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What a difference a day makes! We have all heard that expression more often than we care to
remember. However, when it comes to selling appreciated-in-value capital assets such as stocks,
the expression is not a cliche. One less day of ownership can be the difference between having
your gain taxed at rates as high as 39.6%, instead of at the preferential 20% top tax rate that
applies to long-term capital gain from most capital assets (and at a 10% top rate for those who
would pay 15% tax on the gain if it were treated as ordinary income instead of capital gain). The
tax term involved is called the holding period, the minimum period of time you must hold a
capital asset for gain to be favorably taxed long term capital gain.

Here's an introduction to some of the more common holding period rules that apply to capital
assets. It will help keep you from making a tax mistake that you cannot undo once your trade is
made. Keep in mind, however, that the tax payable on your gain is only one of the factors to
take into account in deciding when to sell a capital asset. For example, if you expect a stock's
value to decline substantially before the long-term holding period is met, you may very well be
better off by selling that stock immediately and paying tax at the higher rate for short-term gains.

General holding period rule: To yield “long term” capital gain, an asset must be held for more
than one year, in other words, for at least a year and a day. The holding period begins on the day
after you buy an asset, and ends on the day you sell it. For example, suppose you bought stock
onJan. 4, 1999. Your holding period began on Jan. 5 (the day after you bought). If you sell at a
profit on or after Jan. 5, 2000, your gain will be long-term capital gain. If you sell on Jan. 4,
2000, your gain or loss is short-term, taxed at the same rate as ordinary income. Keep in mind
that for publicly traded securities, the holding period begins on the day after the trading date you
bought the securities, and ends on the trading date you sold them.

A twist on the general rule applies when you buy a capital asset on the last day of a month
(regardless of the number of days in the month). To satisfy the long-term capital gain holding
period, you must hold the asset until at least the first day of the 13th month following your
purchase date. Thus, if you bought stock on April 30, '99 you have to hold it until at least May 1,
2000 for gain on its sale to be long-term capital gain.

Special holding periods: There are a number of special holding periods that must be met for
certain types of gains to be favorably taxed. Here are a few of them:
e If you inherit a capital asset, you automatically are treated as having held it for
more than one year. Thus, for example, if you inherit a vacation home and sell it
six months later at a gain, your gain is low-taxed long-term capital gain.



e A dual holding period applies if you have been granted an incentive stock option
(1SO) by your employer and you exercise the option and buy stock. To qualify for
full long-term capital gain treatment on the stock you buy, you must hold the stock
for (1) at least one year after the shares were transferred to you, and (2) at least two
years from the date that the ISO was granted.

e Up to one-half of the gain on the sale of qualified small business stock is tax free (and
the balance is taxed at a special 28% capital gains rate) if the stock was originally
issued after Aug. 10, '93 by a qualifying corporation, and the stock is held for more
than five years.

e If you invest in commodity futures, gain on the sale of those futures qualifies as long-
term capital gain as long as you held them for at least six months and a day before the
sale.

e A capital gain dividend from a mutual fund automatically is treated as long-term
capital gain, regardless of how long you held the mutual fund shares generating the
dividend.

Adding on someone else's holding period. There are instances where your holding period
includes someone else's. For example, if someone gives you stock, your holding period includes
the donor's holding period. Similarly, if you acquire property from your spouse (or your ex-
spouse, in the case of a divorce), your holding period includes your spouse (or ex-spouse's)
holding period.

Adding on another property's holding period. Where you defer gain on property by exchanging
it for other property, the holding period of the new property includes the holding period for the
old property. Thus, for example, if you swap an apartment building for an office building, your
holding period for the office building includes the period of time you held the apartment
building.

Where holding period does not matter. It doesn't matter how long you hold assets such as stocks
or bonds owned by an IRA or a qualified retirement plan account. That is because all your
withdrawals will be treated as ordinary income. And if the assets are held within a Roth IRA,
your withdrawals will be 100% tax-free if they are qualified distributions (made after you've had
a Roth IRA for five tax years and paid out after you are 59-1/2, or if you are disabled, or for
certain first-time homebuyer expenses, or after your death).

Keep in mind that we have touched on the more common types of holding period rules. We will
be happy to explain how the rules apply to your personal situation, and help assure that you will
pay the lowest possible tax when you sell any capital asset.

PERRY, SHELTON, WALKER & ASSOCIATES, PLLC 13555 SE 36th Street, Suite 260
Certified Public Accountants Bellevue, Washington 98006-1467
PHONE: (425) 562-6899 FAX: (425) 562-6386
Visit our web site: http://www.pswa.com



