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Buying a mutual fund at year end can subject an investor to 
capital gains tax without any gain.  But selling a mutual fund 
before a capital gains distribution probably won’t help either. 
 
To make the right call at year-end, investors need to 
understand why. 

This is the time of year you hear of year-end financial and tax 
planning.  Selling stock losers to offset gains taken earlier in the year.  
Forcing income or expenses into this year or next to avoid a higher 
tax bracket. 
 
One of the easiest tax mistakes to avoid, though, is buying a mutual 
fund in a taxable account at the end of the calendar year.  Buying a 
mutual fund just before a capital gains distribution can subject you to 
capital gains taxes without any capital gain.  Determining whether 
this simple rule applies in a given situation requires a deeper 
understanding of how mutual funds work. 
 
Assume a mutual fund (the “Fund”) sells individual stocks during the 
year as mutual funds always do. Those stock sales can result in a 
capital gain or capital loss. A stock sold at a price higher than the 
price at which it was purchased results in a capital gain and vice 
versa.  If the stock sales during the year result in a gain, the Fund 
must distribute nearly all of that gain (technically 95%) to the owners 
of the Fund.  Those “capital gain distributions” are typically made in 
the last couple months of each calendar year, and the distributions 
are taxable.  Taxable gains are only an issue in taxable brokerage 
accounts; in tax-deferred retirement accounts, there are no tax 
consequences of capital gain distributions. 
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I left the practice of law after ten 

years to help people in unique 

and significant ways. 

   

WWM helps people: 

 

Conveniently roll their 401k’s 

into more flexible IRA accounts. 

 

Spread their investment risk 

over many different markets. 

 

Understand what it takes to 

retire comfortably and how to 

change assets into income 

streams when paychecks stop. 

 

At WWM, we are available to 

discuss any financial topic talk 

with family and friends of ours 

and the people we know. 

 

We welcome comments about 

our Newsletter, services and 

anything else that can help us 

improve what we do. 
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http://www.winieckiweatlh.com/


 
This newsletter 
is not advice.   

 
Many factors, unique to 

each investor, and beyond 
those discussed in this 

newsletter exist in 
determining whether to 

purchase mutual funds at 
year end. 

This Newsletter may be an 

Advertisement 
pursuant to Federal law. 

An Example:  Buying a fund before capital gains 
distributions 
 
Let’s assume on December 5, 2010 you bought 1,000 shares 
of the Fund at $100 per share for an investment of $100,000 
in the Fund.  The next day, on December 6, 2010, the Fund 
distributes a 5% capital gain for the year 2011 to every 
investor who owns shares of the Fund. 
 
You invested $100,000 in the Fund, so you will have to 
recognize $5,000 as a gain and pay capital gains tax on the 
$5,000 after owning the Fund just one day. Assuming the 
capital gains are long term, you now owe $750 in tax ($5,000 
X 15% = $750).  So your investment remains at $100,000, but 
you owe $750 in taxes.  There are few situations where this 
makes sense.   
 
Here’s the math: 
 
The capital gains distributed to you means money comes out 
of the Fund, so the Fund’s share price drops by 5%.  After the 
Fund distributes capital gains to you, you still have $100,000 
in assets  – you now own $95,000 invested in the Fund 
(1,000 shares at a reduced price of $95) and $5,000 in cash.  
But for no added value, you now owe $750 in taxes.  You cut 
your net worth by $750 in one day because of when you 
bought the Fund. 
 
If you told the Fund manager that you wanted to reinvest 
capital gains, the Fund manager takes your $5,000 of capital 
gains and reinvests it in the Fund at its lower share price.  
More math:  the Fund manager buys $5,000 of the Fund 
(52.6 shares of the Fund at $95).  After the reinvestment, 
you still own $100,000 of the Fund.  Instead of owning 1,000 
shares at $100, you now own 1,052.6 shares at $95.  
Reinvesting the capital gain, however, does not avoid the tax 
- you still owe $750 in taxes and you still cut your net worth 
by $750 in a day. 
 
So BUYING the Fund just before it distributes capital gains 
will cost you in taxes, but won’t provide you any 
benefit.  That’s a waste of money unless other reasons 
outweigh that cost. 

 



Selling a fund before capital gains 
distributions 
 
Would the opposite work to your 
advantage?  Would SELLING the Fund just 
before it distributes capital gains 
help?  Not likely.  
 
Let’s say you bought $100,000 of the Fund 
in the first quarter of 2009.  You avoided 
the end-of-year capital gains distribution 
problem discussed above.  You then hold 
the Fund until December 5, 2010 and sell 
the fund for $110,000 just before the 
Fund distributes its 2010 capital gains.  
You avoid the 2010 capital gains 
distribution and therefore you avoid the 
tax, too, right?  
 
Not really. 
 
A mutual fund’s current price in large part 
reflects the value of the stocks the Fund 
holds.  If you buy the Fund for $100,000 
and sell it for $110,000, you have a capital 
gain of $10,000.  You now must pay 
capital gains tax on the $10,000 gain.  You 
avoid the capital gains on the Fund’s 
capital gains distribution, but you still 
have to recognize the capital gain on 
appreciated value of the Fund itself.   

The worst of both worlds 
 
What if the Fund’s price craters after you 
buy it?  Let’s say you paid $100,000 for the 
Fund on December 5, and on December 6 
its price gets crushed 30%.  Your investment 
in the Fund is now $70,000 – on paper, you 
lost $30,000.   
 
You still run into the capital gains 
distribution problem.  During the year, the 
Fund sold stocks that appreciated.  Despite 
the huge hit the Fund took in December, the 
Fund must still distribute capital gains to 
investors at year end. 
 
WHAT? My investment in the Fund lost 30% 
in one day, and now I have to pay a capital 
gains tax?  That’s right.  That’s why buying 
mutual funds in brokerage accounts at year 
end can be a waste of money. 
 
Retirement Accounts 
 
This capital gains issue does not affect 
retirement accounts.  Money in retirement 
accounts are tax-deferred; no tax of any 
kind has ever been paid on the pre-tax 
contributions that go into retirement 
accounts.  All withdrawals from retirement 
accounts are taxed at the investor’s 
ordinary income tax rate – no capital gains 
taxes apply.  Accordingly, investors need not 
worry about paying capital gains taxes in 
retirement accounts. 
 
End-of-year Strategy 
 
It is important to understand the capital 
gains trap mutual funds can hold, but it is 
not the only consideration.  Diligent 
investors should weigh all the benefits of 
investing in mutual funds late in the year 
against all the negatives, one of which is 
capital gains taxes without the capital gain.   
 

Disclaimer:   

 

Kurt Winiecki no longer practices 

accounting or law.  The issues 

discussed in this Newsletter are 

general comments and are not and 

cannot be construed as advice.  

Creating strategies related to these 

issues requires knowledge of specific 

situations and advice from a tax or 

legal professional. 


