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Mutual Funds in Taxable Accounts: Despite
Losses, You May Incur Sizable Capital Gains Tax

By: Dave Haviland, Portfolio Manager and Managing Partner

As investors and advisors alike look to realign/re-balance their portfolios this year, we wanted to
provide a reminder about how mutual funds are taxed. Like any investment, if you buy a mutual fund,
own it for more than one year, and sell it at a profit, you must pay federal (and for most states) capital
gains tax on your gain. If you own the position for less than one year, you will have to pay ordinary
income tax on your gain. Yet many do not realize that if you keep owning a mutual fund (you don't
sell it), there may be short- and long-term capital gains taxes pushed through to you even if you have
a loss on the fund since your initial investment. This year, these gains may be massive.

Before we address 2020, let's revisit a “calm” year where the greatest drawdown for the S&P 500®
Index was less than 3% (2017) and a more volatile year (2018) when stocks fell ~14% in the fourth
quarter and ended the year down ~5%. In 2017, 65% percent of mutual funds paid a capital gain
distribution. In 2018, that number lept to 86% of funds distributing gains, and the average capital
gain payout was 11%." Put into numbers, if you have a $100,000 fund portfolio, on average you were
handed an $11,000 capital gain. Yet even in these less-extreme years, certain funds can pack a tax
wallop. As an example, in 2017 the Hennessy Focus fund paid out a paltry 0.005% capital gain. In
2018, despite losing 10.47%, it distributed a 21.3% capital gain!? If a 14% drawdown can create this
kind of tax liability, what will 2020's volatility create?

The Current Scanario for Mutual Funds
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In volatile markets, such as the beginning of 2020, in order to meet large and persistent liquidation
requests, fund managers typically must sell positions in their portfolios. If these positions were bought
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years ago during the beginning or middle of the bull market, then sales of shares with years’ worth
of gains will cause capital gain tax liability at the fund level. By law, these gains, along with any
income distributions, must be distributed to current holders of the mutual fund each year, usually in
December. By simply owning a mutual fund in a taxable account, you might inadvertently be made
to pay tax on the gains of holdings that previous shareholders enjoyed for years. For example, if
your fund manager bought Amazon stock in 2012 for $180 per share and had to sell some in 2020 at
$1,880 per share, this $1,700 per share long-term gain must be distributed to the current owners of
the fund. This tax liability would be passed on even if you have a loss or if you just recently invested
in the fund!

It is important to re-emphasize that this phenomenon is likely to affect most asset classes and most
mutual funds. Please remember that this warning only applies to taxable accounts—retirement
accounts are tax-deferred and thus this potential issue is not relevant in these types of accounts.

What can we do?

Mutual funds’ supplemental prospectuses will publish undistributed capital gains data. You may

have to wait a month or two for the next supplemental prospectus to be published. If you don't

want to wade through the paperwork, call the fund family and ask what the estimated capital gains
distributions will be for each fund you own. Also find out the dates of any distributions so you don't
get caught off guard on the timing. If large capital gain distributions are in the cards, there are things
you can do. Here are a few suggestions:

1. Weigh your unrealized gain versus keeping the position. If your personal gain is small
or negative, consider closing the position in favor of alternatives. Is there a similar or
identical ETF that you can switch to? Many mutual funds now have ETFs that follow
the same index...Google is your friend! Look into switching now if you have losses or
modest gains in your fund. If the markets do recover, you may become “stuck” with
your own gain on the mutual fund versus switching now and letting any future gain
accrue in the replacement ETF.

2. Do you use model portfolios partially or fully built with mutual funds? Mutual fund
based model portfolios may get a “bloody nose” from this bull to bear selling. Losses
are one thing, piling on unnecessary capital gains is another. How many clients might
deem this the last straw and fire their investment manager over it?

Using underlying mutual funds has advantages and disadvantages. As a consumer of these strategies,
you need to know...and act on...relevant information including future mutual fund capital gains
distributions. Since ETFs do not typically distribute capital gains like funds do, is there a suitable ETF
based model manager you can switch to? How about an individual stock or bond manager? Still no
luck? We're here to help!

In the investment world, there are often choices. It is rare to have ample time to act on a probable
event that will cause your portfolio so much potential harm. COVID-19 and the broad market declines
are bad enough. Now, it is up to you to be proactive and potentially save yourself a significant
amount of unnecessary tax.
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Need some guidance making the switch and implementing ETF solutions into your portfolios? Reach out
to our regional consultants:

Beaumont Capital Management

(844) 401-7699
salessupport@investbcm.com
investbcm.com/people/regional-consultants

For more insights like these, visit BCM's blog at blog.investbcm.com
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The views and opinions expressed throughout this presentation are those of the author as of March 31, 2020. The opinions and outlooks may
change over time with changing market conditions or other relevant variables.

This material is provided for informational purposes only and does not in any sense constitute a solicitation or offer for the purchase or sale of a
specific security or other investment options, nor does it constitute investment advice for any person.

Any reference to specific securities or investments is for illustrative purposes only and is not intended as investment advice nor a
recommendation to take any action.

The information presented in this report is based on data obtained from third party sources. Although it is believed to be accurate, no
representation or warranty is made as to its accuracy or completeness.

As with all investments, there are associated inherent risks including loss of principal. Stock markets, especially foreign markets, are volatile and
can decline significantly in response to adverse issuer, political, regulatory, market, or economic developments. Sector investments concentrate in
a particular industry, and the investments’ performance could depend heavily on the performance of that industry and be more volatile than the
performance of less concentrated investment options and the market as a whole. Securities of companies with smaller market capitalizations tend
to be more volatile and less liquid than larger company stocks. Foreign markets, particularly emerging markets, can be more volatile than U.S.
markets due to increased political, regulatory, social or economic uncertainties. Fixed Income investments have exposure to credit, interest rate,
market, and inflation risk. Diversification does not ensure a profit or guarantee against a loss.

Exchange Traded Funds (ETFs) trade like stocks and are subject to investment volatility and the potential for loss. ETFs are securities that track an
index, a commodity or a basket of assets like an index fund, but trade like a stock on an exchange; ETFs experience price changes throughout the
day as they are bought and sold.

Past performance is no guarantee of future results. An investment cannot be made directly in an index. Index performance is stated gross of fees
and expenses.

All BCM strategies invest solely in long-only ETFs.



