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ATTORNEYS AT LAW

What is “Cost Basis” and Why Should You Care?
Cost basis is a term that must be understood if you are to make sense of your investments, property
ownership and estate planning. A few relatively short sections of the Internal Revenue Code (IRC) have
resulted in thousands of pages of regulations, rulings, court cases and scholarly writing, often confusing to those
without accounting or legal expertise.
Very basically, cost basis is the original value of an asset for tax purposes, usually the purchase price.
When calculating the cost basis of a stock or mutual fund, adjustments will be made for stock splits, dividends
and return of capital. This value is then used to determine the capital gain (or loss), which is equal to the
difference between the cost basis and the amount realized on a sale of the asset. Cost basis is also sometimes
referred to as “tax basis” or just “basis.”
As a general rule, a high basis is better than a low basis as it will reduce your capital gain. Therefore it
is important not to overlook any additions to basis. For example, if you automatically reinvest dividends and
capital gain distributions made to you by a mutual fund you hold in a taxable account, tax law considers these as
reinvested earnings. Consequently, your basis should be adjusted up.
New tax regulations apply to sales of stock, exchange traded funds (ETFs) and mutual funds bought in
2011 or later. Historically, if you bought your holdings over time and sold only part of your investment, you
could decide at tax time whether to use the first share purchased as the cost basis, or to match the sale to the
specific purchase. Now on a stock sale, investors must direct the brokerage firm at the time of sale how to
report the transaction to the IRS, or the brokerage firm will use a first-in, first-out method, applying the sale to
the older shares first. Mutual funds (unless directed otherwise) will probably use the average-cost method.
Depreciation may be taken as a deduction for income tax purposes on certain capital assets, like
equipment used in business, or rental real estate. Depreciation will reduce the tax basis, thereby increasing
capital gains on sale someday.
Basis of Inherited Property
Generally, the basis of property acquired from a decedent is its fair market value as of the date of the
decedent’s death. The decedent’s basis is irrelevant.
This rule applies to most property received in any form from a decedent as a result of the decedent’s
death, including a bequest or devise under a will, distribution from a revocable trust, or property passing by
right of survivorship or by beneficiary designation. This basis calculation is often referred to as a step-up (or
step-down) in basis. (continued)
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Get the Most Out of Your Estate Planning Documents
Your will doesn’t do any good if it can’t be found after your
death. Put it in a safe place and tell a trusted person where it is.
Most of your other estate planning documents including your
powers of attorney are only effective while you are alive. Make
sure you know what those documents do and when to use them.
At Stover & Spitz LLC, we are always happy to take the time to
speak with you to make sure that you understand and can get the
most out of the estate planning documents we prepared for you.

The gift tax exclusion amount
is currently $5,120,000, but is
scheduled to drop to $1,000,000
in 2013. The remainder of 2012
presents a unique opportunity for
making substantial gifts. For more
information, see our article in our
Autumn 2011 newsletter at
www.stoverlawcolorado.com

What is “Cost Basis” and Why Should You Care?
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Traditional retirement accounts (IRAs, 401(k)s and the like) are not eligible for a basis adjustment at
death.
Basis of Property Acquired by Gift
When property is gifted, there are different basis rules depending on whether the basis is being
calculated for purposes of gain or loss. For determining gain, the basis is the same as it would have been in the
hands of the donor. That is, the donor’s basis becomes the donee’s basis. This is often referred to as
“carryover” basis. Where an asset transferred by gift has depreciated to a value below the donor’s basis at the
time of the gift, the donee’s basis for purposes of calculating a loss is the fair market value of the asset at the
date of the gift.
The significance of the difference in basis calculation between property received by inheritance or
lifetime gift can be illustrated as follows:
Dad acquired a stock for $1,000 and held it until he died, when it was worth $10,000. When he
died and Son acquired it from Dad’s estate, Son’s basis is stepped-up to $10,000. If Son sells it for $10,000, his
capital gain will be zero. Alternatively, if the stock was only worth $500 on Dad’s date of death, Son’s basis
would be “stepped-down” to $500.
With regard to a gift, two scenarios are possible. If Dad gave Son the shares prior to his death,
Son would acquire Dad’s basis of $1,000. If Son then sold the shares for $10,000, Son’s capital gain would be
$9,000; $10,000 less $1,000 (because Dad’s basis in the shares “carried over” to Son).
By comparison, if the shares were only worth $500 when Dad gave them to Son, but depreciated
further in value to $300 on sale by Son, the capital loss would only be $200, as the basis in Son’s hands for
purposes of calculating a loss would be the fair market value on date of the gift, not Dad’s basis.
Almost every decision regarding a sale, gift, or devise of your assets (real or personal) should
take basis into account. As you can see from this brief synopsis, due to cost basis rules, even the simplest
transactions can have very different tax consequences, depending on how they are structured and when they
occur. 

The gift tax annual exclusion amount will be $14,000 in 2013.

It not uncommon for parents to loan money to their children. Family
loans present several tax and legal considerations, including the following:
Document the Loan
The borrower should sign a promissory note documenting the loan. This will help clearly establish that a
loan has been made. Also, the promissory note documents the terms of the loan, including the amount loaned,
the length of the loan, payment schedule and interest rate. Documentation is important to avoid disputes
between the parent and the child borrowing the money, and also with other family members who may become
involved, such as upon the death of the parent.
Documenting the loan can also become important to prove to the IRS that there was a loan, rather than a
gift, and to prove the terms. If the child were to have creditor problems, including bankruptcy, the
documentation may become important to prove matters such as when the debt was incurred.
Secure the Loan
The parent should consider securing the loan with the child’s residence or other real property. This is
generally accomplished by recording a Deed of Trust for the property. Securing the loan helps ensure
repayment, which can be especially important in the event the child declares bankruptcy or dies.
In the case of bankruptcy, the child’s debts may be discharged, and the creditors may receive nothing, or
pennies on the dollar. If the loan to the child is secured, then the parent is in a better position than unsecured
creditors to be repaid. Similarly, if the child predeceases the parent, the parent is in a better position to be repaid
if the loan is secured.
There is a potential benefit to the child with securing the loan. If the loan is secured by the child’s
residence, the child may be able to deduct the interest payments on the child’s income tax return.
Interest Rate
In general, loans between family members must charge interest at the Applicable Federal Rate (AFR),
otherwise interest will be imputed under federal tax law for tax purposes. The AFR is a rate published monthly
by the IRS.
Keep Track of Payments
The parent and child should both keep good records of the amount of payments made on the loan, and
when the payments are made. If the loan is fully repaid then the promissory note should be marked as cancelled
and, if there is a Deed of Trust, a Release of Deed of Trust should be recorded.
Death of the Parent
At the parent’s death, the loan is an asset of the parent’s estate. It will be distributed in accordance with
the parent’s will or, if there is no will, under the laws of intestacy. Often, a parent will provide in his or her will
that the child’s loan will be distributed to the child as part of his or her share of the estate. This effectively
discharges the loan once it is distributed to the child.
A child’s loan is not automatically extinguished at the parent’s death unless the promissory note
expressly provides for that. A loan that cancels at death must be specially planned for, due to tax and other
considerations. 
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In case you are wondering…
The construction across the street from us will be the Roosevelt Park
Apartments. The $21 million project at Main Street and Longs Peak
Avenue is planned to include 115 apartments, plus restaurant and retail
space and a parking garage.
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  ROLL CALL 
This year Stover & Spitz LLC received two local
recognitions. We received the 2012 Longmont
Times-Call Readers’ Choice Award for Best Law
Firm, and The Advisors Award from the Longmont
Community Foundation. Some of our other
recognitions include the following, which are all based
on peer review:
 Stover & Spitz LLC is a Tier 1 Trust and Estates

law firm, as recognized by U.S. News Media Group
and Best Lawyers “Best Law Firms” rankings.
 Tom and Jennifer are both listed in Best Lawyers in
America® and the Colorado Super Lawyers®
publication.
 Tom and Jennifer both have AV Preeminent
®

®

ratings with Martindale-Hubbell and are Fellows in
the American College of Trust and Estate Counsel
(ACTEC).

What’s all this talk
about the fiscal cliff?
“Fiscal cliff” is the popular shorthand term
used to describe the combination of
automatic tax increases and steep across-theboard spending cuts that are slated to take
effect with the new year. These changes will
include increases to the income, capital
gains and federal estate tax rates. The
federal estate tax rate will increase
from 35% to 55% and the
Colorado estate tax
will return.
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