
Tax Swapping and Index Funds

By Richard A. Ferri, CFA

Tax management is as important tool when managing a taxable portfolio such as a personal account or trust. A dollar saved in
taxes is a direct increase in wealth.

One way to increase your total return is to manage a portfolio of index funds using a tax swapping strategy. The idea is to buy a
specific dollar amount of an index fund each quarter, thus establishing different tax lots. If the market turns down during the
quarter, sell the tax lots that are at a loss, and simultaneously buy a similar index fund managed by a different fund company to
replace the position. Using a tax swap strategy, you can increase your overall return by saving on taxes while never losing your
position in the stock market.

The concept of tax swapping index funds is very similar to a common strategy of bond swapping. In a bond swap, you sell a
security that is at a loss in your portfolio while simultaneously replacing it with a bond that has similar yield and maturity. As
long as the bond bought is not “substantially identical” to the bond sold, it is not considered a “tax wash” by the IRS. For
example, if you sold a 5% coupon, A rated, five-year corporate bond of one utility company at a loss and simultaneously bought a
5% coupon, A rated, five-year bond of another utility company at the same yield, it is perfectly fine. The loss can be used to
offset a realized capital gain, or can be used to reduce adjusted gross income by up to $3000 per year. By lowering taxes you
increase your wealth.

It is important to understand that the new security cannot be “substantially identical” to the one sold. If the two are substantially
identical, you would need to wait 30 days before buying back the new one, possibly losing your tax deduction. The definition of a
“substantially identical” security is a matter of interpretation, however. Tax courts have ruled that if you swap the securities of
one company for the securities of an unrelated company, then the securities are not identical and a tax loss is allowed. Therefore,
swapping a Vanguard mutual fund for a Schwab mutual fund should not create a tax wash.

Let’s apply the same precedence to index funds. If you sold the Vanguard 500 Fund at a loss and simultaneously purchased the
Schwab S&P 500 Index Fund for the same amount, in my opinion, a legitimate tax loss in created. You can deduct the loss on the
Vanguard fund while never missing a day in the market. This swap may seem odd, but based on current tax court rulings, it is
legal. I must warn you, to date the IRS has not contested this transaction in court. However, indexing has become popular with
the masses, and who knows if the IRS will contest it in the future.

Strategies for Index Fund Tax Swapping

Most people put money into the markets over time, a little here and a little there. I recommend saving your taxable dollars and
making regular quarterly investments on the 1st day of every quarter. Buying at regular times of the year establishes different “tax
lots” for your shares. Since it is unlikely that the market will trade at the same level the first day of each quarter, you will be
buying index fund shares at different net asset values and establishing different tax positions. It is important to keep track of the
cost basis of each tax lot, so you can take advantage of tax swaps latter on.

Suppose you put $3000 per quarter into an S&P 500 index fund on the first day of the first month for the first three quarters of
the year. The market moves around, so the Net Asset Value (NAV) is different at each time shares are purchased.
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As of July 1 your account has a total gain of $1029 on $9000 invested. Now let’s assume that in the middle of the third quarter
the stock market suffered 10% correction. On August 15, the NAV of the S&P 500 Index fund reflect the 10% correction and
shares are trading at $10.80 each. The account value and tax lot values are as follows:
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Using an “average cost” method of accounting, where all prices are averaged over time, there would be no tax loss because the
portfolio still has an overall gain of $26. However, using a “tax lot” method of accounting, the shares purchased on July 1 have a
$300 loss. You could sell those 250 shares, and take a $300 tax loss, and on the same day purchase $2700 of a different S&P 500
index fund issued by a different fund company. The result is a tax loss of $300 that you can write off against your ordinary
income while remaining 100% invested in the S&P 500 index.

How does a tax swap effect your return? Using our example, on August 15 you had an overall profit of $26 in the account. This
is a total gain of about .29% on $9000 invested. Assume you are in the 31% tax and take a $300 tax loss. Your tax savings
amounts to $93 in Federal income tax reduction. The tax savings increases your overall return on the portfolio from $26 to $119.
That’s an increase in return of about 1% overall. Realize that your portfolio did not increase in value by $93, your tax liability
went down by $93. A dollar save on taxes is a dollar added to your wealth. Thus, the advantage of a tax swap.

There is another reason to use individual tax lot accounting on mutual funds purchased in taxable accounts. If you ever need to
liquidate a portion of your index fund, tax lot accounting allows you to liquidate the high cost shares first. This will result in a
lower tax bill than using an average cost method.

There are a few warnings about tax swaps. Do not buy the old fund with any new money within 30 days of swapping out. The
IRS may view the new money as part of a tax wash transaction and disallow a previous loss. If you are buying funds on the first
day of each quarter, I recommend tax swapping during the middle of the second month of the quarter. For example, if you are
dollar cost average in on January 1, April 1, July 1, and October 1, do your tax swaps in February, May, August, and November.
This ensures that there is a 30-day window between swap purchases and purchases of new shares. Also note, the example above
does not include commissions. Depending on commission costs and other fees, the effectiveness of a tax swap may be reduced or
eliminated. Finally, consult your tax advisor before conducting a tax swap. The rules concerning swaps and mutual funds are
ambiguous at best and your accountant’s interpretation of the tax code may differ from my own.




