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The Long and Short of Capital Gains

If you buy or sell shares of stock, you need to be familiar with the rules that govern the way capital gains
are taxed. That’s because the amount you owe in tax can depend on a number of factors, including the
length of time you hold the shares and the federal income tax bracket you’re in. Here are the basics.

Basis and holding period

“Basis” refers to your investment in the shares of stock you hold. Generally, your basis is the amount you
paid for the stock, plus any commissions you paid to purchase the shares. (Note, however, that special
rules apply if you received the stock as a gift or as part of an inheritance.) If you sell a share of stock and
the sales price--less any commission--is more than your basis, you have a gain; if the amount you receive
is less than your basis, you have a loss.

Your holding period is generally the length of time that you hold a share of stock before you sell or
exchange it. If you hold a share of stock for a year or less before selling it, any gain you have is short-term
capital gain. If you sell a share of stock after holding it for more than a year, any gain is long-term capital
gain. Your holding period typically starts on the trade date the share is purchased, and ends on the trade
date it’s sold.

Short-term capital gain

Short-term capital gain is treated as ordinary income, just like interest on your savings account or wages
from your employer. It’s added in with all of your other income, and the amount of federal income tax you
owe depends on the federal marginal income tax bracket you’re in. For example, if you’re in the top tax
bracket in 2010, you’ll pay tax on ordinary income at a maximum rate of 35%.



Long-term capital gain

If you sell shares of stock that you’ve held for more than a year, any gain is long-term capital gain, and special
maximum tax rates apply. If you’re in the 10% or the 15% marginal income tax bracket in 2010, you’ll pay no
federal income tax on long-term capital gains (a “0% tax rate” applies). So, for single individuals with taxable
income of $34,000 or less ($68,000 for married individuals filing jointly), long-term capital gains are federal income
taxfree in 2010.

For those who aren’t in the lowest two federal income tax brackets (i.e., those in the 25%, 28%, 33%, and 35%
brackets), a 15% maximum tax rate generally applies to long-term capital gains. There are limited cases, however,
when individuals in the higher tax brackets can still benefit from the 0% tax rate.

For example, a retired couple with taxable income of $60,000 would be in the 15% marginal income tax bracket in
2010 if they file jointly (the bracket covers married couples with taxable income less than or equal to $68,000). The
couple sells stock, resulting in a long-term capital gain of $40,000. This increases

their taxable income to $100,000, placing them in the 25% marginal income tax bracket. In this situation, they
would pay no federal tax on the first $8,000 of long-term capital gain, and the maximum 15% rate would apply to
the remaining $32,000 in gain.

Offsetting gains with losses

Any capital losses that you may have realized during the year can offset some or all of your capital gain. If your
losses offset all capital gains, any excess capital loss can be applied against up to $3,000 of ordinary income ($1,500
for married individuals who file separately), and any unused capital loss can be carried forward to future years.

Big exception: retirement plans, IRAs

All of this assumes your stock is not being held in a tax-advantaged retirement account like a 401(k) plan or IRA.
Special tax rules apply to investments, including stock, held within these plans. If you sell shares of stock within
one of these plans, there’s no immediate tax consequence. Instead, you’ll generally pay federal income tax when
you take withdrawals from the plan, and any income will be considered ordinary income--even if the earnings are
attributable to capital gains. (Certain Roth retirement plans and Roth IRAs provide

for tax-free treatment of qualified withdrawals.)

Uncertainty in 2011

The special federal income tax rates that currently apply to long-term capital gains expire at the end of 2010. Absent
new legislation, in 2011, individuals in the 15% tax bracket (under current law the 10% bracket disappears

in 2011) will pay tax on long-term capital gain at a rate of 10%. For everyone else, a 20% rate will generally apply.
Special rules (and slightly lower rates) will apply for qualifying property held five years or more.
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