, those rates are currently at 
low levels. Furthermore, if a CRT is chosen to avoid capital gains taxes, implementation generally requires putting a profes-
sional team in place to create the needed documents and administer the trust.   
 
All of the disadvantages work together to make a CRT an inefficient way to avoid capital gains taxes for most. 
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CONCLUSION 
 
Capital gains play an important role in the tax lives of affluent clients. While the concept is deceptively simple, the actual 
calculation of gains—especially for assets like closely held businesses, real estate, or life insurance—is not always easy. 
 
Our clients expect us to be able to help them make choices about generating cash flow and whether disposition of assets 
makes financial sense. We aren’t able to help with a proper analysis unless we know a great deal about the client’s tax situa-
tion, including details about other taxable income and the cost basis of the underlying capital assets. 
 
Financial advisors can help their clients save on capital gains taxes through intentional planning: 
 
 Time the sale of capital assets to take advantage of a particular year’s low tax rates or to match up gains with offsetting 

losses. 
 
 Evaluate the appropriateness of deferral or avoidance techniques. 
 
Even if capital gains taxes cannot be reduced, a client may appreciate the professional’s explanation of how they are calcu-
lated. 
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LWA strives to develop and maintain sound financial plans designed 

to achieve our client’s wealth accumulation, preservation and trans-

fer objectives, with the goal of preserving their wealth for multiple 

generations.  We provide these services in a confidential and consul-

tative manner, building life-long relationships based upon education, 

trust, communication and service. 
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