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Key Takeaways
e Capital gains are profits from the sale of assets like stocks or ETFs and are subject to taxes.

e Mutual funds generate capital gains through active management, rebalancing or redemption. Those
capital gains are taxable upon distribution. ETFs incur capital gains only if the ETF’s price appreciates,
allowing tax-free exits if no price gain occurs.

e Tax loss harvesting with ETFs is facilitated by easy entry and exit strategies, enabling investors to
offset gains with losses while maintaining investment objectives without triggering wash-sale rules.

The woes of taxes mean everyone worries about the bottom line—not gross gains but net gains after taxes.
After all, the saying goes, “It's not how much you make, but how much you get to keep that matters.”

What Is a Capital Gain?

A capital gain occurs when an investor accrues profit from the sale of an asset such as a stock or ETF.
Simply, (sale price — purchase price) * shares = profit > 0. However, this profit is taxable.

Capital Gains in a Mutual Fund vs. an ETF

e Mutual fund: With a mutual fund, capital gains can be generated in three ways: active management,
rebalancing or redemption. All three require a profitable sale of mutual fund shares. When mutual fund
shares are sold, the fund also sells the underlying securities. By law, the possible capital gains generated
from these sales have to be distributed immediately and are taxable.

e ETF: In contrast, when someone sells shares of an ETF, the fund does not have to sell the underlying
securities. Capital gains with an ETF occur only if there’s been an appreciation of the ETF’s price. If there
has been no positive price gain, then an investor can exit out of an ETF without any tax consequences.
This is true as long the sale does not impact other shareholders, which is less likely to happen because
of how liquid most ETFs are and because the sale trade would have to be significantly block-size.

Tax Loss Harvesting

Taxes are no fun, but a fun perk of owning an ETF is how easy it is to enter and exit out of ETFs. This
may help an investor avoid wash sales and make the most of tax loss harvesting. A wash sale is when an
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investor exists an investment only to reenter the product or a “substantially identical” one within 30 days.
Tax loss harvesting is taking the losses in one investment to offset the gains in another to minimize the
taxable capital gains. With ETFs, it is easier to stay true to an investment objective and exposure while
also capturing losses for tax purposes.

Here are the three main ways:

1. Mutual Fund-to-ETF Transfer: Mutual fund investors can sell a mutual fund at a loss and buy an ETF
with similar, or even exactly the same, holdings, and the wash-sale rule would not apply.

2. Stock-to-ETF Transfer: Similarly, investors looking to take advantage of tax losses on a stock or a
number of stocks can look for an ETF that holds the same security or has exposure to the same market
sector. After 30 days, the ETF could be sold and the stock repurchased.

3. ETF-to-ETF Transfer: Investors can also avoid the wash-sale rule by making a transfer from one ETF
to another holding similar, but not identical, securities—as long as it tracks a different index.

For more investment insights, check out this financial literacy program available via online on-demand
video and developed by WisdomTree’s own Shownna Bryant. Check out the website to learn more about
the courses, and sign up here.

Also, for more investment insights this Financial Literacy Month, keep up with WisdomTree’s socials on
X, LinkedIn, and Instagram throughout April for must-read books that inspired and informed our thought
leaders.
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Important Risks Related to this Article

Neither WisdomTree nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax advice.
All references to tax matters or information provided in this material are for illustrative purposes only and
should not be considered tax advice and cannot be used for the purpose of avoiding tax penalties. Investors
seeking tax advice should consult an independent tax advisor.
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