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About half of the taxable accounts Aperio manages start with legacy holdings.  
Our research analyzes the tax benefits achieved in these accounts at inception  
and thereafter. 

Whenever an investor’s portfolio has or is expected to have sizable capital gains, the inclusion of a 
tax-loss harvesting strategy could lead to a significant reduction in total tax liability. For this 
approach, a manager establishes a separately managed account (SMA) by purchasing a large 
basket of securities that closely tracks a chosen equity index benchmark. Then, the manager 
periodically “harvests losses” by selling securities with capital losses and replacing them with a 
different set from a replenishment basket. The harvested losses can then be used to offset the 
investor’s capital gains elsewhere in the overall portfolio, thereby reducing the total tax liability. 
Most of the extensive research on the value of loss harvesting assumes that SMAs are funded with 
cash. Also, composite reports most loss-harvesting providers produce commonly include only 
accounts that start with cash. 

In practice, about half of our clients with taxable SMAs fund those accounts with existing and, 
oftentimes, appreciated securities. For these “legacy” accounts, Aperio’s tax management provides 
two main benefits: tax savings on account transition and tax benefits from subsequent loss 
harvesting. In transitioning, we migrate legacy holdings to a desired Aperio strategy using tax-aware 
optimization, constructing a portfolio to track a selected benchmark while minimizing gains. The 
second benefit, tax alpha,1 is derived from ongoing loss harvesting, which is produced after the 
portfolio’s initial transition and throughout its life cycle.2 This benefit may not be applicable to all 
taxable investors as it is dependent on the presence of outside gains to offset with the losses 
generated. In our experience, tax alpha in legacy accounts is typically lower than in those that start 
with cash, as a highly appreciated initial holding may never convert to a loss. In this note, we analyze 
these two benefits by looking at the distribution of tax savings on transitions and the tax alpha 
attained from loss harvesting. 

Tax savings on transitions 
The principles of tax-aware investing call not only for the immediate harvesting of capital losses but 
also for the delayed realization of capital gains.3 In most cases, transitioning legacy positions to an 
Aperio strategy can be done without the significant liquidation of the legacy assets, providing an up-
front benefit in the form of deferred taxes.4 We aimed to quantify this deferral benefit: Figure 1 
shows the distribution of tax savings as a percentage of portfolio value attained from avoiding full 
liquidation at inception. The average saving was 8.0%, with half of the observations falling between 
3.2% and 12.0%.  
 

 
1 Tax alpha is the after-tax return difference between a loss -harvesting portfolio and its client-selected benchmark, minus the 

pre-tax return difference between the loss-harvesting portfolio and the benchmark. The tax alpha numbers cited an estate/ 
donation disposition in which a portfolio is either bequeathed or donated to a charitable organization at the end of its life cycle. 

2 The life cycle is the period during which Aperio manages a portfolio.  
3 Realization in this context is the sale of securities with unrealized gains or losses.  

4 𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷 𝑇𝑇𝑇𝑇𝑇𝑇𝐷𝐷𝑇𝑇 =  𝑆𝑆𝑇𝑇𝑈𝑈𝑈𝑈𝑈𝑈(0)∗𝑆𝑆𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇(𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶)+𝐿𝐿𝑇𝑇𝑈𝑈𝑈𝑈𝑈𝑈(0)∗𝐿𝐿𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇(𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶)

𝑀𝑀𝑀𝑀(0)
 

𝑆𝑆𝑇𝑇𝑈𝑈𝑈𝑈𝐿𝐿(0): Unrealized short-term net gains or losses at inception 

𝐿𝐿𝑇𝑇𝑈𝑈𝑈𝑈𝐿𝐿(0): Unrealized long-term net gains or losses at inception 

𝑆𝑆𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇(𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶): Highest applicable short-term capital gains tax rate as of 8/31/2022 

𝐿𝐿𝑇𝑇𝑇𝑇𝑇𝑇𝑇𝑇(𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶): Highest applicable long-term capital gains tax rate as of 8/31/2022 

𝑀𝑀𝑀𝑀(0): Total equity + cash value at inception 
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Illustration of tax savings on transitions 
 

 

Figure 1: Tax alpha from deferred taxes generated by transitioning portfolios to an Aperio strategy at 
inception. Data from April 2011 through August 2022. Includes 3,548 taxable open and closed standard 
loss-harvesting portfolios funded with legacy positions. Excludes accounts with margin balances as these 
would inflate the value of tax savings and accounts where the initial transition required a full liquidation 
(such as those funded solely with exchange-traded funds) since these accounts are considered as funded by 
cash. Each account’s effective short-term and long-term capital gains tax rates as of 8/31/2022 are used in 
the calculations and vary from 1.4% to a maximum of 55.6% for short term and from 1.4% to a maximum of 
38.6% for long term. Tax alpha numbers assume an estate/donation disposition where a portfolio is either 
bequeathed or donated to a charitable organization at the end of its life cycle. 

Tax alpha from loss harvesting 
Legacy portfolios typically contain appreciated positions after transition and therefore might yield a 
lower future tax alpha than portfolios started with cash. The ratio of cost basis to market value 
(CB/MV) at inception can be a good indicator of a portfolio’s potential to generate tax alpha, as 
shown in Figure 2. We grouped legacy portfolios by initial CB/MV and averaged their annualized tax 
alpha over the next five years. As a baseline, we also considered portfolios that launched from cash. 
As expected, tax alpha increased with initial CB/MV. We saw a four-fold increase in tax alpha in 
portfolios that started from cash relative to the lowest CB/MV group (<40%). 
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Illustration of 5-year average annualized tax alpha 

 

Figure 2: Average annualized tax alpha during the first five-years of standard loss-harvesting portfolios 
funded with legacy positions, grouped by initial cost to market value (measured at the end of each account’s 
inception month), and with cash. Data includes 755 open and closed taxable separately managed accounts 
funded with in-kind securities and 653 open and closed taxable separately managed accounts funded with 
cash. The earliest inception date is in June 2006, and the end date of our dataset is August 2022. 
Performance during the initial and final partial months of every account are excluded, as are accounts that 
are managed to take gains and accounts that lack a shadow benchmark.5 Tax alpha numbers assume an 
estate/donation disposition in which a portfolio is either bequeathed or donated to a charitable organization 
at the end of its life cycle. 

Conclusion 
A large portion of the capital gains taxes embedded in a legacy portfolio can generally be deferred by 
transitioning to an Aperio strategy in a tax-efficient manner. Subsequent loss harvesting provides 
additional tax alpha, which tends to be higher for portfolios with fewer unrealized gains at inception. 
With tax-aware optimization, a portfolio goes through a powerful transformation. Losers are sold, 
yielding a tax benefit to the investor in the presence of outside gains, and replenished with new 
securities while maintaining close index tracking. Through the deferred realization of capital gains 
and disciplined loss harvesting, our clients may enjoy the tax benefits of their investments. 

 

 
5 A shadow benchmark is a simulated portfolio representing a target benchmark index (e.g., S&P 500, MSCI EAFE, etc.). It starts 

with the same market value and cost basis as the initial investment and “shadows” the investor’s actual cash flows and tax rates 
over time. The shadow benchmark is designed to simulate client-specific cash flows and estimate after-tax benchmark returns 
by assuming that the benchmark is subject to the same capital gains tax rates for withdrawals as the actual portfolio. In the 
shadow portfolio, taxes are paid/harvested proportionately across all tax lots; whereas, in the actual portfolio, lots are relieved 
according to the specified tax lot relief methodology, with the goal of minimizing the tax liability resulting from the cash flow. 
This after-tax treatment of cash flows distinguishes a shadow benchmark from a standard (non-shadow) benchmark. 
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Important notes 

Aperio Group, LLC, provides this paper for informational purposes only and for the sole use of the recipient. The information 
contained herein is provided with the understanding that we are not engaged in rendering legal, accounting, or tax services. We 
recommend that all investors seek out the services of competent professionals in these areas. The strategies and/or investments 
referenced may not be suitable for all investors, because the appropriateness of a particular investment or strategy will depend 
on an investor’s individual circumstances and objectives. None of the examples should be considered advice tailored to the 
needs of any specific investor or a recommendation to buy or sell any securities. The fees and expenses Aperio charges may be 
higher than the fees and expenses of other investment advisors and may offset profits. Additional information about the firm, 
and our fees and expenses, is included in our Form ADV.  

Investing involves risk, including possible loss of principal. Asset allocation and diversification may not protect against 
market risk, loss of principal, or volatility of returns. There is no guarantee that any investment strategy discussed herein will 
work under all market conditions. Many factors affect performance, including changes in market conditions and interest rates, as 
well as other economic, political, or financial developments.  

You should not assume that investment decisions we make in the future will be profitable or will equal the investment 
performance of the past. With respect to the description of any investment strategies, simulations, or investment 
recommendations, we cannot provide any assurances that they will perform as expected and as described in our materials. Past 
performance is not indicative of future results. 

Any tax information provided herein is for illustrative purposes only and does not constitute the provision of tax advice by Aperio. 
Due to the complexity of tax law, not every single taxpayer will face the situations described herein exactly as calculated or stated, 
i.e., the examples and calculations are intended to be representative of some, but not all, taxpayers. Since each investor’s 
situation may be different in terms of income tax, estate tax, and asset allocation, there may be situations in which the 
calculations would not apply. Please discuss any individual situation with tax and investment advisors first before proceeding. 
For those clients using tax advantaged indexing, taxpayers paying lower tax rates than those assumed, or without taxable 
income, would earn smaller tax benefits from tax-advantaged indexing (or even none at all) compared to those described. 

Three Harbor Drive, Suite 204 
Sausalito, CA 94965 

415.339.4300  |  www.aperiogroup.com 
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