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Asset Location Is an Important Tool to Reduce Taxes

A 20% drop in the value of our investments can put us in a total funk but paying 35% in taxes is
accepted as a necessary evil. Reality check: Taxes can cause far more damage to your financial
well-being than a market decline. Which is why asset location matters. Asset location is a tool that
investors can use to strive to minimize gains lost to taxes.

Asset location refers to the account structure in which your assets are held and the type of assets
you own. Common investment “locations” include:

• Taxable brokerage or bank accounts
• Tax deferred retirement accounts
• Roth IRA and Roth 401k accounts
• Mutual Funds
• Exchange Traded Funds
• Bonds
• Hard assets such as gold or collectibles
• Cash Value Life Insurance or Annuities

Tax Basics

Taxes serve to fund the government and its programs. To maximize that funding, the federal
government and most states have graduated tax brackets. The more you make, the higher the tax
rate. This creates three basic tax goals for the investor: (1) minimize taxable investment gains
during high income years, (2) take advantage of lower tax rates whenever possible, and (3) control
sources of income in retirement to minimize tax impacts.

Capital gains taxes apply to gains realized from assets held for investment. Assets held for more
than one year are considered long-term and have specific Federal capital gains tax rates of 0%,
15% or 20% in the 2021 and 2022 tax years. Most U.S. states tax long-term gains at rates
between 2.9% and 13.3%. with the applicable tax rate based on the taxpayer’s total income for the
year.

Gains on investment assets held for less than a year, dividends and interest from investments and
are taxed at the individual’s personal income tax rate. Forty-one states have their own income tax
rates. Nine states without income taxes include Alaska, Florida, Nevada, New Hampshire (does
tax investment earnings), South Dakota, Tennessee, Texas, Washington, and Wyoming.

In addition, there is the federal 26% and 28% Alternative Minimum Tax (AMT) that applies to
income in excess of $206,100 for all taxpayers - after the 2022 AMT exemptions. To help fund the
Affordable Care Act, a federal 3.8% surtax applies on incomes above $200,000.

Calculating capital gains and income tax rates begins with adding all your income sources to get
total annual income. This number determines your long-term capital gains rate as well as your
personal income tax rate.

This is a very oversimplified tax summary. There are a host of tax complications that come into
play from depreciation recapture to deductible expenses, exemptions, and more. There’s a reason
accountants make a very good living from preparing tax forms. The point is that minimizing or
managing taxes through asset location and timing the realization of gains and losses can make a
real difference.

Common Asset Location Options
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Taxable brokerage and bank accounts are reported annually on your tax filings and tend to
have the highest tax consequences for short-term gains, dividends and interest. Because you, or
your adviser, determine when assets are sold, you can control to some extent when gains are
recognized.

Tax-deferred retirement accounts allow you to move taxes on gains into the future when you
may have a lower tax rate. When contributions are tax deductible, you also defer taxes on monies
invested until funds are withdrawn in retirement. The disadvantage is that tax-deferred
contributions and all gains will be taxed at your personal income tax rate when withdrawn.

Roth accounts are funded with after tax contributions but have the advantage of eliminating
federal taxes on gains if the account is compliant with the five-year rule.

Mutual funds can have unexpected tax surprises. When assets are sold within the fund, gains or
losses are allocated among all shareholders. You cannot control when gains or losses will occur.

Exchange Traded Funds have a more advantageous tax structure. While you will still be liable for
taxes on dividends and interest, capital gains or losses are triggered only when you personally sell
your shares in the fund.

Bonds, held to maturity, generate interest income, which is taxed at the investor’s personal
income tax rate. But there are also circumstances where sold before maturity they can result in
short- or long-term capital gains or losses.

Hard assets such as coins, art, paintings, antiques, collectibles, etc. are considered alternative
investments by the IRS and if sold at a gain after a year of ownership are subject to a long-term
capital gains tax rate of 28%.

Cash value life insurance and annuities offer a number of advantages including tax-deferred
growth of gains and potentially tax-free cash out. BUT these are complex contracts with the
insurance companies and require careful review and understanding. Work with qualified
investment professionals to make certain you understand the benefits and limitations of the
individual products. All insurance contracts are NOT created equal.

Strategic Asset Location

Strategic asset location is designed to reduce taxes on gains and optimize after-tax income.
Investments that generate short-term gains are often placed in tax-deferred investment structures,
where they can compound over time without losing ground to personal income taxes.

Stocks that you anticipate holding longer than a year may be more tax efficient in a taxable
brokerage account where the maximum tax on long-term capital gains when stocks are sold may
be lower than your personal income tax rate. When you choose to take capital gains can impact
your personal income tax rates. A substantial long-term capital gain will push taxes on other
earnings into the higher tax brackets.

This is a very superficial overview of what can be a very complex decision. The goal of this
discussion is to help you realize that there are ways to enhance the return on investments by
minimizing taxes. There are additional account structures to consider as well as tax
consequences. Consult with a qualified financial or tax adviser to help you optimize your asset
location. And remember, when it comes to taxes, today’s advice may be inaccurate tomorrow.
Make certain you are working from current facts and aware of proposed legislation that may affect
tax policy.

Overcoming Retirement Account Investing Hesitations

The more economic uncertainty, the more hesitant we find clients are to lock up funds in a
retirement account. But retirement accounts are an important part of building retirement security,
particularly with Social Security forecasted to be in the red by 2025.

For investors concerned that they may need access to their retirement funds prior to age 59½, it
helps to know that several exemptions exist that allow early withdrawals without a 10% penalty.

Better known exceptions to the 10% penalty (subject to certain requirements) include:

• Early withdrawals for rollovers into another retirement account within 60 days,
• Medical bills in excess of 10% of the individual’s adjusted gross income (AGI),
• Total and permanent disability of the account owner,
• Distribution to beneficiaries after the account owner's death,
• Qualified education expenses,



• First-time homebuyers – withdrawals up to $10,000 from an IRA,
• Health insurance premiums paid by the unemployed,
• Qualified hurricane distributions,
• Qualified reservist distributions for the military.

Another way to avoid the 10% early withdrawal penalty is substantially equal periodic
payments.

Under IRS code section 72(t)(2)(A)(iv), distributions that are part of a series of substantially equal
periodic payments (not less frequently than annually) are exempt from the 10% penalty. These
payments are made for the life (or life expectancy) of the account holder or the joint lives (or joint
life expectancies) of the account holder and designated beneficiary. Once a SOSEPP is started,
distributions must be taken for at least five years, or until the account holder reaches age 59 ½,
whichever is longer. Stopping the payments early will result in penalties and interest in most
cases.

Payments are considered to be substantially equal periodic payments if they comply with one of
the following three methods: (1) the required minimum distribution method; (2) the fixed
amortization method or (3) the fixed annuitization method.

With method 1, the annual payment is recalculated each year, based on the account balance and
account holder’s life expectancy. Methods 2 and 3 use amortization or annuitization schedules to
determine fixed distributions over the life expectancy of the account holder. Effective January 1,
2022, the interest rate used to apply the fixed amortization method or the fixed annuitization
method was substantially increased with the addition of a 5% floor. Calculation of amortized or
annuitized payments is now based on a rate not more than the greater of (i) 5% or (ii) 120% of the
federal mid-term rate. Given 120% of the February federal mid-term rate was 1.67%, this new floor
results in substantially higher annual payments.

Work with a qualified financial adviser or tax adviser BEFORE taking any early withdrawals from
your retirement accounts. Early withdrawals can be a minefield of tax hazards. Distributions from
tax-deferred retirement accounts are taxed as ordinary income and, if taken prior to reaching age
59½ without a compliant exemption, may be subject to an additional 10% IRS tax penalty and
trigger interest charges.

While the exemptions may sound fairly straightforward, there are a host of conditions, definitions
and calculations to consider. IRS notice 2022-6 explaining the calculation of substantially equal
periodic payments is 17 pages long. It is easy to get tripped up by detailed requirements.
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