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Taxes represent a drain on investment returns.  Avoiding even small amounts of taxation over many years may markedly increase your chances of achieving financial security.  For example, a one percent tax savings on a 10,000 dollar portfolio over thirty to forty years of investing means having more than another 5,000 dollars to spend in retirement.  The topic is broad, and selected issues are discussed below in an alphabetical order.
Actively Managed Mutual Funds and Taxes

It is well known that a minority of actively managed mutual funds “beat” the  just buying the index passively (index funds).  Index funds also generate little in the way of taxable dividends and almost no short term capital gains, in that they hold many of their positions for years and years.  In contrast, actively managed funds have managers that are paid to “do something.”  This doing something means buying and selling stocks and generating short term and long term capital gains.  When you examine the “after tax” return of actively managed funds vs. those of index funds, the results are absolutely dismal for the active funds.  For example, the Vanguard S&P 500 index fund consistently has outperformed 84-96% of the actively managed funds in its class on an after tax basis.  Unless you have a compelling reason, buying index funds is a more tax smart way to invest in equities.
Capital Gains
A Capital Gain is a profit made on selling “something”-such as a house or a stock.  A Capital Loss is the opposite.  The US Government has arbitrarily divided gains and losses into short and long term, with the dividing line at 1 year.  Long term gains are taxed at lower rates than are short term gains.  Therefore, holding investments for at least one year usually makes for lower taxation on the gain.

Simply taking a profit after owning a stock for 364 days instead of waiting two more days can cost you 20% of your gain (short term capital gains tax can be 35% and long term gains are taxed at 15%).  Another way to look at the same transaction is that not waiting two additional days more than doubles your taxes on the sale.

Carry Over Capital Losses
In a given year, if you have capital losses that exceed your gains, you may only deduct up to $3000 in such losses against your other income.  Any losses not taken in a given year are carried forward to future years.  Having substantial carry over losses allows some Tax Loss Harvesting (see that section).

Fees and Expenses

The costs of investing are just another tax.  You should know what you are paying for and just how much.  Many fees are hidden in commissions, wrap fees, back end loads, and other charges.  Good advice and performance are worth paying for, but make sure you know what you are getting and what it costs.

Mutual funds
At the end of each year, most mutual funds declare and pay dividends.  The makeup of these dividends is not in your control.  They might be predominantly short term capital gains (high tax) or long term (lower tax). There might be some interest income (high tax), and or dividend income (currently low tax).  Some mutual funds are more tax focused than others, and the due diligence in purchasing these products is important.  Some investors that bought “growth” funds in the late 1990’s found that the funds carried high levels of gains achieved before they bought the funds-and these investors paid taxes on money never made by them.  In addition, since mutual funds make their distributions near the end of each calendar year, buying them in a taxable account at that time incurs immediate taxable income.  
Mutual Fund Taxation

As noted earlier, most mutual funds pay a yearly dividend that is composed of some mix of interest, stock dividends and capital gains (short and long term).  Current tax laws insists that you pay taxes on these dividends from the fund even if you don’t sell any fund shares.  Besides the warning not to buy mutual funds in taxable accounts near year end, there are two additional aspects of mutual fund taxation that you should know.

First, you have some choices on how to value the “basis” (original cost) of mutual fund shares that you do sell.  Perhaps you bought some shares of Mutual Fund X several times over the last few years, and now you decide to sell some of them.  You may take the basis of the first shares you bought, the average of all the shares you have purchased or some specific shares that you bought at any time to use in considering your gain or loss.  Doing so can have some remarkable differences in tax costs.  Second, you must keep track of all the dividends of mutual funds that you “reinvest” in more shares.  Since you paid tax on these dividends each year that they were declared, if you don’t adjust your total basis each time dividends are paid, you will end up paying taxes twice on the dividends when you sell the mutual fund shares.  I usually advise clients to take mutual fund dividends in cash to avoid this accounting nightmare.
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In my prior column, we reviewed the tax aware aspects of investing including the costs of fees and actively managed mutual funds, capital gains and losses, and mutual fund taxation.  Here are some more important tax facts to help with your investments.
Special Tax Treatment of Dividends
Recent tax legislation made dividends paid by most stocks taxable at a very low rate equal to that of long term capital gains (currently 15% or lower).  Note that income from Real Estate Investment Trusts and all fixed income investment returns are taxed as ordinary income in your regular tax bracket.

Tax Deferred and Tax Free Accounts

Traditional IRA accounts and the many types of qualified retirement accounts (401k, 403b, Defined Benefit) all have the benefit of tax deferral on earnings.  Therefore, it does not matter how you take your dividends-as cash or shares.  It doesn’t matter what gains are short term or long term, or whether income is interest or capital gains.  Since none of the money (usually) in these accounts has been taxed, all the appreciation from any of the three traditional sources (contributions, appreciation, income) is all to be taxed when withdrawn as ordinary income.  So, tax aware investing isn’t particularly important in these accounts.  Note that Roth IRAs are never taxed, even when the money comes out. 

This brings up a very interesting and complex question-which is whether investments that traditionally throw off higher amounts of taxable income should be preferentially be put into these vehicles instead of taxable accounts.  Some advisors are careful to allocate fixed income and other investments that throw off taxable interest into retirement accounts, and put stock investments into taxable accounts shooting for lower long term capital gains.  A contrary opinion holds that the almost certain lower long term return of fixed income investments (when compared with stocks) hampers the tax deferred compounding ability of the retirement accounts.  Is it better to have a bond paying 5% interest or a stock fund with an expected return of 9-10% in the retirement account?  There is not a good answer to these opposing views.  I personally allocate most investments without paying too much attention to the tax status of the account, except that I put pure high yield investments into tax free accounts when convenient.
Tax Free Investing
Tax free bonds (usually referred to as municipal bonds) are issued by government entities, and escape both Federal and State income taxes (but only in the state of residence and issuance).  Having this advantage, they offer lower interest rates than taxable bonds-although the underlying security properties of the bond are also difficult to compare with those of non-governmental entities (such as corporate bonds).  Knowing whether or not municipal bonds are a better investment than corporate or taxable government bonds is a function of 1) quality and 2) your tax bracket.  Quality is a topic for a different and much longer article, so we’ll assume that you are evaluating a municipal bond of the highest quality.  If a corporate or Treasury bond of similar duration (length of time that your money will be lent) is paying 6% interest, then the municipal bond should pay 6% multiplied by (1-your tax bracket) or more to be a better investment.  For example, if your tax bracket is 25%, then 6 times (1-.25) is 4.5%.  If the municipal bond pays more than 4.5%, then it represents a better interest rate return.  You would expect the price and interest rates of municipal bonds to move up and down in almost exact proportion to other interest rates, but this is not the case.  At times, municipal bonds pay almost the same interest rates as taxable bonds, representing a good value for those in upper tax brackets.  Conversely, many retirees in relatively low tax brackets have no business in owning municipal bonds.

Tax Loss Harvesting

This refers to selling investments that have made gains to balance against carry over Capital Losses (see the section on Capital Gains and Losses).  Usually a similar type investment is almost immediately repurchased to maintain a position in that asset class, but one that is different enough to satisfy tax law on “wash sales.”  For example, you have a substantial carry over Capital Loss and some gains on an S&P500 index fund.  You could sell the fund and have the gains sheltered by your carry over losses.  Shortly after the sale, you buy another fund that is slightly different than the index fund, but that is otherwise likely to perform in the same fashion with changes in the S&P index.  Essentially, you have allowed the old losses to establish a higher basis in the current investment, meaning lower taxes in the future.

Does Tax Awareness Pay?
Savvy fund managers employ three principles to avoid making taxable distributions to their shareholder.  We can all profit from these funds and their techniques.  First, the fund managers always pick the highest cost basis positions to use against sales-minimizing gains.  Second, they realize capital losses to balance gains.  Finally, they work to make losses within tax law.  The final comment pertains to what are known as “wash sale” rules.  If you sell a stock and then buy it back within 30 days, any losses taken on the initial sale are instead carried over.  If you run a diversified portfolio or mutual fund and you wish to take a loss, you will need to sell something.  If you still need to have that type of something in the portfolio, you must be careful to buy a stock or fund that is “different” enough to avoid the wash sale rules, yet similar enough to meet your asset allocation parameters.  Skillful investors do this well.  Well managed portfolios and funds from a tax standpoint have unrealized gains that grow and grow year by year, while not throwing off almost any taxable income.   The money that would have gone to Uncle Sam stays around to help magnify investment returns.

