
 

 
 
 
Keep Your Capital? 
 
Many investors are wondering if expected increases in capital gains tax rates will make selling and paying 
taxes now more beneficial than exchanging. We did some financial modeling to answer the question. Our 
results show that a sample investor was better off exchanging after an initial investment, and benefited even 
more by exchanging after a second investment. Of course, it might be possible to construct a scenario where 
such would not be the case. And, everything depends on the assumptions.  
 
At present, the most common capital gains tax rate is 15%. We analyzed the effect of replacing that rate with 
either 20% or 25%, the most expected proposals. The details of the analysis are below. In summary, when 
comparing these three different strategies under both tax rates, the more you exchange, the better off you are.  
Our analysis did not include any rental income. If income was considered, perhaps the income from a larger 
property holding permitted by a 1031 exchange would have returned even more income, increasing the 
exchange values.   
 
The question also assumes paying tax, either now or later. Many investors don’t ever pay capital gains tax, 
preferring either to hold or exchange. Assets then accumulate without the tax “haircut.” In our analysis, those 
who never pay the tax come out well ahead, seeing more than a 115% increase vs. paying tax, yielding 73% to 
78%. Today’s lenders are looking for better capitalized borrowers. An important, but less easily quantifiable 
question is: “How much more attractive will you look as a borrower to have that tax you would have on your 
balance sheet as capital?” Perhaps enough to get that loan approved.  
 
So, in answer to the question, “Is it better to pay capital gains tax now at low rates compared to future rates?” 
Our model suggests no, under present proposals. One could ask the question “Why pay the tax ever?” Of 
course, there are times when paying the tax is necessary. But, one should not assume that volunteering to pay 
tax is the best plan. 
 
Here is how we analyzed the comparison.  
 
The investment was improved real property with land value at 25% of total value, acquired five years ago for $1,000,000, 
assuming 30 year depreciation. During the 5 year holding period, the property value grew at 8% per year. The 
sale/exchange decision represents the choice an investor would have today. Three scenarios were compared. “Sell Now,” 
“Exchange Now, Sell Later” and “Exchange Now, Exchange Later.”  The “Sell Now” option assumed the current federal 
capital gains tax rate of 15%, federal depreciation recapture at 25%, and state income at 5%. In each, the investor 
acquired a new property equal in value to the after-tax net proceeds of the relinquished property sold. Then, after the 
second 5 year investment, the investor could again either sell or exchange, paying the higher capital gains tax rates 
(federal capital gains at 20% or 25%).  Here is how the value increases fell out over the 10 year period: 
 
                                    Scenario 10 yr % value increase 

Future capital gains tax    sale-sale   exchange-sale   exchange-exchange 
20%    75.9%    77.7%    115.9% 

       25%    72.7%    75.6%    115.9% 
 
Exchange Services, LLC is a subsidiary of Zions Bank®, and works with Zions Bank® in providing 1031 tax-deferred 
exchange services for taxpayers, investors and businesses.    
 


