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THE BASICS OF ASSET LOCATION
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INVESTORS HAVE THREE TYPES OF INVESTMENT ACCOUNTS 
AVAILABLE TO THEM:

Taxable - Individual or Joint accounts Tax-deferred - IRA or 401K

Tax-exempt - Roth IRA and Roth 401K

Short-term capital gains (investments held less 
than a year) and bond interest payments are 
taxed as ordinary income (10% to 37%)

Long-term capital gains (investment held more 
than a year) and Qualified Dividends are taxed 
from 0% to 20%

Taxes are deferred until 70½ years old

Required Minimum Distributions (RMD’s) 
begin at 70½ years old and are taxed as 
ordinary income (10% to 37%), and there is no 
cost basis

No taxes are due, and there is no RMD
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INVESTORS HAVE SEVERAL INVESTMENT TYPES AVAILABLE TO THEM:

Tax-efficient – Municipal Bonds
Federally tax-free investment

Mostly tax-inefficient – Mutual Funds
Most dividends are qualified, but capital gains 
may be distributed annually - even without selling 
the investment

Tax-inefficient – Taxable Bonds, REITs, and 
International Stock/Funds

Interest payments are not qualified and are taxed 
as ordinary income

In the quest for diversification, many investors allocate their desired mix of stocks and bonds 
equally to each type of investment account. However, to implement a tax-efficient asset location 
strategy, investors should view their multiple investment accounts (taxable, tax-deferred and 
tax-exempt) as one aggregate account and they should allocate their investments to the account 
type that minimizes their tax burden -- i.e., tax-inefficient investments are allocated to tax-effi-
cient accounts, and tax-efficient investments are located in tax-inefficient accounts.  

The goal of asset location is to increase your after-tax wealth by compounding tax-free, eliminat-
ing the annual taxes paid on interest income and reducing your tax burden at retirement. It is im-
portant to remember that investments in tax-deferred accounts (IRA’s and 401K’s) are taxed as 
ordinary income, which is typically much higher than the long-term capital gains rate that you 
pay in taxable accounts. Additionally, there is no cost basis in tax-deferred accounts, the amount 
taken out is fully taxed. 

To ensure that investments are located correctly, investors should analyze each investment’s 
expected return and its tax treatment.  In general, fixed income, REITs, and international invest-
ments should be allocated to tax-deferred accounts because the interest income is taxed as ordi-
nary income. By placing these low return, tax-inefficient investments in a tax-deferred account, 
annual taxes on the interest payments are eliminated. 

Mostly tax-efficient – Equity ETF’s and 
Individual Stocks

Dividends are qualified, and taxes on capital 
gains are only due when the investment is sold
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Additionally, since equity ETF’s and individual stocks are high growth, and mostly tax-efficient -- 
dividends are qualified, and taxes are only due when the investment is sold -- they should be 
allocated to tax-exempt accounts (Roth) and/or a taxable account, to maximize capital 
appreciation and avoid taxing capital gains as ordinary income.

Since each investor has a unique situation -- income level, asset allocation, and time horizon -- they 
should consult an investment advisor and tax specialist before implementing an asset location 
strategy.

Many investors allocate their equity exposure to their tax-deferred accounts (IRA’s and 401K’s), in 
the belief that the funds are compounding tax-free. While this is true, the problem is that the 
Required Minimum Distributions (RMD’s) are taxed as ordinary income, which is significantly 
higher than the long-term capital gains rate. In simple terms, investors should minimize ordinary 
income (RMD’s and interest expense on bonds, REIT’s and international stocks) and attempt to 
generate as much long-term capital gain as possible – especially since the first $77,400 of 
long-term capital gains is tax-free.

WWe prefer equity ETF’s to mutual funds because they are significantly lower cost and have a 
superior tax treatment. Capital gains are only generated when an ETF is sold. If the ETF was held 
for less than a year, gains are taxed as ordinary income, and if it was held for more than a year, 
the gains are taxed as a long-term capital gain. Unfortunately, most mutual funds distribute both 
short-term and long-term capital gains each year – even if the fund was not sold. These 
distributions reduce the mutual fund’s return and are another reason that more than 80% of 
mutual funds underperformed their benchmark over the past five years.

In addition In addition to the low-cost and the favorable tax treatment, we prefer equity ETF’s because they 
enable investors the ability to tax-loss harvest their portfolio. Tax-loss harvesting allows investors 
to increase their after-tax return by selling an investment to realize a tax loss and replacing it with 
a similar investment. The equity exposure remains the same, but the realized loss can offset 
other capital gains or reduce taxable income by up to $3,000. 

OTHER CONSIDERATIONS:
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For example, an investor has a $50,000 position in the “SPY”, which is the ETF for the S&P 500. 
The S&P 500 drops by 10%, so the investor sells the SPY to realize a $5,000 loss and simultane-
ously buys an equal amount of “VOO”, which is Vanguard’s ETF that also tracks the S&P 500. 
After the transactions, the investor maintains the $45,000 exposure to the S&P and has realized a 
$5,000 loss, which can reduce ordinary income or offset other capital gains.

Target-date funds have become very popular because of their simplicity -- investors simply pick a 
retirement plan and then “set it and forget it.”  Once an investor decides their retirement year, they 
invest in a corresponding target-date fund, which will automatically reduce the portfolio’s risk ex-
posure as retirement approaches. Target-date funds are attractive because they are simple, typi-
cally low cost, and they “buy low and sell high” to rebalance their risk exposure. Unfortunately, 
target-date funds are not tax-efficient, and when used in tax-deferred plans (IRA’s and 401K’s) 
they turn long-term capital gains into ordinary income. 

OTHER CONSIDERATIONS CONT’D:

Asset location can be a complicated issue, especially because each individual's 
situation and time horizon is unique. Also, prudent investors should consider the 
impact of potential changes to the tax laws leading up to their retirement -- i.e., 
tax rates may be higher or lower in the future. 

Please consult your investment adviser and CPA before making any investment 
changes.

SUMMARY:
Create a financial plan and investment policy 
statement that maximizes your return at your 
desired risk level and allows you to reach your 
investment goals.

View your various investment accounts (taxable, 
tax-deferred and tax-exempt) as one aggregate 
portfolio.

Locate low return, tax-inefficient investments 
(fixed income, REIT’s and international) in your 
tax-deferred account to avoid paying ordinary 
income tax on the interest received.

Tax-exempt accounts should contain stocks, 
equity ETF’s and mutual funds to maximize 
capital appreciation and minimize your tax 
burden. 

Allocate your high-return, mostly tax-efficient 
investments (stocks and equity ETF’s) in your 
taxable accounts to compound tax-free until 
liquidation. When liquidated, the long-term 
capital gains will be taxed at 0 to 20%, which is 
less than the ordinary income tax rates. 
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The material in this document is for informational purposes only and should not be considered 
as tax advice, investment advice or a recommendation of any particular security, strategy or 
investment product. 

The author is not a CPA. Consult a tax professional before implementing any tax and/or invest-
ment strategy.  

The material in this document contains opinions, and such opinions are subject to change with-
out notice. Forecasts, estimates and certain information contained herein are based upon propri-
etary research and should not be considered as investment advice or a recommendation of any 
particular security, investment strategy, or investment product. The information contained herein 
has been obtained from sources believed to be reliable, but not guaranteed. 

All information disclosed in this statement is accurate and complete to the best of our knowl-
edge. Past performance is no guarantee of future results, and there is no assurance that the firm 
or client’s investment objectives will be achieved.

ALL INVESTMENTS CONTAIN RISK OF PERMANENT LOSS OF CAPITAL

DISCLOSURES:


