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Financial Planning & Wealth Managem:

Ruminations on Tax Loss Harvesting

Tax loss harvesting is the sale of securities in a taxable account that have declined in value since their
purchase in order to recognize the loss for tax purposes. Most people (including professional
financial advisors) do this at the end of the year determining whether the transaction is worthwhile
by comparing the immediate tax savings to the transaction cost. This is wrong on both counts.

First, positions should be evaluated throughout the year for opportunities to save on taxes; there is
no reason to wait until the end of the year. Because investments tend to go up more than down and
there is little serial correlation in the market, taking losses when they are big enough to be
worthwhile is prudent.

Second, the calculation of tax savings and costs is more complicated than it first appears. Consider
first the standard analysis:

e Assume you invested $10,000.

e The investment has declined in value to $9,000.

e You are in the 15% tax bracket (assuming this will offset other long term capital gains).

¢ You can make an alternative investment that is equally attractive as keeping this one.

e The transaction costs are $20 for each trade ($40 total — one sell and one buy). Note that

transaction costs should include not only the explicit commissions but also bid/ask spread
costs and market impact costs.

This appears to be a “no brainer”; spend $40 to save $150 (a $1,000 loss times 15% tax savings).

In fact, given the information above, you have no idea whether this is a prudent strategy. You are
missing three key pieces of information:
e How long do I expect to keep the “old” investment in my portfolio if I don’t do this
transaction?

e What will my tax bracket be at that time for that transaction?
e What is my hurdle rate for the return on this strategy?

Let’s assume if you don’t do the tax sale you will sell the investment in 5 years anyway for some
reason (perhaps we estimate this by simply knowing you have about a 20% portfolio turnover rate).
Further, assume your tax bracket at that time will continue to be 15%. The future transaction costs
aren’t relevant since you are going to sell something at that point anyway — it doesn’t matter which
investment it actually is.

At this point, it is simply a time value of money problem. If you do the tax loss harvesting, you save
$150 now less the $40 for transaction costs for a net of $110. However, in 5 years your cost basis is
$1,000 lower than it would have been had you kept the old investment. Thus, your tax bill at that
time is $150 Aigher than it would have been. Essentially you made $110 now by paying $150 more in
five years.

Since the rate of return that will grow $110 to $150 in 5 years is 6.40%, you should only do this if
you can invest the current tax savings to earn more than 6.40%. Alternatively, you could look at it
as an opportunity to borrow at 6.40% for 5 years. That might or might not be attractive depending
on the situation.
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To recap, tax loss harvesting is more attractive to the extent:
e The loss to be harvested is large.
e The transaction costs are low.
e The alternative investment is attractive.
e Future tax rates will be low.
® You expect to keep the investment for a long time.

Conversely, tax loss harvesting is unattractive if:
o The loss to be harvested is small.
e The transaction costs are high.

e The alternative investment is unappealing (such as keeping cash for 30 days to avoid the
wash sale rules and then repurchasing the original investment).

e TFuture tax rates will be high.
®  You expect to sell the investment shortly anyway.

Tax loss harvesting is an opportunity to improve after-tax returns, but it should be done throughout
the year and should use a multi-period analysis to determine if it is worthwhile.

Notes:

The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP©, CFA®. Mr. Hultstrom is the
president of Financial Architects, LLC, a financial planning and wealth management firm. Questions or
comments are welcome. He may be reached at (770) 517-8160 or David@FinancialArchitectsLLC.com.

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change
without prior notice and we are under no obligation to update the information to reflect changes after the
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted upon without obtaining specific legal, tax,
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is
not an offer, solicitation, or recommendation to purchase any security or the services of any organization.
Forecasting represents predictions of market prices and/or volume patterns utilizing varying analytical data. It
is not representative of a projection of the stock market, or of any specific investment. The foregoing represents
the thoughts and opinions of Financial Architects, LLC, a registered investment advisor. Your mileage may vary.

This report was originally written in August, 2008 and was last reviewed/updated in January, 2010.
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