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With the fourth quarter here and tax season fast approaching, now is an ideal time for

advisors to initiate conversations with their clients about tax loss harvesting. Tax

loss harvesting is the act of selling a losing position to offset capital gains created

by income or the sale of profitable investments.

The security sold to create the tax loss opportunity is subsequently replaced by a

similar investment to maintain proper asset allocation within the client’s portfolio.

For example, an advisor can sell a standard, diversified European exchange-traded fund

(ETF) for a client at a loss and replace that ETF with a small-cap dividend or currency-

hedged fund focusing on European equities.

When searching for tax loss harvesting opportunities, advisors must remain aware of the

Internal Revenue Service’s (IRS) wash-sale rules. IRS rules state that the wash sale

comes into play when a security is sold and any of the following scenarios occur within

30 days:1

•    Buy substantially identical securities

•    Acquire substantially identical securities in a fully taxable trade 

•    Acquire a contract or option to buy substantially identical securities

•    Acquire substantially identical securities for your IRA or Roth IRA

When using ETFs, a good rule of thumb for avoiding the wash-sale rule is to avoid funds

with similar underlying indexes to the product sold to create the tax loss opportunity.

Clearly, selling one S&P 500 Index-based ETF only to buy another two weeks later could

expose client portfolios to wash-sale ramifications. Conversely, selling a sagging

small-cap growth fund to move into a mid-cap dividend ETF could help advisors steer

clear of wash-sale issues.

Risks with Tax Loss Harvesting

For many clients, tax loss harvesting is a practical strategy worth considering, but it

is not a free lunch. There are risks associated with this strategy, and those risks

extend beyond the wash sale. 

Obviously, the investment sold for tax loss purposes must be replaced if advisors are

looking to keep client portfolios allocated comparably to where they were prior to the

tax loss sale. Differences in value between the sold and the purchased investments can

potentially negate some of the benefits of tax loss harvesting. 

Additionally, investors’ cost basis and expected holding periods must be considered,

because as those factors change, higher taxes could await down the road. In other words,

searching for a tax break today can result in higher taxes in the future.2

Another scenario to consider is the investor harvesting more losses plus, say, $3,000 in

ordinary income than he or she has in offsetting gains. This scenario might seem shrewd

to save on taxes today but could result in a higher tax tab in the future.

Tax Loss Harvesting Still Has Advantages

While there are risks associated with tax loss harvesting, as is the case with nearly

any financial strategy, there are benefits too. For starters, creating tax loss

opportunities does not require material alterations to a portfolio’s allocations. In the

hypothetical example mentioned earlier, the advisor maintains European exposure for her

client by selling out of a lagging European fund to move into an alternative avenue for

European equities. Thus, exposure to Europe is maintained.

Another potential benefit is that if losses remain after short-term losses are used to
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offset short-term gains or long-term losses are used to offset long-term gains,

investors can use remaining losses from one category to offset gains in another.3

1Abraham Bailin, “Tax-Loss Harvesting: A Tactical Strategy to Add Incremental Value,”

Morningstar, 11/2/11.

2Jason Zweig, “Look Before You Reap: Tax-Loss Harvesting Can Backfire, The Wall Street

Journal, 12/11/10.

3“How Tax-Loss Harvesting Benefits You,” JPS Financial, 12/10/15.

Important Risks Related to this Article

Neither WisdomTree Investments, Inc., nor its affiliates, nor Foreside Fund Services,

LLC, or its affiliates provide tax advice. All references to tax matters or information

provided in this material are for illustrative purposes only and should not be

considered tax advice and cannot be used for the purpose of avoiding tax penalties.

Investors seeking tax advice should consult an independent tax advisor.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Tax Loss Harvesting    : Selling securities at a loss to offset a capital gains tax

liability. Tax gain/loss harvesting is typically used to limit the recognition of short-

term capital gains, which are normally taxed at higher federal income tax rates than

long-term capital gains.

Dividend : A portion of corporate profits paid out to shareholders.

Currency hedging : Strategies designed to mitigate the impact of currency performance

on investment returns.

Wash-Sale Rule   : An Internal Revenue Service rule that prohibits a taxpayer from

claiming a loss on the sale or trade of a security in a wash sale. The rule defines a

wash sale as one that occurs when an individual sells or trades a security at a loss,

and within 30 days before or after this sale, buys a “substantially identical” stock or

security, or acquires a contract or option to do so.

IRA : Individual retirement account.

Roth IRA   : An individual retirement plan (a type of qualified retirement plan) that

bears many similarities to the traditional IRA. The biggest distinction between the two

is how they’re taxed. Since traditional IRAs contributions are made with pretax dollars,

you pay income tax when you withdraw money from the account during retirement.

Conversely, Roth IRAs are funded with after-tax dollars; the contributions are not tax,

depending on your income and life situation. But when you start withdrawing funds,

these qualified distributions are tax free.

S&P 500 Value Index     : A market capitalization-weighted benchmark designed to measure

the value segment of the S&P 500 Index.
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