Harvest Tax Losses Using Exchange-traded Funds


Every once in a while, even the savviest investor will sell a stock and book a large loss only to see that same stock move up in price within a matter of days. In this scenario, if the investor repurchases the same company’s stock within 30 days of the original sale, any loss incurred on the original sale must be deferred (not deducted) until the newly purchased stock is eventually sold. This unfortunate loss deferral is mandated by the so-called wash sale rules since the new stock investment is substantially identical to the original stock investment. In this case, the investor ends up in about the same position financially, but a tax loss has been created. Avoiding the creation of an on-paper only tax loss is what the IRS wants to prevent using the wash sale rules.

To avoid the wash sale rules, an investor can purchase the stock of a different company in the same industry as an alternative to repurchasing stock in the original company. In this case, the new stock is not substantially identical to the original stock. Therefore, the purchase does not trigger the wash sale rules: capital loss recognition on the original stock’s sale is not restricted and, theoretically, the opportunity for appreciation if the new stock does well
financially is preserved. But, companies within the same industry sector are not necessarily similar in every respect. Where no acceptable individual company in the same industry sector represents a viable investment alternative, investing in a related industry exchange-traded fund (ETF) can be advantageous.

Like mutual funds, ETFs offer investors a simple method of investing in a portfolio of stocks that closely track the performance of a specific industry sector or market index. ETFs allow investors to own a large, diversified number of companies, which offers a degree of protection in case the price of one company in the index goes lower. 

Example: Using exchange-traded funds to harvest tax losses.

Maureen sells 900 shares of Logistic Computer Corporation (LOCC), a manufacturer of laptop computers, with a current market value of $27,000, at a loss of $9,000. One week later, she reads a story in The Tech Stock Reporter indicating laptop sales are about to boom because of a new remote
access technology that business travelers will require. Maureen does not want to miss the opportunity for investment gains resulting from the new technology and related laptop sales. However, she wants to avoid the wash sale rules and use her $9,000 loss on LOCC to offset gains she has made on other investments this year.

Instead of reinvesting in LOCC, Maureen considers investing in Prime Computer Corporation (PRC) because it manufactures laptops. However, PRC also manufactures and sells desktop computers and portable music players, and sells music online. After completing her research, Maureen is concerned that one or more of Prime’s other business lines will falter and offset any profit from its laptop business.

Because Maureen cannot find a viable individual company replacement within the same industry, she decides to reinvest her $27,000 in the Current Technology Fund (CTF). CTF is a listed and actively traded ETF with investments in 15 technology-related companies including five that manufacture laptops. By investing in CTF, Maureen preserves her $9,000 capital loss on LOCC since CTF is not substantially identical to LOCC. Thus, she avoids the wash sale rules. She will also have the opportunity to participate in any price appreciation of CTF.

You should be aware that the IRS has not defined the term “substantially identical.” So, until there is definitive guidance, the percentage of ownership (e.g., 5%) that the ETF maintains in the stock initially sold at a loss could be called in to question as being a substantially identical investment. Please call us to discuss any questions you might have on deducting capital losses or any other tax issue.
