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How to minimize taxes 
on investment income. 
First, know how your income is taxed. 
The US tax system has two primary regime’s.  The income tax regime 
and the transfer tax regime.  Our topic in this report will cover the 
income tax regime, and how you can structure investment income to 
minimize taxes.  Let’s begin by identifying the different types of tax 
categories for those living off of their invested assets.


• Ordinary Income


• Interest Income


• Dividend Income


• Capital gains
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Ordinary income is the most punitive type of income in regards to the 
percentage of income eligible for taxes.   The brackets for ordinary 
income at the federal level begin at 10% and gradually climb to 37% 
(tax year 2020 and as of this writing in 2021).  This doesn’t include 
your state income tax, which will also apply to ordinary income.  So, 
this is the area we want to strategize the most. Below are the types of 
income subject to the ordinary income tax. 


• Rental Income


• Distributions from traditional or rollover IRA’s 


• Short term sale of any cap gains property


• Income from CD’s


Rental income is a fine way to generate income that doesn’t require 
you to show up to an office every day.  Many retirees or financially 
independent investors own real estate.  The income is ordinary 
income and falls victim to the most punitive income brackets in the 
US.  This compounds for investors who also have money in traditional 
IRA’s which require distribution by age 72, if you don’t need money 
from those IRA’s before then.


Let’s not get this confused, income that provides you a comfortable 
lifestyle is a good thing.  The goal is to identify how to structure your 
income tax efficiently and maximize how much of your hard earned 
cash goes back into your pocket.


Ordinary income also applies to capital gains property sold before one 
year of ownership.  Examples of cap gains property include homes, 
stocks, commercial property, bonds, etc.  Usually investors buy this 
type of property with the intention to hold assets passed the one year 
mark.  However, markets can shift and open new opportunities.  So, 
it’s not unheard of to sell cap gains property and experience ordinary 
income.


Also, yes CD’s provide you with interest taxed as ordinary income.
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Interest income is derived from debt investments like bonds or loans.  
Most people are familiar with the most simplistic version of bond 
interest.  You provide capital with the agreement that you will receive 
a percentage of interest as long as you hold the bond.  Bonds get 
more complicated when you look at the various forms you can buy.  
An investor that’s building a streamlined income tax strategy needs to 
understand the taxability of the different types of bond interest.


• Taxed as ordinary income


• Federal tax exempt


• Federal and State tax exempt


Corporate bond interest falls into the ordinary income tax bucket 
(Noticing a trend here?  The most punitive tax applies to most types 
of income).  Federal tax exempt bonds are offered by the US 
government and come to you at no federal income tax, but could be 
subject to state tax.  Lastly, federal and state tax exempt bonds are 
issued by municipalities, and can be exempt from federal, state, and 
local taxes if issued by the state in which you live.


Dividend Income is the income your grandfather told you about.  Buy 
and hold the big blue chip stocks that pay consistent dividends.  The 
tax rate for qualified dividends is 20%, 15%, or 0%.  The qualified 
dividend tax rate brackets are based on the level of income realized in 
any given year.   This is another reason to avoid increasing your 
ordinary income where possible, as ordinary income can push you 
into higher cap gains and qualified dividend rates. Dividend income is 
very useful in streamlining your taxes on investment income, and we 
will build on that later. 

Second: place investments in the 
appropriate account.  
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Liquid investments like stocks and bonds can be held in various 
account types. The tax lens views account types in three primary 
categories.


• Taxable 


• Tax deferred


• Tax free


Taxable accounts are those accounts that have no special tax 
treatment (ie brokerage, checking, savings, trusts, etc.)  Investments 
held in a taxable account are susceptible to all of the aforementioned 
taxes.  Choosing which types of investments to hold in these 
accounts is extremely important when streamlining your investment 
income for taxes.  


Tax Deferred accounts are very useful for minimizing taxes during the 
accumulation or saving phase of life.  You can deduct IRA 
contributions and 401K contributions that reduce your gross income 
as they’re deducted from your paycheck.  Also, your investments are 
shielded from cap gains inside your tax deferred accounts.  A good 
reason to place your riskier investments that require more diligent 
buying and selling in your tax deferred or tax free bucket.  You won’t 
have to worry about taxes on that investment growth, until you start 
taking distributions.


Careful though, you may donate a good portion of this back as a 
reward for your diligent saving and investing.  All distributions from 
your 401k or IRA are taxed at ordinary income.  The bucket that 
makes all other tax buckets rise, and the one that takes the highest 
percentage.  This is where Strategic Roth Conversion can drastically 
reduce your total tax burden.  You can also use Qualified Charitable 
Distributions or QCD’s when you’re required to start taking money 
from your tax deferred accounts.


Tax Free is a little misleading, but no one wants to go around saying 
“Tax free on growth passed age 59.5 and the account has aged five 
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years” every time we talk about Roth IRA’s.  Roth IRA’s are funded 
with after tax money and the growth within your account is tax free to 
you.  You also do not pay cap gains within a Roth account.  So, this 
should be your supercharged, twin turbo, V12, nitrous boosted growth 
account!  Understanding that many portfolio’s are going to be 
conservative for investors living off their income, if you have a growth 
element to your portfolio (which inflation really thinks you should), the 
Roth is an excellent place for money to grow.


I know you are probably thinking, “Sweet another article telling me to 
save into something I don’t qualify for due to either income limits or 
no longer working.”  You weren’t thinking that, fine.  Roth IRA’s do 
have low income limitations for contribution and you have to be 
working to contribute.  You don’t have to worry about either to 
convert traditional IRA’s into Roth IRA’s or even solo 401k’s into Roth 
IRA’s.  The IRS also allows for Mega  Backdoor Roth Conversions 
(no not a Michael Bay movie title) and this type of conversion can be 
the right answer for business owners.  Either case, Strategic Roth 
Conversions are a very useful tool for investors looking to lower their 
taxes on investment income.


Let’s look at a hypothetical scenario as an example.


Bill and Nancy are retired have $2M total of investable assets and 
income from a rental property in their same state of residence.  The 

$2M is spread amongst the three taxable categories of accounts, with 
a third of the assets held in taxable.  Bill and Nancy have streamlined 

their investable income by placing all of their taxable bonds and 
growth stocks into tax advantaged accounts.  Their taxable accounts 

hold municipal bonds, federal issued bonds, and high dividend paying 
low volatility stocks.  This allows them to rebalance their more volatile 

portfolio assets without tax implication and participate in market 
growth in their tax deferred or tax free accounts (without tax 

implication). While receiving tax advantaged income in taxable 
accounts.  Bill and Nancy’s income strategy has lowered the amount 
of ordinary income as much as possible, which also keeps their cap 

gains, medicare, and taxes on SS payments as low as possible. 
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In Summary: Combine account types, 
investment types, and market volatility and 
use them to your advantage.

You have the information now to understand the various ways 
investments, investment accounts, and types of income are taxed.  
The goal is to apply this knowledge to your situation in the most 
effective way possible.  Here are some steps investors can take to 
streamline their taxes and improve their tax equivalent yield.  


1. Categorize your account types like the IRS would; 
taxable, tax deferred, and tax free.


2. Organize your investment vehicles (stocks, bonds, cash) 
according to their taxability by answering these 
questions.  Where do you hold most of your cap gains 
investments?  Do you hold any tax exempt interest 
investments?  Where do you put your most volatile 
securities?


3. Minimize ordinary income as often as possible.  Partner 
with your tax advisor and your investment advisor.  You 
should be looking at more than just one year at a time.  
Write a financial plan and produce a cash flow sheet to 
look at your total in taxes on income over your life 
expectancy.


4. Lastly, pull out all the stops by using each tactic 
discussed in this article.  Run scenarios on Strategic 
Roth Conversion, municipal bond ladders, inflation 
protected US government issue debt just for example.


This article is educational and not a direct recommendation or call to action.  Consult a trained tax 
professional before implementing any tax strategy.
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