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Asset location 
in focus

As clients and advisors continue to work together 
to adjust to the world after the fi nancial crisis, 
a frequent discussion is whether investors have 
the appropriate asset allocation to account for 
market movements or risk profi les: 

• Are my investments positioned to avoid the 
next market correction? 

• How should I adjust my investments as I age?

• What investment decisions should be made to 
account for pending Federal Reserve activity? 

This is a just concern, given the recent history of 
the markets. Having an optimal asset allocation 
will always be a prominent factor in maximizing 
returns. However people often overlook whether 
they have an intelligent tax strategy and whether 
tax impacts are being minimized within the 
portfolio. Spending the time to make sure your 
accounts and holdings are established in a 
tax-effi cient manner can enhance returns and 
does not require an increased ability to select 
investments. Firms and clients are starting to 
realize that there is a systematic method for 
increasing returns without changing out any 
assets. It is the concept of asset location, or 
the logical distribution of investments to the 
most tax-effi cient account type based on the 
tax impacts of each investment. Firms that take 
advantage of technology that can optimize the 
location of clients’ assets can drive a meaningful 
increase in after-tax returns — improving client 
satisfaction and retention. 
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While implementing the proper 
asset location strategies is not 
always straightforward, guidelines 
exist for whether an asset belongs 
in a taxable or a non-taxable 
account. The general rule is to 
place the most ineffi cient holdings 
from a tax perspective into the 
most sheltered tax accounts and 
to hold the securities with the 
least impact on tax in fully taxable 
accounts. For example, a real estate 
investment trust (REIT) mutual 
fund, whose dividends are taxed at 
the ordinary income rate, belongs 
in a non-taxable account so the 
client can be sheltered from the 
higher ordinary income tax rates. 
However, separately managed 
accounts (SMAs), due to their ability 
to harvest tax losses during the 
year, can be managed in a taxable 
account, as the portfolio manager 
can control how taxes impact the 
household. In addition, with the 
limited tax capacity of certain 
retirement accounts, variable 
annuities can hold tax-ineffi cient 
investments and be used to reduce 
the tax impact for a household. 

  5 Martin Silfen, “A Systematic Approach to Asset Location,” CFA Institute, 2005.

Morningstar recently introduced the concept of 
“gamma,” which involves quantifying “the additional 
expected retirement income achieved by an 
individual investor from making more intelligent 
fi nancial planning decisions.” 1  The fi ve components 
of gamma are: 2 

1. Total wealth asset allocation: incorporating 
human capital, the individual’s potential future 
savings, with his or her fi nancial capital when 
determining risk tolerance 

2. Dynamic withdrawal strategy: determining 
a withdrawal amount annually, based on the 
evolving likelihood of portfolio survivability and 
mortality experience

3. Annuity allocation: allowing a retiree to hedge 
out the risk of outliving one’s resources

4. Liability-relative optimization: including 
infl ation, currency and other funding risks in the 
portfolio optimization process

5. Asset location and withdrawal sourcing: placing 
investments in the most tax-effi cient account 
type and withdrawing capital from taxable 
accounts before more tax-deferred accounts

According to Morningstar’s research, asset location, 
when combined with an intelligent strategy for 
drawing down assets, can produce a gamma-
equivalent alpha of 52 basis points (0.52%) of 
additional return. 3  Moreover, EY research indicates 
that intelligent asset management and distribution 
methodologies can increase income in retirement by 
up to 33% and the remaining assets to pass on as a 
bequest by up to 45%. 4 

Gamma factor Asset location in action

Source: “The Key To Tax-Effi cient Investing: Asset Location,” Forbes.com, 7 May 2010.
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For estate planning, another option would be to buy a hedge fund inside a variable life insurance policy. The 
value will grow tax-free, and upon death the cash value of the policy passes to the heirs tax-free. 

Certain steps should be taken so that the benefi ts of proper asset location are captured. Individual investors 
should work with their advisors for optimal execution of an asset location strategy. Wealth management fi rms 
should analyze their platforms to fully understand their capabilities with respect to notifying the advisor on 
the ideal location for an asset and being able to move assets seamlessly between accounts. Additionally, a 
vendor assessment would apprise the wealth manager of any shortcomings within its current platform, as 
well as the benefi ts that a different provider could offer. 

The graphic above shows the order in which accounts should be fi lled with tax-ineffi cient assets, starting from 
the top of the left side, if the objective is to maximize after-tax returns. 

A breakdown of Morningstar “gamma” elements Increased returns

Total wealth asset allocation Asset allocation based on the investor’s risk preference 
and risk capacity

38 bps

Annuity allocation Contribution of an annuity within a total portfolio based 
on benefi t, risk and cost

24 bps

Dynamic withdrawal strategy Annual withdrawal amount from multiple accounts based 
on likelihood of portfolio survivability and mortality expe-
rience 

54 bps 

Liability relative optimization Includes hedging infl ation and currency risks 14 bps

Asset location and withdrawal 
sourcing

Tax-effi cient investing across multiple account types by 
locating asset types in optimal account registrations, as 
well as intelligent withdrawal sequencing from multiple 
accounts that differ in tax status

52 bps 

Total 182 bps
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When implementing a strategy that includes the 
use of asset location, the legal and regulatory 
aspects of the implementation must be 
considered. For example, taxation constraints on 
investors involve 5: 

• Federal income tax

• State income tax

• Federal gift and estate tax

• State gift and estate tax

• Unrelated business income tax

In addition, moving assets across accounts may 
skew the underlying risk profi le of an account and 
cause a misalignment with the stated investment 

objective of an account. For instance, a 
conservative tax-deferred retirement account may 
be the ideal place for holding high-yield bonds, 
which have their coupon payments taxed at an 
ordinary income rate. However, adding too many 
risky bonds to a portfolio may increase its risk/
return profi le above what its investment objective 
states. When viewed by a regulator, this may 
cause some concern. While the overall household 
assets may align with the client’s overall portfolio, 
current regulations for the SEC, FINRA and the 
OCC still dictate that an account-level risk profi le 
must be maintained. Adjusting an account to be 
more conservative than its profi le may not be an 
issue, but pushing a conservative account to a 
more risky profi le may raise some red fl ags.

Regulation

  5 Martin Silfen, “A Systematic Approach to Asset Location,” CFA Institute, 2005.

Goals-based planning is a trend in wealth 
management that is gaining popularity after the 
2008 market crisis. Goals-based planning focuses 
on developing a fi nancial plan that requires a 
discussion of trade-offs and confi dence levels to 
reach specifi c goals. With the appropriate tools 
and technology in place, fi nancial institutions can 
help advisors and customer-facing associates 
talk to customers about their goals and align 
investments appropriately to those goals by 
considering how important they are and when 
they need to be realized. These goals-based 
planning conversations equip fi nancial institutions 
with the capabilities to provide customers with 
more suitable advice for both the accumulation 
and de-accumulation phases of their lives.

The overall benefi t of goals-based planning is a 
sharper, more focused plan for both client and 

advisor. This results in a better understanding of 
each goal, its priority relative to other goals, the 
amount of savings devoted to each goal, and the 
ability to view the trade-offs and priorities across 
all goals. Including asset location as part of the 
planning and investing process will improve results 
for the client, lowering the cost to achieve each 
goal by reducing the tax impact the investments 
will have. Employing an asset location strategy 
in a goals-based environment allows the advisor 
to align investments to goals to improve returns. 
For instance, moving high-yield taxable bonds to 
a traditional IRA will allow higher returns to be 
generated for a client without the threat of paying 
taxes on interest earned. And a client will be more 
likely to meet a retirement goal with a 20-year 
horizon if it is aligned with his or her IRA.

Asset location in goals-based wealth 
management
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The following analysis 6  will show the positive 
impact an asset location strategy can have on a 
typical portfolio. The below example assumes an 
even split between the investor’s taxable and tax-
deferred investment categories. The marginal tax 

bracket is 35.0%, with a long-term capital gains 
tax rate of 18.8% and a short-term capital gains 
tax rate of 38.8%. Scenario 1 is the baseline case, 
and Scenario 2 shows the impact of a simple asset 
location strategy.

Asset location scenario analysis

Taxable Tax deferred

Taxable bond funds $500,000 Index equity funds $     500,000

Dividends $    25,000 Dividends $      50,000

Balance before taxes $525,000   

    

Less taxes on dividends $      9,700   

Ending balance $515,300 Ending balance $    550,000

Total asset balance (pre-liquidation)   $1,065,300

Less taxes on liquidation $             0 Less taxes on liquidation $    213,400

Total asset balance (post-liquidation in one year) $    851,900

Scenario 1 — Baseline: 
Taxable bond funds in taxable accounts and index equity funds in tax-deferred accounts:

Scenario 2 — Asset location strategy:
Index equity or tax-managed funds in taxable accounts and taxable bond funds in tax-
deferred accounts:

Taxable Tax deferred

Index equity funds $500,000 Taxable bond funds $     500,000

Dividends $    10,000 Dividends $      25,000

Long-term capital gains $     2,500

Unrealized gain $    37,500

Balance before taxes $550,000

  

Less taxes on Dividends $      1,500 

Long-term capital gains $         470

Ending balance $548,030 Ending balance $    525,000

Total asset balance (pre-liquidation)   $1,073,030

Less taxes on liquidation      $     7,050 Less taxes on liquidation $    203,700

Total asset balance (post-liquidation in one year) $    862,280

In both of these scenarios, when proper asset location is implemented, the ending asset 
balance difference is $10,380, the primary driver of which is the $9,700 in taxes in 
Scenario 1 and $1,970 of taxes in Scenario 2.


