Techniques for Harvesting
Higher After-Tax Returns

How do taxes affect investment portfolios?
A variety of taxes can affect net investment results. Securities sold at a gain are subject to capital
gains taxes – at ordinary income tax rates if held for less than a year, otherwise at the lower longterm capital gains tax rate. Dividends are subject to tax, either at the dividend tax rate if they are
qualified, or at the ordinary income tax rate. Interest payments are also taxed as ordinary income,
although municipal bond interest payments may be exempt from certain taxes. State taxes, if
applicable, can also come into play.

What can be done to reduce the tax liability generated by investment portfolios?
One of the most effective techniques is tax loss harvesting. Typically an advisor assesses a client’s
realized gains towards the end of the year and then looks for portfolio positions with unrealized
losses. These can be sold to realize the losses, which can be used to offset realized gains and
a small amount of ordinary income. While this is helpful, waiting until year-end has significant
shortcomings. For example, if the market dips early in the year but rebounds strongly by November
or December, there may be few losses to harvest.
Another disadvantage is that annual loss harvesting may require selling off large portions of
assets to offset realized gains, which can cause the portfolio to perform differently than intended.
The better approach to loss harvesting is to do it throughout the year and in a risk-managed way.
Quantitative tools can be used to evaluate potential differences in portfolio returns incurred by
selling positions and weigh that against the tax benefit of harvesting those positions.

What other techniques can help reduce tax liability?
Key techniques include:
• Deferring sales on securities with short-term gains until they qualify for the lower
long-term capital gains rate.
• Choosing the optimal tax lot when selling a security to reduce tax liability.
• Avoiding violations of the IRS wash sale rule, when appropriate, which disallows the use
of a realized loss if the same or a substantially similar security is purchased within 30 days.
• Using additional contributions to true up allocations rather than selling securities to
rebalance portfolios, which can generate realized gains.

Research has shown that
taxes can cost investors
as much as 2% or more
in return on an annualized
basis.1, 2, 3 Lipper Analytics
has observed that taxes
are at least as important
as fees in terms of their
impact on investor
returns.4 Surprisingly,
however, many investors
and their advisors pay
little attention to
taxes when making
investment decisions.

How much benefit can be generated using these techniques?

How common is tax management?

Figure 1 shows the results for a pair of portfolios managed by Managed Portfolio Advisors
for 8 years. Both used the same investment strategies and vehicles, target allocations and
rebalancing, but one also employed tax management techniques. Pre-tax there is very little
difference in the portfolio returns – just 0.01% on an annualized basis. But the difference in
after-tax returns is substantial, at nearly 1% (0.88%) annually.

®

FIGURE 1: Equity allocation model accounts5 comparison – pre-tax and after-tax
performance (12/31/11–12/31/19)
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These results assume no final liquidation of the portfolios at the end of the period,
which would reduce the difference. The magnitude of this benefit also depends on
other factors, including:
• The market environment, as more volatile markets create more opportunities
to tax loss harvest.
• The overall allocation to equities, which offer more tax management potential
than other assets.
• The use of separate accounts, which provide more flexibility for customization,
including tax management.

Unified Managed Accounts (UMA) that
combine separate account strategies,
mutual funds, and ETFs have greatly
increased the prevalence of tax
management, for several reasons:
• In separate account strategies, UMA
investors establish their own cost basis
in the securities they buy, avoiding the
embedded capital gains associated
with funds. Owning individual stocks
also presents more opportunities for
tax loss harvesting.
• Overlay managers (specialists in
implementing multi-strategy UMAs)
are well positioned to execute tax
management techniques, as they
coordinate activity across the entire
portfolio. This makes it easier to ensure
that wash sales don’t interfere with loss
harvesting and that optimal tax lots are
selected when selling positions.
• Sophisticated overlay managers may
also have the tools and experience to
capitalize on opportunities for reducing
tax liability without significantly affecting
the pre-tax performance of the portfolio.

Individual Investors: For more
information about tax loss
harvesting we urge you to contact
your financial advisor.
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Natixis Advisors, L.P. does not offer tax advice. Clients should always consult with their tax advisor to discuss their personal situation. The information provided here is for
informational purposes only and should not be considered a recommendation for investment action. The investment strategies mentioned may not be suitable for everyone.
Examples provided are for illustrative purposes only and not intended to be reflective of results you can expect to achieve. Results may vary.
Tax Alpha: The incremental benefit associated solely with active tax management.
Natixis Advisors, L.P. is one of the independent asset managers affiliated with Natixis Investment Managers.
Natixis Advisors, L.P. provides advisory services through its divisions Active Index Advisors® and Managed Portfolio Advisors®. Advisory services are generally
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