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How to improve your investment
returns through tax-loss harvesting

Strategically selling holdings at a loss can help
reduce your portfolio’s tax liability.
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recognition of capital gains.

Tax-loss harvesting can be a valuable strategy to reduce your capital gains taxes.

Tax considerations are important, but they should not drive your decisions at the
expense of a sound investment strategy.

Keep in mind the rules related to tax-loss harvesting, including wash sales and

T ax-loss harvesting is a potentially
valuable strategy involving selling
certain positions in a portfolio at a loss.
Those losses would then typically be used
to offset gains realized elsewhere in the
portfolio, including those from sales of
investments or capital gain distributions
from mutual funds or exchange-traded
funds (ETFs).

The concept is part of a broader strategy in
which investors look to accelerate losses and

delay realized gains in their taxable accounts.

This delays the payment of taxes, keeping
more assets available for potential growth.
With a flexible and intelligent strategy,
investors can use tax-loss harvesting to
reduce their tax liability for the year.

Consider how this approach might work
using the following hypothetical example
of two single filers with identical portfolios,
each of whom earns $120,000 a year.

John and Jane are both in the 24% tax
bracket for ordinary income and short-
term capital gains, with a 15% tax rate on
long-term capital gains. For the purpose
of this example, let’s say they each have
realized a net total of $50,000 of long-term
capital gains and $10,000 in short-term
gains through a variety of trades in the
current tax year. Their respective portfolios
also include investments in a mutual fund
they’ve held for many years that have
declined in value by $15,000, as well as

an individual stock holding that has lost
$5,000 in value over the six months since
they each bought it. John ignores the
potential strategy for harvesting losses
and faces a tax liability of $9,900 in his
portfolio. By comparison, Jane harvests
those losses and reduces her tax bill by
$3,450. (See “The Tax Benefits of Tax-Loss
Harvesting.”) While John may be able to
benefit from those losses in subsequent
years, Jane gets the cash savings sooner.
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What is tax-loss
harvesting?

Tax-loss harvesting involves
strategically selling securities to

realize a loss, usually in order to offset
either short-term or long-term capital
gains. Since tax rates on short-term
gains are generally higher, offsetting
those gains is particularly valuable.
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The tax benefits of tax-loss harvesting

John Jane
(Without Tax-Loss Harvesting) | (With Tax-Loss Harvesting)

$10,000

Tax-loss harvest $0

Short-term capital gains

Tax liability from short-

$10,000 x 24% = S$2,400

$10,000
$5,000

$5,000 x 24% = $1,200

term gains
Long-term capital gains $50,000 $50,000
Tax-loss harvest $0 $15,000

Tax liability from long-
term gains

Total tax liability from
capital gains

Keys to proper tax harvesting

Selling a few underperforming holdings to
save thousands in taxes may seem like a
relatively easy choice, but there are many
factors that should go into a decision to
pursue tax-loss harvesting. “Taxes should
not be the first thing you think about when
choosing what to buy and sell,” explains
Roger Young, CFP®, a thought leadership
director with T. Rowe Price “Don't let tax
reduction techniques derail your overall
investment strategy.” As with any strategy,
there are several key elements to keep

in mind:

Focus on the fundamentals. Tax-loss
harvesting is just one tool in service of your
broader investment strategy. Investment
fundamentals, such as remaining focused
on the long term, are more important
overall than short-term tax considerations.
Ultimately, you want to make sure any
tax-loss harvesting activities do not alter
fundamental elements of your portfolio,
such as your asset allocation and risk
exposure. In addition, you don't want

to sell a position unless you can invest

the proceeds in something with better
expected returns.

Be alert for opportunities. Many investors
assume tax-loss harvesting should take
place in December, along with the rest of
their year-end tax planning. This is also

$50,000 x 15% = $7,500

$9,900

$35,000 x 15% = $5,250

$6,450

the time of year when investors typically
receive information about dividend

and gain distributions from their funds.
However, tax-loss harvesting can be
employed throughout the year. Of course,
it can be difficult for individual investors
to monitor their investments, and the
potential tax consequences, throughout
the year. If you can make time for this
strategy, look for material losses—for
example, 10% or more —to make tax-loss
harvesting worth the effort and to avoid
trading based on day-to-day volatility.

Consider losses across asset types.
Tax-loss harvesting is not limited to
individual stocks; if you have a taxable
account that contains mutual funds or
ETFs with losses, it's worth considering

a sale of those holdings as well. Just

be careful when selling funds, as doing
so can significantly alter your asset
allocation. If you purchase another fund
to keep your allocation aligned with your
original allocation strategy, you must

be careful not to invest in a fund that is
“substantially identical” to the one you just
sold; otherwise, you will run afoul of the
IRS's wash sale rule. (See “Understanding
the Wash Sale Rule.”) Harvesting a loss in
a fund could also create an opportunity to
replace it with a more tax-efficient fund.

Cash can be a useful tool. Holding a cash
position within a portfolio can be useful to

take advantage of strategic opportunities.
If an investor doesn't want to liquidate a
holding that has a loss, they could use their
cash to increase their holdings temporarily
and then consider selling to take losses

(if still applicable) after 31 days to avoid
the wash sale rule. (Remember that the
market's moves within those 31 days are
unpredictable.)

Be tactical about account types. A
portfolio that includes both taxable and
tax-advantaged accounts—such as
individual retirement accounts (IRAs)—
can present additional opportunities for
greater tax efficiency. “For example, you
might be a little quicker to take profits in an
IRA and to recognize losses in the taxable
account,” says Mark Weigman, head of
Private Asset Management at T. Rowe
Price. “Having both account types adds
some flexibility to the strategy.” The funds
in a Traditional IRA aren’t taxed until the
money is withdrawn in retirement, and any
gains you realize in those accounts do not
trigger a capital gains tax liability.

Capital loss carryovers and
other factors

There are additional caveats beyond
ensuring that you keep your fundamental
investment strategy intact. Complicated
rules involving wash sales, loss carryovers,
and short- versus long-term gains may
affect results of the strategy. Therefore, it
would be beneficial to consult with a tax
professional before pursuing a tax-loss
harvesting strategy. Doing so is especially
important if you consider purchasing a
different investment in order to maintain
an appropriate asset allocation. The tax
professional can help you understand

the wash sale rule and avoid unpleasant
surprises.

It's also important to understand what to
do if your losses outweigh your realized
investment gains. Deductible net capital
losses are limited to $3,000 per year
($1,500 if married filing separately), but
excess losses can be carried forward to
later years indefinitely.
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Another consideration for investors is
how to treat dividends and distributions

in their taxable accounts. Dividend
distributions often occur near the end

of the year. Many investors have set up
automatic dividend reinvestment and may
forget that those shares acquired through
dividend reinvestment may create wash
sales. By having dividends and interest
paid out in cash rather than reinvesting
them, it is easier to avoid triggering the
wash sale rules in a tax-loss harvesting
strategy. However, this approach also
requires diligence to ensure that cash is
then invested in a manner that is aligned
with your overall investment strategy. “You
don’'t want to build up too much cash in
your portfolio, given its limited growth
potential,” says Young.

Nothing automatic about
selling a position

Selling positions with losses requires
judgment; it's not something to do
automatically, and it is not without risk.
While stocks or entire sectors can go out of
favor, that doesn't necessarily make them
bad investments. Missing out on a recovery
could potentially cost more in forgone
gains than it saves in taxes. When executed
successfully, however, a tax-loss harvesting
strategy can help investors minimize their
current capital gains taxes. For most people,
delaying taxes is wise—and that is what a
tax-loss harvesting strategy accomplishes.

Understanding the wash sale rule

The rule prevents deducting a loss in certain situations

The IRS wash sale rule is in place to discourage transactions made purely for tax
purposes. A wash sale occurs when you sell or trade stock or securities at a loss
and buy “substantially identical” stock or securities within 30 days before or after
the sale. If you have a wash sale, the capital loss is not deductible that year. The rule
still applies if you buy related securities, such as call options on a stock instead of
the stock itself. In addition, you don’t get around the rule if you make the purchase in
your Traditional IRA or Roth IRA after selling the holding in your taxable account.

For example, if you sold shares of a large-cap mutual fund at a loss on April 1, 2023,
you would not be able to take the loss on your tax return if you purchase additional
shares of the same (or a substantially identical) large-cap mutual fund on or before
May 1, 2023 (30 days later). The definition of “substantially identical” depends

on the facts and circumstances. The shares of two corporations are generally

not considered to be substantially identical even if they are in the same industry
segment. Similarly, two mutual funds tracking the same benchmark but advised by
different investment advisors are generally not considered substantially identical. In
both cases, however, there are exceptions, and you should always discuss with your
tax professional.

If you do have a wash sale event, the rules do not permanently prevent a deductible
loss. The disallowed loss simply increases your cost basis in the new holding. The
rule, therefore, delays any tax efficiency benefits from realizing the loss, which
generally defeats the purpose of a tax-loss harvesting transaction.

Important Information

All investments are subject to market risk, including the possible loss of principal. A tax-efficient approach to investing could cause a fund to
underperform similar funds that do not make tax efficiency a primary focus.

This material is provided for general and educational purposes only and is not intended to provide legal, tax, or investment advice. This material does
not provide recommendations concerning investments, investment strategies, or account types; it is not individualized to the needs of any specific
investor and is not intended to suggest that any particular investment action is appropriate for you, nor is it intended to serve as the primary basis for

investment decision-making.

The views contained herein are those of the authors as of July 2023 and are subject to change without notice; these views may differ from those of

other T. Rowe Price associates.

All charts and tables are shown for illustrative purposes only.
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