Abstract: When investing for retirement or other long-term goals, people usually prefer
tax-advantaged accounts. But traditional taxable accounts may still make more sense for
certain investments. This article discusses the difference between “taxable” and “tax-
advantaged” and which vehicles tend to work the best where. A sidebar looks at the
categories of rules for dividends.

Taxable vs. tax-advantaged: Where to hold investments

When investing for retirement or other long-term goals, people usually prefer tax-
advantaged accounts, such as IRAs, 401(k)s or 403(b)s. Certain assets are well suited to
these accounts, but it may make more sense to hold other investments in traditional
taxable accounts.

Know the rules

Some investments, such as fast-growing stocks, can generate substantial capital gains,
which may occur when you sell a security for more than you paid for it.

If you’ve owned that position for over a year, you face long-term gains, taxed at a
maximum rate of 20%. In contrast, short-term gains, assessed on holding periods of a
year or less, are taxed at your ordinary-income tax rate — maxing out at 37%. (Note:
These rates don’t account for the possibility of the 3.8% net investment income tax.)

Choose tax efficiency

Generally, the more tax efficient an investment, the more benefit you’ll get from owning
it in a taxable account. Conversely, investments that lack tax efficiency normally are best
suited to tax-advantaged vehicles.

Consider municipal bonds (“munis”), either held individually or through mutual funds.
Munis are attractive to tax-sensitive investors because their income is exempt from
federal income taxes and sometimes state and local income taxes. Because you don’t get
a double benefit when you own an already tax-advantaged security in a tax-advantaged
account, holding munis in your 401(k) or IRA would result in a lost opportunity.

Similarly, tax-efficient investments such as passively managed index mutual funds or
exchange-traded funds, or long-term stock holdings, are generally appropriate for taxable
accounts. These securities are more likely to generate long-term capital gains, which have
more favorable tax treatment. Securities that generate more of their total return via capital
appreciation or that pay qualified dividends are also better taxable account options.

Take advantage of income

What investments work best for tax-advantaged accounts? Taxable investments that tend
to produce much of their return in income. This category includes corporate bonds,
especially high-yield bonds, as well as real estate investment trusts (REITs), which are
required to pass through most of their earnings as shareholder income. Most REIT
dividends are nonqualified and therefore taxed at your ordinary-income rate.



Another tax-advantaged-appropriate investment may be an actively managed mutual
fund. Funds with significant turnover — meaning their portfolio managers are actively
buying and selling securities — have increased potential to generate short-term gains that
ultimately get passed through to you. Because short-term gains are taxed at a higher rate
than long-term gains, these funds would be less desirable in a taxable account.

Get specific advice

The above concepts are only general suggestions. Please contact our firm for specific
advice on what may be best for you.

Sidebar: Doing due diligence on dividends

If you own a lot of income-generating investments, you’ll need to pay attention to the tax
rules for dividends, which belong to one of two categories:

1. Qualified. These dividends are paid by U.S. corporations or qualified foreign
corporations. Qualified dividends are, like long-term gains, subject to a maximum tax
rate of 20%, though many people are eligible for a 15% rate. (Note: These rates don’t
account for the possibility of the 3.8% net investment income tax.)

2. Nongqualified. These dividends — which include most distributions from real estate
investment trusts and master limited partnerships — receive a less favorable tax
treatment. Like short-term gains, nonqualified dividends are taxed at your ordinary-
income tax rate.

© 2018



