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Although asset allocation and investment location should work in 
concert, asset allocation remains the bedrock of financial planning, 
while investment location is often overlooked, even though the tax 
savings over time can be substantial. For instance, in their 2006 
study, “Asset Location: A Generic Framework for Maximizing 
After-Tax Wealth,” Gobind Daryanani, Ph.D., CFP®, and Chris 
Cordaro, CFP® found that optimizing the location of assets 
delivered after-tax benefits ranging from 10 to 30 basis points 
(an average of 20 basis points) a year when compared to simply 
equally dividing assets across taxable and tax-deferred accounts.1 

Further, the study, which assumed a pre-retirement tax rate of 
35%, a post-retirement tax rate of 30%, a time horizon of 30 years, 
no withdrawals and no carry-forward losses, found the after-tax 
benefits of investment location were on par with projected benefits 
from tax-loss harvesting (10 to 20 basis points) and tax efficient 
rebalancing (10 basis points).

“With tax increases on the horizon, investment location could 
deliver even greater after-tax benefits than the savings noted 
in Daryanani’s research. Moreover, implementing the strategy 
has no downside risk,” says tax expert Glenn Frank, CFP®, CPA/
PFS, Director of Investment Tax Strategy at Lexington Wealth 
Management in Lexington, Massachusetts. “In cases where 
accounts currently are not located optimally from a tax perspective, 
advisors may be able to save clients the equivalent of their 
annual advisory fee.”

Proper investment location also can deliver additional, substantial 
tax savings for clients interested in leaving a legacy to their children. 
“Unlike traditional IRAs and other tax-deferred accounts, children 
inherit taxable accounts with a step up in basis,” Frank explains. 
“Therefore, locating the equities in a taxable account achieves 
tax-free appreciation during the parents’ lifetime. For example, if 
the parents initially invested $10,000 in the SPDR® S&P 500® 
(SPY) and it was worth $40,000 at the time of their deaths, the 
children would owe no tax on the $30,000 capital gain.” 

Of course, if the child inherited the same $40,000 in appreciated 
equities held in a tax-deferred account, Frank points out that there 
would be no step up in basis. Further, when someone inherits an 
IRA there are required minimum distributions (RMDs) to deal with 
that have the potential to increase the heir’s tax bracket.

Frank also points out that the federal tax increases scheduled for 
2013 underscore the value investment location can add for clients. 
For example, when the Bush tax cuts expire at the end of 2012, 
qualified dividends, currently taxed at 15%, are scheduled to be 
taxed at higher ordinary income tax rates in 2013—and the highest 
tax bracket will increase from 35% to 39.6%.2

Moreover, the addition of the new 3.8% Medicare tax due on 
investment income for high wage earners (single filers with modified 
adjusted gross income (MAGI) over $200,000 and couples married 
filing jointly with MAGI over $250,000) increases the total dividend 
tax to 43.4%, nearly triple the current federal rate.3

“Suddenly, investors who bought dividend-paying stocks to boost 
their income in a low yield environment stand a good chance of 
losing nearly half of their dividend income to taxes,” he comments.

Accordingly, Frank says while today’s tax efficient qualified dividends 
are ideally held in taxable accounts, if tax policy changes as scheduled 
in 2013, dividends may be better suited for tax-deferred accounts. 
Although the outcome of the Presidential and Congressional 
elections could influence tax policy, Frank advises high-income 
clients to plan for higher marginal rates. 

How to Implement Investment Location to Generate Alpha

What client isn’t worried about the possibility of increased taxes? With the current uncertainty in tax 
policy complicating tax planning, now’s a great time to implement the often overlooked practice of 
investment location to enhance your clients’ after-tax returns. 

Investment location is a strategic process that seeks to optimize after-tax returns by placing stocks, 
bonds and other assets—according to the specific nature and timing of taxes they generate—in either 
taxable or tax-deferred accounts. In short, whereas a diverse asset allocation attempts to protect returns 
from market volatility, astute investment location can create a source of “tax alpha” by minimizing your 
clients’ income and estate tax liabilities.
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“Proper investment location should be a very tangible step in the 
overall investment process especially for clients with a portfolio of 
$1 million or more, especially if they will have a taxable estate one 
day” he explains. “To really benefit from investment location, the 
client needs to have significant assets invested in both taxable and 
tax-deferred accounts. At lower levels of wealth, the bulk of savings 
is typically in tax deferred accounts only, such as company 401(k) 
plans. Given contribution limits to these plans, affluent clients will 
also save outside in taxable accounts which may also hold the 
proceeds from the sale of a business or real estate, an inheritance, 
or some other windfall. Accordingly, for wealthier clients investment 
location is an innovative, proactive strategy to combat rising taxes, 
one that adds value and differentiates an advisor.”

WHO BENEFITS THE MOST FROM INVESTMENT LOCATION? 

Asset location is worth discussing with clients who have:

 – Investments in both taxable and tax-deferred accounts

 – A differential between income tax rates and capital gains rates

 – Account flexibility/401(k) investment options so they 
can house fixed-income investments in the tax-deferred 
account and equities in taxable accounts 

 – Portfolio assets that will pass to the next generation

 – An interest in using exchange traded funds (ETFs) in the 
equity/taxable portion of the portfolio to further enhance 
tax efficiency

LOCATION, LOCATION, LOCATION: A KEY PART OF THE 
INVESTMENT FRAMEWORK
To get started, it’s helpful to view investment location as a central 
part of the investment process. In fact, to maximize the positive 
tax impact of investment location, each step in Franks’ customized 
five-step investment process considers tax issues: 

 – FACT GATHERING Here, Frank evaluates a client’s risk tolerance and 
goals. He also establishes the taxability of accounts, taxability of 
investments, the client’s tax bracket and whether the client has 
any capital loss carryovers. “Ideally, the advisor interacts with 
the client’s CPA and attorney to understand the taxability of all 
accounts and manage taxes on an ongoing basis. The client’s 
CPA or tax attorney can also answer specific questions on the 
income and estate taxability of trusts or other assets held in the 
client’s children’s names,” he says. 

 – ASSET ALLOCATION Almost 94% of the variance of total portfolio 
returns results from asset allocation decisions.4 Based on 
individual circumstances and current market conditions, 
Frank determines which asset classes—stocks (domestic, 
international, small, large, growth, value), bonds (domestic, 
international, high yield, municipal) and other assets (real estate, 
commodities, MLPs, hedge funds)—will provide the best risk 
adjusted after-tax returns. 

 – INVESTMENT SELECTION Here, Frank decides which investment 
vehicles best capture the asset classes he’s chosen (ETFs, 
mutual funds, separate accounts or limited partnerships). 
“Some vehicles are more tax efficient than others,” he explains. 
“For example, in the large cap space an ETF is much more tax-
efficient than a high turnover, actively-managed mutual fund. 
Decisions will also be impacted by whether the client has capital 
loss carryovers.”

 – INVESTMENT LOCATION In a step often overlooked by many 
investors, Frank chooses which account—401(k), IRA, Roth 
IRA, taxable, 529 college savings plan or trust—is best suited 
for each investment selected. “The investment location decision 
is primarily income and estate tax motivated, but it is also highly 
dependent on personal circumstances,” he says. “For instance, 
whether the client has charitable intentions or plans to leave 
significant assets to his heirs impacts our investment location 
decisions.” 

 – MONITORING After implementing the investment strategy, Frank 
continually reviews the portfolio and rebalances and relocates as 
tax policy and client’s personal circumstances dictate. “The tax 
implications of gains should remain a key focus in what is likely a 
rising tax environment,” he notes. 

 

WHY IS INVESTMENT LOCATION MORE IMPORTANT TODAY? 

 – Scheduled sunsets and soaring national debt make higher 
taxes seem likely. 

 – In what may be a low return environment in the coming 
years, all costs—including taxes—will be proportionally 
more significant. 

 – Harvesting losses in a taxable equity portfolio is easier than 
ever with the wide range of ETFs available to use as tax 
swaps.

 – With many advisors practicing some tactical asset 
allocation, there’s more movement in the portfolio anyway. 
When taking a new tactical position, there’s an opportunity 
to add additional value by locating it in the proper account, 
taxable or tax-deferred. 

 – Omnipresent volatility, increased correlations, a persistent 
low rate environment and the decline of modern portfolio 
theory make finding and delivering alpha more challenging 
than ever before. Advisors need to find new ways to 
generate alpha and investment location can help advisors 
deliver bet.
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BIG PICTURE, BETTER AFTER-TAX RETURNS
Interestingly, the information Frank collects through his investment 
process helps foster the more holistic view of the portfolio 
necessary for investment location to be most effective.

Clients who use multiple advisors or who manage accounts 
themselves often have portfolios with overlapping exposures 
or divergent allocations that result in neutral market positions, 
producing too much or too little risk. A lead advisor can oversee 
the entire investment portfolio and ensure it is structured in a 
way that best supports the investor’s short-and long-term goals. 
(Learn how this approach benefits your client and your practice 
with State Street’s whitepaper, Taking on the Role of Lead 
Advisor: A Model for Driving Assets, Growth and Retention.) 

“If a client isn’t completely forthcoming about all of his or her 
assets, including those not managed by the advisor, it’s difficult 
to create optimal locations,” Frank says. “Explaining what you can 
save in taxes by taking a more integrated view of their net worth 
may make clients more receptive to providing you with all of their 
financial information. “If there’s any reluctance, the prospect of 
higher taxes down the road may be the push clients need to begin 
to take a more comprehensive view of the portfolio and better 
manage taxes,” he says.

In addition to gaining information on all clients’ assets, getting the 
most out of investment location requires giving up what Frank refers 
to as the “bucket approach.” He explains, “Most investors look at 
their assets in various pots, or buckets—the retirement money is 
here and the college money is over there. From a tax standpoint, 
it’s more beneficial to view these accounts as inter-related. In fact, 
the Family Wealth Matrix we create puts 401(k) and Roth accounts 
alongside 529s and other brokerage accounts, blending what clients 
may view as retirement and college money.”

Once your clients transition to a more holistic view from the 
bucket approach, Franks says all kinds of location mistakes are 
relatively easy to correct. “Clients tend to look at their 401(k) as 
their longest term holdings, so they instinctively invest in equities 
they plan on holding for the long-term,” he explains. “However 
holding equities in a retirement account is like turning gold into 
lead. The ordinary income tax paid on equities at distribution is 
likely higher than the capital gains rates paid if the equities had 
been held in a taxable account. This could have more of an impact 
in a rising tax environment. Additionally, holding equities in a 
taxable account enables you to practice tax loss harvesting and 
deduct losses, something you can’t do in a tax-deferred account.”

Similarly, when parents open a 529 college savings account for  
a young child, they traditionally favor growth stocks. However, 
Frank says the 529—with its tax-deferred growth and tax-free 
qualified withdrawals—is an ideal place to put fixed income 
investments that would otherwise generate income taxed at the 
ordinary income tax rate. The family can hold growth stocks in  
the parents’ taxable accounts where they will receive preferential 
tax treatment.

“To best accomplish all of their financial goals, clients need to 
achieve a singular goal—the best after-tax, overall returns that 
they can, consistent with their risk tolerance” Frank says. “If, for 
example, a client is comfortable with an overall 60/40 stock/bond 
mix and that will cover all of life’s needs, why not position the 60 
and the 40 so they will pay the least amount of taxes over time? 
As 60/40 regardless, pre-tax overall returns will be the same, but 
post-tax will be better with optimal investment locations.”

Frank acknowledges this is a real paradigm shift for clients who 
find it easier to think of their assets in various pots, earmarked for 
specific goals. “The key is getting clients comfortable with the 
notion that the portfolio’s enhanced post-tax return will be more 
likely to support all their goals and that they should not look to fund 
specific expenses, such as college tuition, for example, from one 
particular account,” he explains. “A 529 plan shortfall (part of the 
40% lower-returning allocation to bonds which comes out tax free) 
can be made up with the higher, after-tax returns from the parents’ 
taxable account (the 60% allocation to higher-returning stocks—
which are tax-advantaged if held in taxable accounts). Later, the 
enhanced taxable account, in tandem with their IRA, will support 
their retirement years or, ultimately, leave more for the heirs due to 
a step-up. It doesn’t matter where expenditures are funded from 
as long as there is more to fund them due to lower taxes!”

THREE FACTORS TO DRIVE YOUR LOCATION DECISIONS 
Evaluating and presenting your client’s big financial picture 
to maximize family after-tax wealth requires determining the 
proper location for each asset based on how each account will 
be taxed for both income and estate tax purposes. That’s fairly 
straightforward with a portfolio of stocks and bonds and just a 
401(k) and a brokerage account, but a globally diversified portfolio 
with numerous asset classes spread across brokerage accounts, 
trusts and multiple tax-deferred accounts—401(k) and IRA, 529 
college savings plans and Roth IRAs—can present challenges. 

“If your client has a trust, you need to know how the trust is 
taxed,” explains Frank. “Importantly, the rates for a taxable trust 
are compressed, so clients can find themselves in a high tax 
bracket very quickly. With a taxable trust, the highest tax bracket 
of 35% kicks in at $12,000 as opposed to $379,000 for clients 
who are married filing jointly. Therefore, you don’t want a lot of 
ordinary income inside a taxable trust. Munis are fine there, but 
ordinary income is insane to put there.”

In addition to current tax rates, you need to consider estate  
step-up, too. “Investments in a taxable account currently receive 
a stepped-up cost basis upon the owner’s death. If an investor 
buys a stock for $20,000 and it is worth $50,000 when his daughter 
inherits it, her cost basis is $50,000 at which point no taxes would 
be due on the $30,000 capital gain,” Frank explains. “Also 
significant to planning is that the estate tax exemption is set to 
return to $1 million in 2013 from the current $5 million.5

Once you have an understanding of the taxability of your client’s 
various accounts, it’s time to move on to the investment location 
decision. Frank suggests following a three step evaluation, one 
that ranks asset classes in terms of tax efficiency, rates the tax 
efficiency of the managers themselves and factors in clients’ 
unique circumstances. 



www.spdru.com
4

To make investment location decisions for your clients:

STEP 1: EVALUATE THE CHARACTER AND TIMING OF TAXES FOR EACH 
ASSET CLASS 

Keep in mind that tax policy changes frequently. The discussion 
below uses current tax legislation as one of the factors to consider 
in your investment location process.

 – EQUITIES While investors can control when they sell and take 
capital gains or losses with stocks, they have less control with 
equity mutual funds. When mutual funds sell securities, they 
typically realize gains or losses. If gains exceed losses, funds are 
required by law to distribute substantially all of their net gains to 
their shareholders before the end of the calendar year. These 
distributions, which typically occur once or twice a year, result 
in long- and short-term gains that investors must include on 
their federal income tax return. Long-term gains (held for more 
than one year) are taxed at the capital gains rate and short-term 
gains are taxed at the ordinary income tax rates. Both tax rates 
will increase if the Bush tax cuts expire as scheduled at the 
end of 2012.6 Note that capital loss carryforwards can be used 
only against long-term distributions as the funds’ short term 
distributions are reflected in the ordinary income box on 1099s.

 – FIXED INCOME Interest is taxed at ordinary income rates. And, in 
2013, high earners will be subject to the new 3.8% Medicare 
tax on unearned income, increasing the benefits of placing fixed 
income and other income-producing investments in tax deferred 
accounts. Bond funds, for example, pay income each month 
and US treasuries pay interest semi-annually. Some investors in 
higher tax brackets may find they have a higher after-tax yield 
from a tax-free municipal bond fund investment instead of a 
taxable bond fund investment.

 – DIVIDENDS Currently, “qualified” dividends are taxed at 15% and 
are scheduled to be taxed at higher ordinary income tax rates 
in 2013. “With the sunset of the Bush Tax laws, the highest 
tax bracket will increase from 35% to 39.6%, which increases 
to 43.4% for high income investors who are subject to the 
new 3.8% Medicare tax,” explains Frank. “Therefore, if rates 
increase, moving dividends from a taxable to tax deferred 
account would be warranted. Dividends can be distributed 
monthly, quarterly, semi-annually or annually. 

 – REITs The majority of REIT dividends are taxed at ordinary 
income rates but a portion of REITs’ dividend distributions can 
be allocated to capital gains and return of capital. The National 
Association of Real Estate Investment Trust (NAREIT) provides 
a historical record of the allocation of REIT distributions between 
ordinary income, return of capital and capital gains on their 
website, www.nareit.com. (A return of capital distribution is the 
part of the dividend that exceeds the REIT’s taxable income. 
Rather than be taxed as ordinary income, the investor’s cost 
basis in the stock is reduced by the amount of the distribution.) 
Most REITs pay dividends quarterly.7 

STEP 2: DETERMINE FUNDS’ INVESTMENT STYLE AND MANAGERS’  
APPROACH

The more deeply you dig into an equity fund to understand not only 
the fund’s holdings, but the manager’s investment approach, the 
more likely you are to achieve optimal placement from a tax 
perspective. Explains Frank, “In the category of large-cap funds, for 
example, an index fund or ETF would be the most tax efficient due 
to their passive nature, while an active manager prone to generating 
short-term gains would be considered highly tax inefficient.” 

While it’s easy to qualify a fund as active or passive and put in the 
Morningstar Style Box, further tax efficiencies can be gained by 
understanding the timing of potential distributions, and whether 
they will be in the form of dividends or long- or short-term 
gains. “This information enables you to more precisely direct 
investments into taxable or tax deferred accounts, but it’s difficult 
to acquire,” says Frank. “You can contact the fund company for 
information on the timing and character of gains each fund will 
distribute, but it can be difficult to get the fund representatives to 
commit to a solid estimate.”

Frank points out that because of the time involved, many advisors 
choose to skip contacting fund companies for these details. “It’s 
possible to achieve 80% of the result in investment location with 
about 20% of the effort,” admits Frank. “Instead of relying on 
information from the fund companies, you may be able to find data 
on Morningstar or make some assumptions and come up with 
averages based on previous years.”

Finally, your investment approach, whether you practice strategic 
buy and hold, tactical investing strategies, or a combination of the 
two, should also inform how you locate assets in client portfolios.

STEP 3: CONSIDER CLIENTS’ CIRCUMSTANCES

While the asset classes’ characteristics and managers’ investment 
approaches are the chief drivers of investment location, the more 
you integrate your client’s own financial data and goals into your 
decision making, the better their investment location can be. 

Notably, just as a portfolio’s asset allocation is a function of a 
client’s risk tolerance, goals and time horizon, the clients’ personal 
circumstances also influence investment location decisions.  
For example, age, tax bracket, 401(k) investment options, capital 
loss carryovers, wealth level and estate planning wishes are 
among the personal circumstances that inform a customized 
investment location.

Frank says a major factor to help determine whether to place 
assets in taxable or tax-deferred accounts is whether there are 
carryover losses that could offset taxable gains in future years. 
“If there’s a substantial capital loss carryover, long-term cap gains 
distributions will be tax free for some period of time, so I’m not  
as worried about current tax efficiency in taxable accounts,” 
explains Frank. “If there are no capital loss carryovers, then I’d 
favor passive funds, ETFs or index funds in the taxable accounts 
and if we were using active managers, I’d place them in 
retirement  accounts.” 
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Another question to ask is whether there are positions the client 
wishes to gift. “Holding equities in taxable accounts can enable 
your clients to avoid paying capital gains taxes, either by gifting the 
securities to charity or simply allowing their heirs to enjoy a step-
up in basis upon their death,” says Frank.

OTHER HELPFUL QUESTIONS INCLUDE: 
 – How many years before retirement withdrawals begin? (You 
need to manage liquidity.)

 – What is the client’s current tax bracket and expected future tax 
bracket? (This impacts the use of accounts like the Roth IRA.) 

 – Is the client currently in a lower bracket due to job loss or unique 
circumstance? (You could have an opportunity to realize some 
long-held gains at a lower tax rate.) 

 – How does the size of taxable accounts compare with non-
taxable accounts? (If your tax inefficient investments exceed 
what you can house in tax-deferred retirement accounts, 
consider purchasing a low-cost variable annuity.)

Investment location, according to Frank, is part art and part 
science. “Practical considerations, such as your clients’ liquidity 
needs, can sometimes thwart what you consider the optimal 
asset location to be from a tax standpoint,” he notes. “For 
example, although it might make tax sense to keep cash reserves 
in a tax-deferred account, the penalty charges associated with 
an emergency early withdrawal could cancel out any tax savings. 
Equally problematic, if you place equity investments exclusively in 
taxable accounts and they decline and dividends are reduced (or 
more heavily taxed), your client might be forced to sell the equity 
at a loss to meet expenses.”

READY, SET, LOCATE 
Although there is no one-size-fits-all investment location solution, 
Frank’s general rules of thumb can guide you in constructing and 
reviewing an effective investment location framework. Note that 
while the first security listed for taxable and tax-deferred accounts 
is generally the first choice to be placed in each account, the lists 
do not necessarily progress in numeric order.

WHAT ASSETS BELONG IN TAX-DEFERRED ACCOUNTS?
 – Taxable bonds, especially high yield bonds, because their 
income is taxed at ordinary income tax rates

 – REITs with dividend distributions taxed at marginal income 
tax rates

 – High turnover mutual funds that generate high yearly capital 
gains distributions, especially short-term which are taxed as 
ordinary income

 – Commodities and other alternative investments such as 
hedge funds 

 

There are a few caveats:

 – Most importantly, if taxes increase on schedule in 2013, stocks 
with high dividends will belong in tax-deferred accounts.

 – Certificates of deposit (CDs) have asset characteristics that would 
ideally land them in a tax-deferred account, but if clients use CDs 
as an emergency fund, the penalty for withdrawing early from 
tax-deferred accounts could negate potential tax savings.

 – The capacity of retirement accounts may be limited or the 401(k) 
offerings may not be diverse enough to construct the most tax 
optimized portfolio with REITs, etc. In this case, Frank suggests 
considering low cost annuities to house tax inefficient investments.

 – Tax-deferred retirement accounts may be too large to house only 
tax inefficient assets. That is, your asset allocation may be 60% 
equities and 40% bonds. If your client has 80% of his wealth 
invested in 401(k)’s and other tax-deferred accounts, these 
accounts will need to include equities that are tax-efficient.

WHAT ASSETS BELONG IN TAXABLE ACCOUNTS?

 – Tax friendly equities

 • ETFs whose minimal capital gains distributions increase tax 
efficiency

 • Most index funds, due to their low turnover, with large-cap 
funds generally being more advantageous than small-cap or 
mid-cap funds that must sell winners as they migrate up to 
the next index

 • Stocks with no or low dividends

 – More volatile investments because of the tax advantages of 
harvesting portfolio losses 

 – Tax-free bonds, such as municipal bonds, or some tax-deferred 
US savings bonds 

 – Certain limited partnerships and private equity investments that 
generate long-term capital gains 

 – Most exchange traded notes (ETNs) which, under current tax law, 
have tax favored status

Additional benefits to holding equities in a taxable account include: 

 – The ability to harvest losses if share prices fall below your 
purchase price to create capital losses to offset portfolio gains 
and/or reduce taxes. 

 – A stepped-up cost basis upon the owner’s death. If an investor 
buys a stock position for $10,000, and it is worth $60,000 when 
his daughter inherits it, her cost basis is $60,000; no taxes 
would be due on the $50,000 capital gain.

 – The avoidance of capital gains taxes when donating appreciated 
stock to a qualified charity.

 – If there are capital loss carryovers, the opportunity to take tax-
free gains.
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WHAT ASSET CLASSES ARE LOCATION TOSS-UPS?
Of course there are many investments that have “medium tax 
efficiency” and as such their location could be in either taxable or 
tax-deferred accounts. Frank advises simply filling up retirement 
accounts first with the heavy tax investments then filling up 
taxable accounts with the lightly taxed part of the portfolio. The 
remaining investments can be located wherever there is room. For 
example short term corporate bonds distribute ordinary income, 
but the yields today are very low. So, after putting high yield bonds 
in an IRA and a large US growth ETF in a brokerage account, the 
corporate bonds should then reside in whichever account isn’t full. 
“In general, low to medium returning assets that will not result in 
substantial taxes are location toss-ups,” Frank says. 

SPECIAL OPPORTUNITIES WITH 529S AND ROTH IRAS
529 college savings plans and Roth IRAs give clients additional 
opportunities to increase their total portfolio’s tax efficiency. Frank 
says the 529’s tax free status (for qualified withdrawals) makes it a 
terrific place to put fixed income investments, especially for clients 
who embrace the holistic view. Explains Frank, “In situations 
where the parents plan to make up any college savings shortfall 
and fund the total cost of college, the 529 account should not 
be viewed in isolation as ‘college money.’ Instead, it should be 
treated as part of the family portfolio and probably house the fixed 
income allocation to avoid the interest associated with this asset 
class being taxed as ordinary income. In the 529, all accumulated 
interest from tax inefficient fixed income would be distributed 
tax-free to meet qualified educational expenses. Meanwhile, the 
tax efficient, growth part of a family’s portfolio should reside in the 
parents’ taxable accounts where taxes are deferred until assets 
are sold and, at which time, the gain would be taxed at favorable 
capital gains rates. Of course, if the appreciated security was 
gifted to the child prior to the sale, assuming the kiddie tax does 
not apply, the capital gains rate might even be lower. This tax break 
is wasted if growth occurs in a 529 plan.” 

Frank adds that investing in fixed income in a 529 has the 
additional benefit of generating a more predictable amount from 
a budgeting perspective as the asset class generally does not 
fluctuate as much as equities. In fact, the parent can also decide 
not to use the 529 for college and pay the 10% penalty plus 
income taxes on the account’s gains. “In cases where the 529 
account was held for at least several years, the savings from 
tax deferral could more than offset the penalty for unqualified 
withdrawals,” he says. 

Frank points out, however, that not every client is a candidate to 
invest in fixed income in their 529. “The parents’ asset allocation 
could be 80/20 or 90/10 equities/fixed income or the fixed income 
allocation could be taken up by limited 401(k) choices,” he notes. 
“This approach also can be a tough sell for clients who have 
continuously been told to invest in equities in a 529 for young 
children with the notion that they have a decade or more of growth 
to look forward to. Also, it can be a complicated discussion if 
the grandparents are making the 529 contributions because you 
certainly do not want to do anything to deter those gifts!”

Frank says the key to success with investing fixed income assets 
in a 529 account is judging whether you have time to tell the 
“whole story.” He explains, “Some clients have the attention span 
and some don’t—and some will always have a difficult time letting 
go of a return-oriented college portfolio. Yet, this whole business 
is based on conventional wisdom. So, if you suggest something 
unconventional that makes sense, such as locating fixed income in 
a 529, it can be a real practice differentiator.” 

Given Frank’s suggestion that tax-free 529 plans house fixed 
income, you might assume the same would be true for the 
tax-free Roth IRA. However, when deliberating between bonds 
and equities keep in mind that, generally speaking, retirement 
withdrawal strategies tap taxable accounts first, then traditional 
tax-deferred accounts. Roth IRAs tend to be the last tax-deferred 
account clients tap in retirement, in order to give assets a longer 
time horizon to grow tax-deferred and create a larger account 
where qualified withdrawals are tax-free. “Roth IRAs can be 
wonderful assets to pass to the next generation because, unlike 
traditional IRAs, there are no required distributions from Roths 
at age 70.5.”

Accordingly, the highest expected long-term assets (usually 
equities, maybe emerging markets or small-cap US) are probably 
the best fit for Roth IRAs—especially funds with high turnovers 
and dividends. “REITs that pay a high yield but whose dividends 
aren’t eligible for the lower qualified-dividend tax rate are another 
good Roth option,” explains Frank. “And, finally, the fact that the 
Roth’s investment time horizon can extend beyond your clients’ 
lifetime to provide tax-free withdrawals for their heirs is another 
reason to consider funding it with riskier assets. Remember, per 
Albert Einstein, ‘the most powerful force on earth is compound 
interest.’ So, decades of compounding at higher reruns, without 
tax interference, must be omnipotent!” 

INVESTMENT LOCATION IN PRACTICE
While most portfolios have more than two asset classes, the 
following example of an extremely mis-located portfolio clearly 
and simply illustrates just how beneficial proper investment 
location can be. Here, Glenn Frank compares how two funds, 
an S&P 500 Index fund and a REIT fund, can be ideally located 
between two accounts, a taxable brokerage account and a tax-
deferred IRA. 

Remember that most index funds are highly tax efficient. That’s 
because their low turnover results in relatively few distributions 
of capital gains. Further, funds based on large-cap US indexes are 
generally more tax efficient than small-cap funds. On the other 
hand, REITs are highly tax inefficient because the majority of 
returns (rents) are taxed at ordinary income tax rates.

Accordingly, to increase the tax efficiency of the total portfolio, the 
S&P 500 Index fund should be located in the investor’s taxable 
brokerage account and the REIT fund should reside in his IRA. 
How much of a difference does ideal investment location make?
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FIGURE 1: ACCUMULATION IMPLICATIONS OF INVESTMENT LOCATION DECISION

Option A Option B
Taxable IRA IRA Taxable

Assets S&P 500 REIT Fund S&P 500 REIT Fund
Beginning Balances

Taxable Account 100,000 100,000
Basis 100,000 100,000
Regular IRA 100,000 100,000

Assset Return Information
Annual Income

Dividend or Interest Yield
Annual Income % 2.00% 6.00% 2.00% 6.00%
Applicable Tax Rate 20.00% 35.00%
Taxable Account Return 1.60% 3.00%

Short Term Capital Gain Distribution
Annual Income % 0.00% 0.00% 0.00% 0.00%
Applicable Tax Rate 0.35 0.35
Taxable Account Return 0.00% 0.00%

Long Term Capital Gain Distribution
Annual Income % 0.00% 2.00% 0.00% 2.00%
Applicable Tax Rate 20.00% 20.00%
Taxable Account Return 0.00% 1.60%

After Tax Return Before Appreciation 1.60% 5.50%
Appreciation

Annual Unrealized Appreciation % 8.00% 2.00% 8.00% 2.00%
Taxable Turnover Rate - Years 20 5
Portfolio Turnover % 100.00% 100.00%
Applicable Tax Rate 20.00% 20.00%

Account Total Return 10.00% 10.00% 10.00%
Regular IRA Tax on Accumulation 35.00% 35.00%

Year 20 After-Tax Accumulation* $537,897 $437,287 $437,287 $397,947
Option A — Tax Smart (S&P Taxable, REIT IRA) $975,184
Option B — Tax Not So Smart (REIT Taxable, S&P IRA $835,234
Proper Location Improvement (17% Higher via Income Tax Savings) $139,950 $835,234
For illustrative purposes only. Assumes an ordinary income tax rate of 35% (including a federal tax rate of 30% and a state tax rate of 5%), a capital gains tax rate of 20% (including a federal 
tax rate of 15% and a state tax rate of 5%), qualified dividends tax rate of 20% (including a federal tax rate of 15% and a state tax rate of 5%), and a 20 year investment horizon.
* Includes Capital Gains Tax in Year 20 

As you can see, in year 20, with estimates of capital gains tax paid that year as well as all ordinary income taxes due on the IRA, account 
values stand at $975,184 for the Tax Smart Portfolio (with the S&P 500 fund located in the taxable brokerage account and the REIT located 
in the tax-deferred IRA) and $835,234 for the Tax Not So Smart Portfolio (where the REIT fund was mis-located in the taxable account 
and the IRA held the S&P 500 fund). Tax savings resulting from the proper location of these two funds resulted in an extra $139,950, an 
impressive 17% increase. Avoidance of the significant capital gains tax paid in year 20 via a step-up basis at death would have made the 
overall tax savings far greater.

Note that sharing this example with clients can help you to illustrate just how beneficial—and easy—proper investment location can be. 
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INVESTMENT LOCATION IN ACTION: A HYPOTHETICAL SCENARIO
So, how do you begin the investment location process where the 
example is not as extreme? Let’s consider how you might handle 
the following scenario with a new prospect.

ABOUT THE PROSPECT  

A couple in their early 40s with ten year-old twins trying to 
maximize after-tax accumulations over next 20 years, with the 
following investment profile: 

 – A federal tax rate of 33% and an estate tax rate of 5%. A federal 
capital gains rate of 15% and a state capital gains rate of 5%.

 – $400,000 invested in taxable accounts, $400,000 in IRAs and 
$200,000 in Roth IRAs. All accounts will ultimately be used for 
retirement.

 – All accounts are a “traditional” 60/40 (60% equities and 40% 
bonds) 

 – “Historical” returns of 5% yield are assumed for bonds and 10% 
for equities (equities are assumed to be 2/3 buy and hold ETFs 
and 1/3 actively managed funds). 

YOUR GOALS
 – Keep their overall 60/40 asset allocation in line with their risk 
tolerance.

 – Improve the portfolio’s tax efficiency by moving investments to 
proper accounts.

ACTIONS YOU TAKE 

 1. Move bonds (high yield with no tax break) entirely in to the IRA.

Because fixed income is housed in tax-deferred accounts, 
the interest earned will not be taxed on an annual basis at 
the clients’ high ordinary income tax rate. The account will 
accumulate tax-deferred and be taxed upon distribution. 
Generally, it’s better to pay ordinary income taxes at the end 
than along the way.

 2. Move active equities (relatively tax inefficient, yet higher 
returning than bonds) entirely in to the Roth IRA.

With no required distributions, the Roth account should house 
the longest term assets, those with the greatest potential for 
appreciation. Both active equity funds, if assuming superior 
returns over passive funds, and riskier assets classes such as 
emerging markets are appropriate for the Roth account. 

 3.  Move equity ETFs (lower yielding than bonds with currently 
tax advantaged dividends) into the taxable account. 

In a taxable account, you can practice tax loss harvesting and 
sell losing positions to reduce annual taxes and create valuable 
capital loss carryovers. At the same time, as equities appreciate, 
no capital gains tax is due until the clients sell. Therefore, to a 
large extent, the taxable account becomes tax deferred. What’s 
more, if the clients don’t use all of these assets in their lifetimes, 
the heirs receive a step-up in basis and pay no taxes on any of 
the unrealized appreciation during their parents’ lifetimes.

To further increase tax efficiency of the taxable account, you 
can invest in a globally diversified portfolio of low cost, tax 
efficient Exchange Traded Funds (ETFs). In addition filling the 
large-cap domestic core, ETFs also work well for more tactical 
plays such as emerging markets and technology.

FIGURE 2: COUPLE’S CURRENT HOLDINGS IN CURRENT LOCATIONS

For illustrative purposes only.
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FIGURE 3: COUPLE’S CURRENT HOLDINGS IN ADJUSTED LOCATIONS

For illustrative purposes only.

THE RESULT 

The couple’s overall asset allocation is 60/40, in line with their risk 
tolerance and goals.

The tax efficiency of their total portfolio has been dramatically 
improved. As a result of these moves, the total accumulation in 
year 20, after all taxes are paid, is over 8% greater: $4,156,000 
versus $3,812,000, saving $344,000 in taxes! This is “free 
money” as the improvement is achieved with the identical 
investments/risk, by simply locating investments in an optimal way 
to take advantage of basic tax law.  
 
Also, note that these savings are all from income tax. If, for 
example, the taxable account passed to the next generation before 
positions were sold and the heirs received a step-up in basis, the 
tax savings would increase by $192,000, making the difference in 
the portfolio’s total accumulation close to 12%.

FUTURE CONCERNS 

Keep a careful eye on potential new tax rules, especially for 
qualified dividends. Currently taxed at 15%, dividends are 
scheduled to become subject to ordinary income tax rates, plus 
the 3.8% Medicare tax in 2013 for high wage earners. If that 
happens, you might consider moving any fund that throws off 
major dividends to a tax-deferred account.

If this couple invested in 529 college savings plans, they should 
consider funding the accounts entirely with fixed income which 
should ultimately come out tax free while holding the equity portion 
of their portfolio primarily in their taxable account. Alternatively, the 
couple could save for college with equities in the parents’ taxable 
account where taxes would be minimal (especially with ETFs). They 
could gift the appreciated positions to the twins, prior to sale, to take 
advantage of the child’s potentially lower capital gains rates.

GET CLIENTS ON BOARD AND COMMITTED 
It is important to recognize that locating fixed income most 
advantageously in tax-deferred accounts like their 401(k) plan may 
result in an all equity portfolio for you to actively manage. Therefore, 
without fixed income to temper volatility, you need to set clients’ 
expectations accordingly. “It’s important for clients to maintain a 
holistic view of their wealth and not judge you on the performance 
of the all-equity portfolio alone,” says Frank. “If clients are invested 
80/20 with us, but are 60/40 overall, we remind them that the more 
benign part of the portfolio is elsewhere.”

In addition to managing investment location expectations, Frank 
notes that you may have to coax clients into operating with a 
bigger view of their portfolio. “Some clients have a real aversion 
to investing in fixed income in their 401(k) because they think of 
their long-term retirement accounts as the place for equities, the 
asset class with greater return potential over the long-term,” he 
says. “Generally, if you review the tax savings over the investment 
time horizon, they get onboard. And, of course, it’s relatively easy 
to project those savings because you know the yields and they 
realize their taxable accounts are also long-term and are a better 
place to hold tax efficient growth equities.”

In fact, Frank has developed a new software program that he uses 
at Lexington Wealth Management called OptiTax that will calculate 
the tax savings for a wide range of investment location decisions. 
OptiTax was used in the preceding example. “The industry and 
its professionals are often not judged on after-tax returns, but we 
should be,” says Frank. “OptiTax makes it easy to calculate the 
tax savings for clients, helping them to more readily embrace the 
benefits of taking a holistic view of their portfolio.”

jordanfrank
Highlight

jordanfrank
Highlight
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While the real estate industry’s mantra, “Location, location, 
location,” may also prove to be solid investment planning advice, 
Frank stresses that there’s always going to be a difference between 
the ideal location and the practical location. “An advisor’s goal is to 
maximize after-tax income and maintain portfolio flexibility, not 
minimize the payment of taxes,” he says. “That is, it’s better to pay 
25% in taxes on a 20% gain and not be worried about liquidity than 
it is to pay no taxes on a 10% gain and worry about cash flow.”

The more tax rates increase, the more clients will appreciate 
your attention to taxes. “Investment location is the kind of value-
added service that clients talk about, especially in the current 
environment” says Frank. “They appreciate that their advisor is 
doing something proactive for them, something that adds value 
without increasing risk.” 

Concludes Frank, “It’s ironic, but as an industry, we spend a lot 
of time looking for the next greatest active manager, even though 
studies prove that indexing generally beats active management 
over the long-term. Advisors continue to invest time trying to beat 
benchmarks, and there’s a cost involved if they get it wrong. I’m 
convinced that our time is better spent on overall asset allocation 
and locating assets in either taxable or non-taxable accounts 
to optimize after-tax returns. The time involved to implement 
a precise investment location plan is minimal and the risk is 
low, but the rewards can be significant. So, be a hero. Even the 
most astute investment hobbyist quickly waves the white flag 
when it comes to taxes. The only thing clients hate more than 
understanding taxes is paying them!” 

ABOUT GLENN FRANK 
GLENN FRANK, CFP,® CPA/PFS, DIRECTOR OF INVESTMENT TAX STRATEGY, 
LEXINGTON WEALTH MANAGEMENT, LEXINGTON, MA
Glenn Frank develops customized financial and investment related 
tax strategies for clients and contributes to the overall investment 
decisions of the firm. With more than 20 years of experience in 
investment consulting and financial planning, Glenn was recognized 
by Worth magazine as one of the country’s Top Wealth Advisors 
for 10 years in a row. He is the Founding Director of the Master of 
the Personal Financial Planning program at Bentley College, a 
member of the program’s advisory board and teaches two graduate 
level courses in the program. Glenn received his MBA from West 
Virginia University, graduating with high honors, and a Masters of 
Science in Taxation (MST) from Bentley College, graduating with 
high distinction.

HOW TO BROACH THE SUBJECT OF INVESTMENT LOCATION 
It may be easier to begin discussing investment location 
with a new client as you likely would be re-allocating their 
current portfolio anyway. What’s more, with a foundational 
understanding of the benefits gained through effective 
investment location, these new clients may be more inclined to 
share information on all their accounts with you, from 401(k)s to 
529s. Importantly, explaining your investment location approach 
in initial meetings with prospects can distinguish you from the 
competition. Frank’s basic message to a new client is, “Your 
investments are in the wrong accounts and that will cost you 
more in taxes. And, oh, by  
the way, you are also holding the wrong investments. We will 
be sure to use the right investments and keep them in the right 
accounts!”

While some advisors choose to begin investment location with 
new clients and roll out the program to current clients once they 
have become comfortable with re-locating assets, you might 
also consider handpicking a group of top clients and ask them to 
pilot a new program. Inviting clients to share their feedback on 

how you explain and implement investment location can help 
you position the approach most effectively for the rest of your 
client base. 

The following questions can help you broach the subject of 
investment location with current clients and prospects alike: 

 – Would you like me to evaluate how you’ve invested in your 
401(k) plan? Do the funds complement the rest of your 
portfolio?

 – When you look at all your accounts together, are you globally 
diversified? Are there risky duplications?

 – How concerned are you about tax increases in 2013?

 – Do you have investment accounts intended for heirs?

 – Are you worried about safe withdrawal rates in retirement?

 – Are you interested in building multigenerational wealth?
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ETF RESOURCES AT STATE STREET GLOBAL ADVISORS

ABOUT SPDR® ETFS & SPDRS.COM
SPDR ETFs are a comprehensive fund family of over 100 international 
and domestic ETFs. Offered by State Street Global Advisors, SPDR 
ETFs provide investors with the flexibility to select investments that 
are precisely aligned to their investment strategy. Recognized as the 
industry pioneer, State Street created the first ETF in 1993 (SPDR S&P 
500® – Ticker SPY). Since then, we’ve sustained our place as an industry 
innovator through the introduction of many ground-breaking products, 
including first-to-market launches with gold, international real estate, 
international fixed income and sector ETFs.

SPDRS.COM
For rich ETF content, tools and comprehensive information on our ETFs, 
visit us at www.spdrs.com. While you’re there, don’t forget to check out 
our portfolio tools:

– PORTFOLIO ANALYZER - a web-based portfolio analysis and proposal tool 
for quick portfolio evaluation and assessment.

– PORTFOLIO CONSTRUCTOR - a comprehensive web-based portfolio 
design and proposal tool that enables you to model, analyze and 
construct portfolios utilizing a variety of investment products and 
investor profiles.

– CORRELATION TRACKER - allows you to run correlations among ETFs, 
mutual funds, individual stocks and even portfolios using total returns.

– ETF SCREENER - a comprehensive search and filter system covering all 
US listed exchange traded products.

SALES AND MARKETING
For more information about our ETFs or how to invest, please call 
866.787.2257.

SPDR ETF STRATEGY & CONSULTING
The SPDR ETF Strategy & Consulting Group leverages SSgA’s global 
investment expertise to develop world class content and implement 
investment themes and product ideas while also providing investment 
professionals with the industry leading insights, tools and overall 
support services they require in the ever-changing global investment 
landscape. To contact SPDR ETF Strategy & Consulting, email 
SPDRStrategy&Consulting@ssga.com.

BLOOMBERG PAGE
Enter SPDR to find us on Bloomberg.

SPDR UNIVERSITY (WWW.SPDRU.COM)
Brought to you by State Street’s family of SPDR ETFs, SPDR University 
(SPDR U) is an online education source built exclusively for investment 
professionals to meet the growing demand for quick access to high-
quality educational content. With tools and information you can put into 
practice, SPDR U offers a variety of topics, including: ETF education; 
portfolio strategies; up-to-date market analysis; actionable investment 
ideas; and best practices for managing your business. Learn more and go 
to www.spdru.com today.




