THE ADVANTAGE OF YEAR
END TAX HARVESTING
When markets are on the rise, no one seems to mind paying taxes. It’s often described as a good problem to
have because it means you sold positions for a gain. But when markets sell off, paying a tax bill can be far
more unpleasant. A 2010 study by Lipper (Taxes in the Mutual Funds Industry – 2010; Assessing the Impact
of Taxes on Shareholder Return) showed owners of mutual funds in taxable accounts gave up an average of
0.98 percent to 2.08 percent in annual return to taxes over the last 10 years.
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The chart above shows the difference in returns when a 1% and 2% tax are applied to a standard 7% annual
return. After ten years, the difference in dollars earned between a 7% and 6% annual return is $52,891 and
after twenty years is $198,916. The difference in dollars earned between a 7% and 5% annual return is
$101,477 after ten years and $364,916 after twenty years.
When an investor buys into a mutual fund, they are also buying into the cost basis of the fund’s holdings. If
the fund bought Apple several years ago at a price of $25/share, the investor now owns Apple with a cost
basis of $25/share. It doesn’t matter if the investor actually bought into the mutual fund just yesterday, they
have assumed the fund’s cost basis.
Now in the course of doing their analysis and given the run-up in the stock price, the fund manager decides
it’s time to sell Apple. So he does, at a price significantly higher than the $25 purchase price. Great job,
right? Well, maybe not for everyone.
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Our new investor will incur a tax on the capital gain even though they bought into the fund well after the stock
had already increased in value.
If the fund manager sold the Apple position in a year when the stock market is down, its quite possible the
client could have negative returns and a capital gains tax bill as well. For 2015, higher income taxpayers
have a top effective long-term capital gains rate of 23.8%* and a maximum short-term rate of 43.4%
And hence, an unhappy client.
Compared to mutual funds, separately managed accounts (SMAs) provide investors with portfolios precisely
tailored to the individual’s needs at a very competitive cost. By owning individual stocks and bonds, every
investor has their own cost basis. There is no assumption of previously purchased securities and there
shouldn’t be any year-end tax surprises.
SMAs can utilize a tax advantage called harvesting. Tax harvesting is a term used to describe selling
positions at a loss to offset positions with a realized gain. By doing so, investors have the capability to
reduce or flatten out their investment based tax liabilities entirely.

*Includes Medicare Investment Income tax of 3.8%
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