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SUMMARY 
 
• The world is dynamic and 

market leadership is 
constantly changing. 

• Failure to reposition 
portfolios purely for tax 
reasons can lead to lost 
opportunities and 
concentration risk, in our 
view.  

• Financial advisors have the 
tools and the experience to 
assist their clients in 
managing capital gains 
efficiently. 
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The Investors’ Dilemma 
When Should a Capital Gain be Realized? 
Nobody enjoys paying capital gains taxes, especially when those taxes can be avoided 
or delayed. However, we believe that capital gain taxes can be the ‘necessary evil’ that 
is difficult to completely extract from any successful investment process. Therefore, 
we believe that taxes should be an important but secondary variable to consider when 
making future investment decisions. Over time, we have seen too many investors make 
poor investment decisions for the sole reason of avoiding taxes. Additionally, investors 
are increasingly using higher stock weightings in their retirement portfolios and living 
off systematic or managed withdrawals in addition to the income from bonds and 
stock dividends. This means for many it is not a question of ‘if’ but ‘when’ stocks 
positions will be sold, and gains realized. 

Why Realize a Capital Gain? 

1. Concentration Risk: We have been taught not to put all our eggs in one basket, 
but sometimes they can end up that way. Vested company stock, or a few 
successful investments can quickly put a portfolio out of balance. When a 
portfolio becomes overly concentrated it can become unsuitable for that 
investor’s risk tolerance and vulnerable to unexpected events.   

2. Opportunity Cost: Winning investments often pay your capital gains tax for 
you by outperforming their peers. However, success brings competition which 
can be fierce, and investors can be fickle. Yesterday‘s winner is not always 
tomorrow’s leader. In fact, it is more common for former winners to lose their 
leadership than it is for them to maintain it. Just in the last few decades we 
have witnessed the struggles of former investor darlings including big banks, 
big pharmaceuticals, integrated oil, telecommunication equipment, branded 
consumer goods and big-box retail to name a few. Investors in many of these 
industries have not only seen the value of their investments decline but have 
also experienced significant opportunity costs by not having enough exposure 
to the market’s next leaders. Sometimes it can be better to take a step back 
(sell a low basis stock and pay the tax) to take two steps forward (reinvesting in 
a more diversified portfolio that keeps up with the market). 

3. ‘Break-Even’ Not the Insurmountable Hurdle Many Believe: There are times we think investments should be sold and 
taxes incurred and the ‘hurdle rate’ guiding that decision may be lower than believed. We calculate the break-even 
period for a ‘sell’ versus ‘hold’ decision as follows. We look at the length of time it takes for a replacement to fully 
offset the cost of paying the capital gains taxes on the original investment. In our example we make the following 
assumptions: 

a. Assume maximum tax rate (23.8%):  Maximum cap gains rate (20%) + Net Investment Income rate (3.8%). 

b. Assume $0 cost basis. 

c. Assume no long-term capital losses, which can be netted to lower capital gains. 

d. Assume reinvestment in S&P 500 which has historically risen by about 10% annually.  

From the chart at the top of the next page, we can see the different breakeven periods for different rates of 
underperformance by a stock. For example, the decision to swap out of an investment that underperforms by 10% 
annually, will take less than three years to break-even (solid orange line crosses dotted blue line).  A 5% 
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underperformer will take about 6 years to 
break-even (solid orange line intersects dashed 
green line). If the underperformance continues 
after the break-even period, the extra return 
that an investor receives could be significant. 
Furthermore, the investor who continues to 
hold the underperformer will likely still face the 
‘sell or hold’ dilemma given that the unrealized 
gain remains. 

4. Tax Rates Can and Do Change:  Since 1913, 
Americans have been taxed on their capital 
gains. In 2024 the long-term capital gains tax 
rate for those making between $47,026 and 
$518,900 is 15%. A 20% rate is applied for those 
with taxable income greater than $518,900. For   
many Americans this tax rate is significantly 
lower than their tax rate on ordinary income.  
The tax rate has changed 21 times since it was 
incepted and has ranged between 12.5% and 
35% over those 110 years. Given that the tax rate has been higher than today’s rate during most of those years and 
given the Federal government’s penchant for running larger and larger deficits, we would not be surprised to see tax 
rates climb in the future. The fact that tax rates are dynamic and have the potential to be meaningfully higher in the 
future is an important thing for investors to consider since avoiding a lower tax today can result in paying a higher tax 
tomorrow.  

How Do You Know When the Time is Right? 

1. Fundamental Change in Business:  Occasionally, impending weakness can be spotted by investors before a stock 
underperforms. Examples include new leadership, product misses, sales declines, rising costs, deteriorating 
customer satisfaction, etc. A significant negative change in a company’s prospects should lead to a review of 
whether that company’s stock is still appropriate in a portfolio, cost basis notwithstanding.      

2. Stock Performance Provides ‘Early Warning’ Alarm:  More often negative fundamentals are preceded by share price 
declines which is why we look to a stock’s relative performance as an ‘early warning’ indicator. Declining relative 
strength relative to the broad market or a company’s peers can indicate current or future problems for a company, in 
our view. 

Conclusion 

Could the behavior that causes great companies to fail be the same behavior that causes great portfolios to fail? 

Clayton Christensen’s 1997 book The Innovator’s Dilemma speculated that great firms often fail because they do not seize the 
next wave of innovation in their respective industries. This is because change is difficult and change often requires sacrifice 
(cannibalizing existing businesses). The dilemma of an innovator is not that different than the dilemma of an investor. 
Successful investors share many of the same difficult choices faced by successful companies. Like a lasting business, an 
evergreen portfolio requires regular adjustment and refreshment. Not only does this require more work than a ‘buy and hold’ 
strategy, but it may require some sacrifice, like selling a winning investment and paying capital gains taxes. Fortunately, 
today’s financial advisors are experienced and equipped to help investors on this journey with tax-focused investment advice 
and solutions. 
 

Risk Discussion: All investments in securities, including the strategies discussed above, include a risk of loss of principal (invested amount) and any profits that 
have not been realized. Markets fluctuate substantially over time, and have experienced increased volatility in recent years due to global and domestic economic 
events. Performance of any investment is not guaranteed. In a rising interest rate environment, the value of fixed-income securities generally declines. 
Diversification does not guarantee a profit or protect against a loss. Investments in international and emerging markets securities include exposure to risks such 

Source: RiverFront. Chart shown for illustrative purposes only. Past performance is no indication of 
future results. You cannot invest directly in an index. 
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as currency fluctuations, foreign taxes and regulations, and the potential for illiquid markets and political instability. Please see the end of this publication for 
more disclosures. 

Important Disclosure Information:  

The comments above refer generally to financial markets and not RiverFront portfolios or any related performance. Opinions expressed are current as of the date 
shown and are subject to change. Past performance is not indicative of future results and diversification does not ensure a profit or protect against loss. All 
investments carry some level of risk, including loss of principal. An investment cannot be made directly in an index.  

Information or data shown or used in this material was received from sources believed to be reliable, but accuracy is not guaranteed.  

This report does not provide recipients with information or advice that is sufficient on which to base an investment decision. This report does not take into 
account the specific investment objectives, financial situation or need of any particular client and may not be suitable for all types of investors. Recipients should 
consider the contents of this report as a single factor in making an investment decision. Additional fundamental and other analyses would be required to make an 
investment decision about any individual security identified in this report.   

Chartered Financial Analyst is a professional designation given by the CFA Institute (formerly AIMR) that measures the competence and integrity of financial 
analysts. Candidates are required to pass three levels of exams covering areas such as accounting, economics, ethics, money management and security analysis. 
Four years of investment/financial career experience are required before one can become a CFA charterholder. Enrollees in the program must hold a bachelor’s 
degree. 

All charts shown for illustrative purposes only. Technical analysis is based on the study of historical price movements and past trend patterns. There are no 
assurances that movements or trends can or will be duplicated in the future. 

Stocks represent partial ownership of a corporation. If the corporation does well, its value increases, and investors share in the appreciation. However, if it goes 
bankrupt, or performs poorly, investors can lose their entire initial investment (i.e., the stock price can go to zero).  Bonds represent a loan made by an investor to a 
corporation or government.  As such, the investor gets a guaranteed interest rate for a specific period of time and expects to get their original investment back at 
the end of that time period, along with the interest earned. Investment risk is repayment of the principal (amount invested). In the event of a bankruptcy or other 
corporate disruption, bonds are senior to stocks.  Investors should be aware of these differences prior to investing.  

In general, the bond market is volatile, and fixed income securities carry interest rate risk. (As interest rates rise, bond prices usually fall, and vice versa). This 
effect is usually more pronounced for longer-term securities). Fixed income securities also carry inflation risk, liquidity risk, call risk and credit and default risks 
for both issuers and counterparties. Lower-quality fixed income securities involve greater risk of default or price changes due to potential changes in the credit 
quality of the issuer. Foreign investments involve greater risks than U.S. investments, and can decline significantly in response to adverse issuer, political, 
regulatory, market, and economic risks. Any fixed-income security sold or redeemed prior to maturity may be subject to loss.  

Index Definitions: 

Standard & Poor’s (S&P) 500 Index measures the performance of 500 large cap stocks, which together represent about 80% of the total US equities market. 

Definitions:  

A capital gains tax is a tax imposed on the sale of an asset. The long-term capital gains tax rates for the 2023 and 2024 tax years are 0%, 15%, or 20% of the 
profit, depending on the income of the filer.  
 

RiverFront Investment Group, LLC (“RiverFront”), is a registered investment adviser with the Securities and Exchange Commission. Registration as an investment 
adviser does not imply any level of skill or expertise. Any discussion of specific securities is provided for informational purposes only and should not be deemed as 
investment advice or a recommendation to buy or sell any individual security mentioned. RiverFront is affiliated with Robert W. Baird & Co. Incorporated (“Baird”), 
member FINRA/SIPC, from its minority ownership interest in RiverFront. RiverFront is owned primarily by its employees through RiverFront Investment Holding 
Group, LLC, the holding company for RiverFront. Baird Financial Corporation (BFC) is a minority owner of RiverFront Investment Holding Group, LLC and therefore an 
indirect owner of RiverFront. BFC is the parent company of Robert W. Baird & Co. Incorporated, a registered broker/dealer and investment adviser.   

To review other risks and more information about RiverFront, please visit the website at riverfrontig.com and the Form ADV, Part 2A. Copyright ©2024 RiverFront 
Investment Group. All Rights Reserved. ID 3673969 
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