Tax Swaps
Take advantage of a tax loss while maintaining or enhancing the
income, credit quality, call protection, or maturity of your bond
portfolio.

What is a Tax Swap?
In its simplest form, a tax swap is a strategy whereby an investor sells
one or a group of fixed-income securities and simultaneously purchases
another one or group of securities with the intention of “realizing” a
gain or loss on the value of the instrument sold. In practice, the process
is slightly more complicated and warrants consideration of several
factors, discussed below, before executing.
Generally, investors seek to participate in tax swaps in the fixed income market following a pronounced increase in yields. Such
swaps, most commonly referred to as “Tax Loss Swaps”, are typically undertaken close to year-end with the investor seeking to
optimize their tax liability for the year. Bear in mind, tax swaps can, and often-times should be executed regardless of the time
of year during which the opportunity presents. The benefit of “realizing a loss for tax purposes”, is that the investor can use the
difference between the cost basis for the bond and sale price to reduce tax liability. The loss can be used to offset capital gains
or, depending on the current tax code, used to offset up to $3,000 per year of ordinary income – and can be carried forward for
future years.
There are inherent risks associated with a tax swap strategy as the security being sold and purchased cannot be identical and
may react to different market factors individually. Investors should consider all associated costs including applicable sales charges.

The IRS Wash Sale Rule
Investors should be aware of this rule to avoid negating the tax liability benefit they are seeking. The rule is complex and opaque;
therefore, investors are encouraged to seek the advice of a tax advisor before utilizing a tax swap strategy (AAM does not offer
tax advice).
A wash sale generally occurs when an investor sells a security at a loss and purchases a “substantially identical” security within
30 days before or after the loss sale. The IRS is unsurprisingly vague with regard to the definition explaining what constitutes a
“substantially identical” security. Generally speaking, to avoid running afoul of this rule (as it relates to bonds) an investor should
change at least two of the following three aspects of a security sold: 1) the issuer (credit), 2) the coupon rate, or 3) the maturity
date.

Considerations for Investors
Most investors prefer to execute swaps with little or no additional proceeds being invested.
Most investors prefer to maintain similar income.
Most investors prefer to either maintain or improve credit quality.
Investors should be aware of the adjusted cost basis for the security they are seeking to sell (such information is
typically available on a recent portfolio statement). This is relevant as it could significantly affect the actual loss to
be taken when accounting for interest income earned during the relevant holding period.
Æ To effectively execute a tax swap, considering cost and bid-offer spread, investors should typically expect to extend
maturity at least two years in order to satisfy the aforementioned considerations.
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Tax Loss Swap Example
Below is an example demonstrating a swap to highlight the opportunity to harvest a loss.
The original purchase of a $100,000 bond position being sold occurred slightly over 2 years ago with a settlement date of
10/25/2017. The purchase price yield was at 3.40%, equaling a dollar price basis of $100.00. The execution of the swap uses a
settlement date of 11/1/2018 at current market levels assuming reasonable costs of execution.
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Interest)

Sell

Generic
Bond A (BBB)

3.40%

5/15/2025

4.00%

$97.000

$100,000

($3,000)

$3,400

$98,568

Buy

Generic
Bond B (BBB)

3.95%

1/25/2028

4.24%

$98.000

----

----

$3,950

$99,130

Post-Trade Analysis
Æ
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The investor realized a capital loss of $3,000 after adjusting for the cost basis of the security.
The investor maintained the credit quality of the original security.
The investor slightly increased annual income.
The investor contributed a negligible amount of cash to execute the swap.
The investor extended maturity by about 2.75 years.

Additional Considerations when Executing a Tax Swap
Æ Consult with a tax advisor to ensure proper accounting for the tax benefits.
Æ Avoid waiting until late December. For a number of reasons, the market may become less liquid and an
investor’s ability to receive best execution for a tax swap may be compromised.
Æ Investor objectives can change over time and should be considered periodically. An effective tax swap can
help investors optimize long-term returns better than a “buy-and-hold” approach.

Contact your financial advisor and/or tax professional to discuss your specific investment objectives and tax situation.
If appropriate, they can help structure a tax swap strategy which is appropriate for your financial situation.
All information and opinions contained in this publication were produced by Advisors Asset Management, Inc. (AAM) and
other sources believed to be accurate and reliable. By providing this general information, AAM makes neither a recommendation as to the appropriateness of investing in fixed income securities or using a tax swap investment strategy. Tax swaps
are not for everyone. Using a tax swap strategy has many risks so it is recommended that you seek counsel from both a
financial professional and a tax advice professional. AAM is not providing any specific investment advice for any particular
investor. Additionally, due to rapidly changing market conditions and the complexity of investment decisions, supplemental
information and other sources are required to make informed investment decision based on the investor’s suitability specifications. AAM and its representatives do not provide tax advice.
CIRCULAR 230 DISCLOSURE: Any statements regarding tax matters made herein cannot be relied upon by any person to
avoid tax penalties and are not intended to be used or referred to in any marketing or promotional materials. To the extent
this communication contains a tax statement or tax advice, Advisors Asset Management, Inc. does not and will not impose
any limitation on disclosure of the tax treatment or tax structure of any transactions to which such tax statement or tax
advice relates.

Advisors Asset Management, Inc. (AAM) is a SEC registered investment advisor and member FINRA/SIPC.
18925 Base Camp Road, Monument, CO 80132 | (888) 969-2663 | www.aamlive.com | CRN: 2021-1028-9560 R (Link 7768)

