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Using Investment Losses 
to Your Advantage 

*In order to avoid a wash-sale transaction, the securities being considered must not be “substantially identical.” According to the IRS, in determining whether stocks or securities are substantially identical, 
you must consider all the facts and circumstances in your particular case. For more information, consult IRS Publication 550, Investment Income and Expenses. 

The Tax-Swap Strategy 

Tax swapping is a tax-planning strategy that, when applied to 
mutual funds, entails selling one fund and investing in another 
that is similar. The strategy may allow you to realize a tax loss 
while retaining essentially equivalent market exposure. 

For example: 
An investor may be holding the ABC Municipal Bond Fund 
whose value has declined substantially. The investor knows 
that maintaining an allocation to municipal bonds in their 
portfolio is advisable. So, the investor sells the ABC Municipal 
Bond Fund, realizing a capital loss, and reinvests the proceeds 
in the XYZ Municipal Bond Fund.* 

While investment losses are never easy, it is important to understand losses generally remain 
unrealized until you sell your shares. That is why many financial advisors counsel their clients to 
maintain their share balances rather than sell at a low point and realize a loss. 

However, one potential advantage of selling at a loss is realizing a capital loss that can be used  
to offset investment gains and, in some cases, ordinary income on your tax return. 

Benefits 
Tax swapping may be an effective way to modify 
your portfolio while seeking to improve its 
after-tax performance. If you are holding   
a fund that has experienced a “paper” loss, a 
swap may allow you to realize a tax loss while 
freeing up the money to purchase another fund 
that may improve the quality of your overall 
portfolio. Capital losses realized from a tax swap 
can be used to offset realized capital gains from 
other investment sales, or may create a capital 
loss carryforward that can be used in subsequent 
years to offset income and capital gains. 
In addition, up to $3,000 in net capital losses can 
be used to reduce current taxable income. 

Considerations 
Before executing a tax swap, you should be aware of the potential impact of the “wash-sale” rule. This tax rule prevents investors 
from deducting losses when they reinvest the proceeds of a securities sale in “substantially identical” securities within 30 days 
of the original sale. 

However, the wash-sale rule may not apply to actively managed mutual funds because of the differing holdings within fund 
portfolios, depending on the circumstances. By contrast, the wash-sale rule would likely apply to a swap of index funds 
or exchange-traded funds based on the same index (e.g., two funds that track the same municipal bond index). Since the IRS 
has not provided a definitive rule on how the wash-sale rules apply to portfolios holding multiple investments, it is important 
to consult with a qualified tax professional. 

Also, if you are considering a tax-swap transaction late in the year, you need to be aware of mutual funds making year-end capital 
gains distributions. In taxable accounts, investors generally should not invest in a new fund right before it is about to make its 
year-end distribution. Otherwise, you will effectively be “buying a tax liability.” This is because the fund’s net asset value declines 
by the amount of the capital gains distribution, but the distribution is taxable to all current fund shareholders (i.e., shareholders 
who owned the fund as of the fund’s “ex-dividend” date). If you purchase shares immediately before a distribution, you will be 
taxed on something you did not benefit from in the form of a rising share price. 
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IMPORTANT INFORMATION 
This material is provided for general informational purposes only and should not be considered individualized investment advice,  
a recommendation or a solicitation to adopt any investment strategy. It does not constitute legal or tax advice. Franklin Templeton 
accepts no liability for losses arising from use of this material. 

The views expressed are those of the investment manager as of the publication date and may change without notice. These 
opinions and analyses are based on certain assumptions, including market conditions that may change. They may differ from those 
of other portfolio managers or from the firm as a whole. 

This material is not intended to provide a complete analysis of all material facts regarding any country, region or market. No 
assurance can be given that any forecast, projection or prediction regarding economies or financial markets will be realized. 
References to specific securities are for illustrative purposes only and should not be interpreted as recommendations or 
a solicitation to buy, sell or hold any security. 

Any research or analysis in this material has been prepared by Franklin Templeton for its own purposes and is provided incidentally. 
While the information included is believed to be reliable, its accuracy and completeness cannot be guaranteed, and it is subject to 
change without notice. 

Past performance does not guarantee future results, or any profit or gain. All investments involve risks, including possible 
loss of principal. 

Franklin Templeton offers environmental, social and governance (ESG) capabilities, though not all strategies or products incorporate 
ESG as part of the investment process. 

Investment strategies and services may not be available in all jurisdictions. Please consult your financial professional or Franklin 
Templeton contact for further information. 

United States: Issued by Franklin Templeton. Investments are not FDIC insured; may lose value; and are not bank guaranteed. 
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