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Tax planning ideas to
discuss with your clients
before the year-end

Taxes may be one of the biggest expenses for your clients. But with some planning, you can
help your clients owe less to the IRS, which can increase their awareness of your value as a
financial advisor.
Three experts on tax and financial planning
shared ideas with Vanguard about how to
capitalize on this opportunity:

Vanguard: With the approach of the year-end and
income tax season, what planning opportunities
do you see for advisors and clients?

• Michael Brown, senior portfolio manager

Gavin Morrissey: The year-end is when advisors
can truly add some value to relationships and
differentiate themselves from advisors they
compete with. Tax-loss harvesting is the lowhanging fruit. It would be a shame to miss
that, but then you get into more planning-type
questions for this particular client. Maybe it’s
a low-tax year for him or her, so you might be
looking at conversion of some traditional IRAs
to a Roth. That’s just one example.

at Dowling & Yahnke, LLC, an independent,
fee-only registered investment advisor in
San Diego with $2.8 billion in assets under
management.
• Gavin Morrissey, senior vice president of

wealth management at Commonwealth
Financial Network, an independent brokerdealer and registered investment advisor in
Waltham, Massachusetts, with about $93
billion in assets under management.
• Andree Saulnier, senior member of the

Wealth Management Group at the Choate Hall
& Stewart LLP law firm in Boston. In addition
to providing estate planning and other advice
to clients, she oversees the group’s estate
administration practice. The law firm has an
advisory arm, Choate Investment Advisors
LLC, which has $3.8 billion in assets under
management.

ETFs on their own can provide increased tax
efficiency because of their low turnover. ETF
tax efficiency may be further enhanced when
you consider the in-kind redemption process
available to institutional investors.
(continued on next page)
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Tax planning ideas to discuss with your clients
before the year-end (continued)

‘‘

‘‘

. . . make sure clients have taken full advantage
of the federal exclusion gift limits.

We also encourage clients to spend their
traditional IRAs during their lifetimes because,
upon death, their traditional IRAs can be subject
to estate tax and income tax. They can leave
Roth IRAs to heirs.
Do you have a year-end review process?

 ndree Saulnier
A
Choate Hall & Stewart

Michael Brown: To me, everything starts with,
“What is the client’s individual situation?” The
big opportunity to add value from an advisor’s
perspective is in knowing your clients, their tax
situations, and what their assets and sources
of income are. Once you know a client, the
implementation of tax strategies is pretty basic.
Andree Saulnier: The focus of my practice
is on estate planning, so we really look at
the transfer tax and efficient transfer-tax
recommendations. One of the things that
come up every year as perennial year-end
advice is to make sure clients have taken full
advantage of the federal exclusion gift limits.
Under current federal law, clients may give
away up to $14,000 a year per person without
having to pay gift taxes. In addition, payments
made directly to an educational institution or
medical provider for qualified medical expenses
are exempt from the gift tax and may exceed
the $14,000 gift limit. So a client can, for
example, pay a relative’s or friend’s full college
tuition without being subject to the gift tax.
These amounts also do not count toward clients’
overall federal estate and gift-tax exemptions.
That kind of gifting is especially powerful in
states such as Massachusetts, where there is a
state-level estate tax, so gifts, therefore, avoid
both a federal and a state estate tax.
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Saulnier: We always ask clients to provide
us current information about the value of
their assets and their basis for capital gains
tax purposes. We also want to know how
their brokerage and investment accounts are
titled and what beneficiary designations are
in place. In addition to other goals, we want
to ensure that we are coordinating advice with
clients’ investment advisors and that the title of
accounts and beneficiary designations work with
the estate plan to achieve desired outcomes for
both tax and nontax planning purposes.
When we take on a client, one of the first things
we do is review his or her assets and do an
analysis of whether the client is likely to owe
federal estate taxes. If the client is, then we
will look at strategies to reduce or eliminate
estate taxes, including gifting and certain types
of trusts.
Brown: We try to obtain a copy of the client’s
tax return after it is filed each year. Reviewing
the client’s tax return provides insights into the
client’s individual situation and provides context
for planning discussions. We usually have a
client discussion in the fall so there is adequate
time to discuss such questions as: Do you
expect to make any charitable gifts in the near
future and will your income change significantly
in the coming year? In many cases, these
planning discussions involve the client’s tax
advisor. Other key questions include: What is
your marginal tax rate? Are there any capital loss
carryovers? What other types of income exist?
Are there other investments in real estate or
other businesses? That last question can reveal
whether a client has other risk exposures, which
can affect asset allocation decisions.

Is charitable giving usually part of your year-end
discussion? If so, how do you have that talk?
Brown: Charitable giving is one of the first
topics we discuss with new clients, and it’s
something we talk about all the time, including
in newsletters and other communications. We’re
based in San Diego, and especially in California,
the benefit of gifting appreciated securities is
significant, so we make sure we’re having that
discussion with clients.
Morrissey: We always bring up charitable giving.
If an advisor is going to create holistic financial
plans, you have to understand what a client’s
goals are. If you have a client who is charitably
inclined, you want to have that discussion ahead
of time so that the client has opportunities to do
things besides just donate, for example, $5,000
out of a checking account. We might instead
have the client use long-term appreciated assets
in a donor-advised fund and front-load charitable
giving. The client avoids paying the capital
gains tax on the position we just used to fund
the donor-advised fund, and now we have this
income tax deduction that we can use to mitigate
taxes over the year or make another planning
move, such as converting a traditional IRA to a
Roth IRA, which also gives us tax diversification
between Roth IRAs and traditional IRAs.

Saulnier: For clients who are charitably inclined
and have large enough estates that they are
thinking about possible federal estate tax
implications, there is a vehicle known as a
charitable lead annuity trust that passes income
to a charity for a specified number of years,
and then the remainder passes to their heirs.
If properly structured, these types of trusts
can allow the client to transfer much of the
appreciation on the assets donated to the trust
to his or her heirs entirely free of estate tax.
A charitable lead annuity trust works especially
well in a low interest rate environment since the
amount of appreciation that can be transferred
to the client’s heirs is calculated, in part, in
reference to an interest rate specified by the IRS.
The IRS’s specified interest rate is based on the
rates generally in effect at the time the trust is
established. For example, the current interest rate
applied by the IRS in making these calculations
is roughly 2.2%. If the investments in the trust
outperform that low rate, the amount by which
these investments outperform the deemed rate
passes entirely free of estate tax to the heirs.

‘‘

When it comes to year-end tax planning,
I see the ETF serving as a beneficial tool for
advisors to harvest losses from existing non-ETF
positions while retaining exposure to the asset
classes they desire in their clients’ portfolios.

‘‘

Morrissey: It’s an ongoing process, so when
it does get to the year-end, we are ready to
answer questions such as whether a client
should be exiting positions. When we do that,
we try to make the most tax-appropriate moves,
which is especially important in rebalancing.
We find ETFs are a great way to improve tax
efficiency to reduce drag on the portfolio. When
it comes to year-end tax planning, I see the
ETF serving as a beneficial tool for advisors to
harvest losses from existing non-ETF positions
while retaining exposure to the asset classes
they desire in their clients’ portfolios. When
harvesting losses, advisors need to understand
the wash-sale rules. If an advisor sells an actively
managed fund at a loss but would like exposure
to similar asset classes, there are many ETFs
to choose from that would not be considered
“substantially identical” to the sold fund and,
therefore, avoid any wash-sale issues.

Gavin Morrissey
Commonwealth
Financial Network
How does tax efficiency add to the value you
provide as an advisor? How do you explain that
added value to clients?
Brown: We’re not stock-pickers or market-timers.
Overall, we fall more on the passive end of the
investment spectrum, so when we talk to clients
about our value proposition, it’s in a few areas
where we have a lot of control—risk, managing
costs and taxes, and disciplined rebalancing.
(continued on next page)
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Tax planning ideas to discuss with your clients
before the year-end (continued)

‘‘

‘‘

For many of our clients, taxes may be their
single largest expense, and the changes to
the tax code that took effect in 2013 just
made our focus on tax efficiency even
more valuable.

Michael Brown
Dowling & Yahnke

Managing taxes is a big part of the value we
provide. We have a lot of control over the tax
efficiency of the portfolio just by implementing
relatively simple strategies such as asset
location (putting the right assets in the right
accounts), managing the turnover of the
portfolio, tax-loss harvesting, planning the
timing of capital gains recognition or
distributions from tax-deferred accounts,
and gifting appreciated securities.
For many of our clients, taxes may be their
single largest expense, and the changes to
the tax code that took effect in 2013 just made
our focus on tax efficiency even more valuable.
Sometimes we do put specific numbers on
how much our strategies have saved clients,
depending on how much interest they have in
those topics. We find it gives us a competitive
advantage. We do work ahead of time to make
sure we have cost basis information available
so that we can move quickly when we need
to. Also, our clients’ tax advisors, who provide
many of our referrals, appreciate that we
maintain detailed cost basis information and
provide a high level of service.
Morrissey: Some advisors may be purely
investment-focused, but if you’re not thinking
about the tax impact of those investments,
you’re really missing out on a fundamental piece
of real return. There are more steps to take, but
it’s a much better client experience than if you
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just say, “Yes, this is the investment you need.”
We’re always encouraging advisors to explain
what their value is, and if you can quantify
what you’re doing for clients, they’re going
to appreciate it and value it even more.
Saulnier: Tax efficiency adds tremendously
to the value of what we provide because many
of our clients come to us when they are looking
for advice that is going to save them and their
families money. You can run calculations that
show what they will pay in tax if you don’t do
the planning and here’s what they are going
to pay if you do the planning. That number is,
hopefully, lower by virtue of the planning, and
the client can immediately see the benefit of
the advice.
What role does asset location play in
tax planning?
Saulnier: In assisting clients with the
administration of their estates and trusts,
we give significant consideration to those
vehicles that are tax-sheltered. It’s also a
relevant question for real property in estate
planning because real property will be taxed
in the state where it is situated. So if we have
someone with real property situated in a state
where there is no estate tax, that can be a
different analysis than if it’s situated in a state
where there is an estate tax.
Morrissey: You really have to look at each
investment and ask where it belongs in the
scope of the overall client plan. What type of
income is it? Is it taxable interest? If so, the
client may be best served to hold something
like that in some sort of tax-deferred account,
but those investments that don’t have the
immediate tax impact live well inside the
nonqualified side of the portfolio.
With asset location, you also have to look at
ownership. If an investment is held in a trust,
is it a grantor trust or is it a separate taxpaying
entity, which is subject to accelerated income
tax rates? Sometimes you can pass the tax on
to a beneficiary.

Brown: Let’s say we had a client whose assets
were half in stocks and half in bonds and he or
she had a balanced mix of accounts, so that half
the money was in taxable accounts and half in
tax-deferred accounts. Using asset location, we
put less tax-efficient securities such as taxable
bonds and REITs in the tax-deferred accounts,
and then we would hold more tax-efficient
assets such as stocks that are taxed at capital
gains rates or have qualified dividends in the
taxable account.
In many cases, decisions about when to
rebalance and take gains involve consideration
of differing tax rates. There are federal capital
gains tax brackets—0%, 15%, and 20%—which
provide opportunities to manage the timing of
gain recognition to reduce taxes, depending on
the client’s other sources of income.
Also, many of our clients are high net worth or
high income and live in California, where taxes
are high, so high-quality1 municipal bonds can
be especially beneficial for them.
What three questions, in your opinion, should
all advisors ask their clients as they approach
year-end tax planning?

to this question, along with other factors, helps
us determine which accounts will be most taxefficient to draw from. Do you plan to make
significant gifts in the coming year or before
the year-end? Whenever possible, we’ll assist
the client in gifting appreciated securities from
his or her portfolio given the significant tax
advantages.
Saulnier: Have you made gifts this year and
taken full advantage of your annual exclusion
and other limits? It’s always good at the yearend to do an overall review of a client’s assets
and ask again whether the client is close to
the exemption rate and ask whether he or
she needs to do some major planning. Finally,
always update the basis information of the
property so we know what the capital gains
tax implications of the property are.
Michael Brown, Gavin Morrissey, and Andree
Saulnier are not affiliated with Vanguard, and
Vanguard does not make any representation
regarding their views. We recommend that
you consult a tax or financial advisor about
your individual situation.

Morrissey: Do my clients’ taxable portfolios
have any losses available that we can harvest?
Are a client’s investments appropriately located
across the different registration types and
vehicles? Knowing the investment aspects,
are there any tax planning strategies we should
be taking advantage of, such as using a donoradvised fund or converting a traditional IRA to
a Roth?
Brown: What do you expect your income to
be in the coming year and what will the nature
of your income be? This question helps us
determine the client’s marginal tax rate and
drives the type of fixed income vehicles we
use, such as municipal bonds versus taxable
bonds. Do you have income or liquidity needs
from the investment portfolio in the coming
year and for the next few years? The answer

1H
 igh-Quality: High-quality bonds include fixed income securities with a
credit rating of Baa3 or higher by Moody’s or a credit rating of BBB- or
higher by Standard & Poor’s or Fitch.
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FROM THE ETF CAPITAL MARKETS DESK

Constant vigilance by Capital Markets
Team helps keep spreads tight
ETF Perspectives recently sat down with members
of the Vanguard ETF Capital Markets Team, who
shared insights on what they do every day to help
educate clients and ensure that trades execute
efficiently. With four large monitors’ worth of ETF
pricing data streaming at him, William “Bill” Arnold
barks out confirmation of a trade for a late-morning
caller to Vanguard’s ETF Capital Markets Team.
From an open bank of workstations, each bristling
with computer screens, the Malvern, Pennsylvaniabased team keeps electronic watch over the trading
of Vanguard ETFs® in the marketplace.
The team’s primary duty: To watch over the market
pricing of Vanguard’s ETF products so that buyers
get the best price possible.

William Arnold (left) and Scott Szever, members of Vanguard’s ETF
Capital Markets Team, keep watch over the bid-ask spreads of Vanguard ETFs.

“We’re keeping an eye on markets, looking
for anything unusual,” said Senior Manager
Brandon Clark. To the uninitiated, the team’s
Bloomberg terminal screens cascading with
market data might appear as cryptic as the
raw code from The Matrix movies. But the
technology provides the team members with
a continuous, highly detailed, and real-time
status update of Vanguard ETFs’ trading activity.
Throughout the day, the team wears multiple
hats when it comes to ETFs:
• One “hat” requires staying in regular

contact with market makers and authorized
participants. These are the entities that, in
essence, create a market for Vanguard ETFs
and other securities by buying them in large
quantities and providing liquidity.
• A second hat the team wears involves

education, in the form of providing expertise
and best practices advice to Vanguard clients,
internal partners, and those contemplating
large transactions with Vanguard ETFs.
• An additional hat includes making Vanguard

ETFs better products by identifying
opportunities to make them more efficient
and working with internal groups to implement
any potential changes.
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In carrying out this multipronged mission, the
team—along with its counterparts at Vanguard
offices in Toronto, Hong Kong, London, and
Melbourne—must interact with all the parties
in the ETF marketplace. Thus the team:
• Maintains relationships with market makers

to ensure they are familiar with Vanguard
products and works with them to develop
ways to effectively price Vanguard ETFs.
• Responds to requests from Vanguard
Financial Advisor Services™ and other client

departments to help Vanguard clients who
are making ETF transactions. Important
considerations include timing trades, using
brokers’ block desks, and adhering to other
best practices when executing orders.
• Works with Vanguard portfolio managers and

the firm’s Portfolio Review Department on
new product launches to ensure the products
debut with sufficient support from the
marketplace and monitors the existing product
lineup for potential improvements to make.
• Maintains relationships with exchanges and

looks out for market-structure changes that
may affect ETFs.

Maintaining close communication with market
makers is critical to the ETF Capital Markets
Team’s watchdog function. Market makers play
a significant role in the ETF ecosystem:
• These trading firms provide investors with

ETF liquidity. They quote a price that they’ll
pay for an ETF (the bid price) and the
somewhat higher price at which they
are willing to sell it (the ask price).
• For their trouble, market makers hope to

make a profit on the spread between those
two prices—typically as low as a penny or
less per share. Because they are willing to
accept one side of a trade along with the risk
of not having the other side lined up, they are
in effect making a market for the transaction,
hence their name.

Watching for anomalies
Members of the ETF Capital Markets Team
watch for, among other things, bid-ask spreads
that creep above the normal parameters.
Either by phone or online instant message,
team members can alert their market maker
counterparts to anomalies.
What happens when an inflated bid-ask spread
does appear for a Vanguard ETF®?
The team assesses the potential reasons for
the wider spread and takes appropriate action.
Sometimes that may mean reaching out to
market makers to see if the spread can be
adjusted. Other times, abnormal spreads may
result from market uncertainty or volatility;
typically such market queasiness can result
in a temporary widening of spreads.
In addition to serving as ETF sentinels, the team
can and does assist buyers in finding the best
venue and price for transacting large orders.
“A client might say, ‘I want to trade 70,000
shares of VYM,’” Clark said. “’Where’s
the price?’”

Because of the order’s larger size, it could be
easier to execute that order as one block (and,
therefore, potentially incur lower costs) rather
than slowly buying a handful of shares at a time
in the market.
Pointing to a list of several dozen market makers
on his computer screen, Clark said, “We can
ping guys and say, ‘Where’s your market for
70,000 shares of VYM?’”
He added that advisors have a simpler and more
efficient option than spending time chasing
down deals in such a manner. Instead, he
recommends: “Call your block desk and talk to
them about what they are looking to accomplish
with the trade. The block desk is a valuable
resource at the disposal of all ETF investors.”

Trading tips
Clark said the team spends quite a bit of time
dispensing this type of advice and is happy
to provide partners and clients with similarly
valuable (but not always practiced) expertise.
A few other ETF trading tips the team offers:
• In general, choose limit orders over market

orders, to offer some price protection.
• Beware the market opening and close—

investors run the risk of paying higher prices
at these times as a result of increased
market volatility.
• Be wary during periods of volatility or when

there are major market announcements, since
wide swings in the market can affect the
price of ETFs’ underlying securities. (Please
see ETF trading best practices at advisors.
vanguard.com for additional information.)

Looking to ensure your execution is
as close to net asset value as possible
when making ETF trades for your clients?
Call your Vanguard sales executive at
800-997-2798 to arrange to speak with a
member of the ETF Capital Markets Team
about your individual situation.
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Are you being passive-aggressive
with your clients’ portfolios?
Advisors who attempt to outperform on the basis of systematic exposures may benefit from using
combinations of market-capitalization-weighted ETFs rather than alternatively weighted ETFs,
Vanguard leaders say.

Jim Rowley
Senior Investment
Analyst, Vanguard
Investment
Strategy Group

Samantha Choa
Investment Analyst,
Vanguard Investment
Strategy Group

Jim Rowley, a senior investment analyst in
Vanguard Investment Strategy Group and
coauthor of the research paper Active indexing:
Being ‘passive-aggressive’ with ETFs,¹ noted
that while the widespread availability of ETFs
has helped popularize index-oriented portfolio
construction, not all advisors are content to
simply capture broad-market returns. Portfolios
must be structured differently if they are to
have the potential to outperform broad-market
indexes. Many advisors no longer try to use
traditional stock picking to help their clients
gain better results. Instead, the trend has been
for advisors to structure portfolios on the basis
of systematic exposures, such as toward the
small-cap or value segments of the market.
These portfolio “tilt strategies” depend on
how consistently and cost-effectively advisors
capture the exposures. However, because
these strategies typically use passive products,
one aspect of them is often overlooked. That
is, by creating portfolios whose characteristics
differ from those of the broad market, advisors
become the source of active management.
Recently, some advisors have become intrigued
by alternatively weighted indexes, which are
marketed as indexes that outperform. However,
research has shown that once exposures
to size and style are taken into account, the
alpha exhibited by many of these alternatively
weighted indexes is essentially zero.2

Consistency is a concern
Market-cap-weighted indexes (and their
subcomponent indexes) are developed in a
top-down manner, which means they are
constructed by grouping securities based
upon shared systematic exposures such as
market capitalization or style. The exposure
is, thus, an input to the construction process.
Alternatively weighted indexes, on the other
hand, tend to be built from a bottom-up (or
company-specific) perspective. The fact that
their constituent securities are not market-capweighted, therefore, introduces an aspect of
active decision-making. Also, in these cases,
the systematic exposure is a by-product,
because while the exposure exists, the amount
is inconsistent.
“Since many of these alternative strategies
have been piggybacking off the small and
value effect, then what you might really want
is to primarily seek out the small and value
segments,” Rowley said. “Alongside a broadmarket index fund, you can use the pieces—
a mid-cap here, or a small-cap, or a mid-cap
value. You will realize greater style consistency
by controlling the market-cap-weighted pieces.”

1 James J. Rowley Jr., Donald G. Bennyhoff, and Samantha S. Choa, 2014. Active indexing: Being ‘passive -aggressive’ with ETFs.
Valley Forge, Pa.: The Vanguard Group.
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2 Christopher B. Philips, Francis M. Kinniry Jr., David J. Walker, and Charles J. Thomas, 2011. A review of alternative approaches to equity indexing.
Valley Forge, Pa.: The Vanguard Group.

Figure 1 shows how adding products based
on the market-cap-weighted Standard & Poor’s
SmallCap or MidCap Indexes exhibits more
style consistency than that exhibited by the
S&P 500 Equal Weight Index, which has an
equal allocation to all the companies in the S&P
500 Index.

Figure 1. S&P index combinations and S&P 500 Equal Weight Index
Large value

Large growth

S&P 500 Equal
Weight Index

100% S&P Composite
1500 Index

100%

Costs need to be considered
Moreover, market-cap-weighted index ETFs
typically cost less, and lower costs mean
investors can keep more of what they earn.
Previous Vanguard research has highlighted
how costs increase the hurdle to
outperformance for individual funds.3,4
“Capturing exposures consistently is one aspect
of portfolio tilting and cost minimization is
another,” said Samantha Choa, an investment
analyst with Vanguard Investment Strategy
Group and a coauthor of the Active indexing
paper. “Costs matter, as they always have,
and in particular because they are charged on
every dollar invested. Higher costs can erode
whatever gains there may be and add to losses
during periods of underperformance.”
Using the Morningstar index strategy map,
which places index funds into one of nine
categories according to their security-selection
and security-weighting methodology, we
summarized the expense ratio cost advantage
of market-cap-weighted index ETFs over
alternatively weighted index ETFs (Figure 2).
ETF investors face bid-ask spreads in addition
to expense ratios, so those costs need to
be considered as well when constructing
portfolios.

100%
Small value

Small growth

100%

S&P MidCap 400 Value Index allocations
S&P SmallCap 600 Value Index allocations
S&P SmallCap 600 Index allocations

Notes: This figure shows “style windows” from July 1995 through January 2014, each window
representing a 36-month period. The circles represent the style windows for combinations of
S&P indexes. Each market-cap-weighted index combination begins with a 100% allocation to
the S&P Composite 1500 Index and makes 20% incremental allocations to various subcomponent size and style indexes until the subcomponent allocation (and, thus, the entire portfolio
allocation) becomes 100% invested in a specific size or style index (allocations are rebalanced
annually). The red dots represent the style windows for the S&P 500 Equal Weight Index. The
style drift was evident for each of the alternatively weighted indexes across any of the marketcap-weighted indexes in this analysis.
Source: Vanguard, created with Zephyr StyleADVISOR.

Figure 2. Cost advantage of market-cap-weighted ETFs
over alternatively weighted ETFs
Weighted average expense ratio of style-box ETFs
0.80%
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Passive
Screened
Quantitative
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(continued on next page)
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Notes: Strategy-box classification is determined by an index’s construction methodology, rather than
its style. Expense ratio and asset figures are from Morningstar as of January 31, 2014. Morningstar
data represent U.S. ETFs that were included in an equity style-box category and in an index strategy
map category, but exclude funds of funds.
Source: Vanguard calculations, using data from Morningstar, Inc.

3 Philips et al., 2011.
4 Daniel W. Wallick, Neeraj Bhatia, Andrew S. Clarke, and Raphael A. Stern, 2011. Shopping for alpha: You get what you don’t pay for. Valley Forge, Pa.: The Vanguard Group.
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Are you being passive-aggressive
with your clients’ portfolios? (continued)

Figure 3. Rolling 12-month excess returns versus Russell 3000 Index
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Note: Figure reflects monthly data from January 1979 through January 2014, in rolling 12-month increments.
Source: Vanguard calculations, created using Zephyr StyleADVISOR.

The challenges of
active management
In addition, advisors who implement tilt strategies
with market-cap-weighted index ETFs effectively
take over the role of active manager.
Because of that, advisors should be aware of
how much risk they are taking on as they attempt
to outperform the broader market, Rowley said.
“Even if an investment strategy were to
succeed over the long term, it will likely face
cyclical periods of underperformance. The more
you tilt portfolios, for example, into small-cap
and value stocks, the greater the magnitude of
underperformance should those segments fall
out of favor. The less you tilt, the less risk you run.”

Figure 3 shows how a portfolio tilted toward
the Russell 2000 Value Index has had periods of
outperformance, and underperformance, against
the broad-market Russell 3000 Index.
Choa noted that “taxes and frictional costs as
well as capacity constraints represent additional
challenges.”
So as advisors consider developing portfoliotilting strategies, they should realize that using
market-cap-weighted ETFs can provide greater
style consistency and typically lower costs
relative to alternatively weighted ETFs. However,
advisors who implement such strategies should
also understand they now own the role of
active manager.

To obtain a copy of the research paper Active indexing: Being ‘passive-aggressive’
with ETFs, visit advisors.vanguard.com.

10

Index fund due diligence:
Focusing on what’s most important
When selecting investments for clients’ portfolios, the list of variables you need to consider can be lengthy and
difficult to prioritize. That’s why a majority of advisors default to a common due diligence framework. Vanguard
Senior Index and ETF Product Manager Ben Rost explains why advisors should consider rethinking their process.
If you’re like most advisors, your due diligence
process goes something like this: You choose
a product vehicle, evaluate potential products
by checking off a list of performance metrics,
evaluate their indexes, and set an investment
strategy. Sound familiar?
While this process is widely adopted and fairly
uniform across the industry, it deserves some
scrutiny. For example, should the evaluation of
individual products precede that of their indexes?
And given the importance of overall strategy,
why does it come at the very end of the process?
Could the typical due diligence framework be
improved upon by shifting its focus and reordering
its steps?
“At Vanguard, we believe in a holistic top-down
approach that narrows the field of prospective
funds by starting with the most broadly influential
factors and working toward the most specific,”
Rost said.
This process is as follows:
1. Investment strategy: Identify portfolio
objectives and set an appropriate
investment strategy.
2. Indexes: Evaluate indexes to determine
which best represent the market or
exposure that supports your strategy.
3. P
 erformance metrics: Examine the two
primary indicators of performance.

1. Investment strategy
Before considering any other factors,
take a look at a portfolio’s objectives and
constraints to determine desired exposures.
We recommend first focusing on strategic
allocation among major asset classes—
equities, fixed income, cash—followed by
diversification within sub-asset classes, such
as U.S. or non-U.S. equities or large-, mid-,
or small-cap equities. Vanguard research
has found that 88% of a diversified portfolio’s
movements over time are explained by
asset allocation, and only 12% by security
selection and market-timing.

2. Indexes
Next, examine index methodologies to find
which one of them offers the exposure you
want. The most prevalent index providers
are all fundamentally similar since there has
been a broad adoption of best practices and
convergence in methodologies in recent
years. However, indexes do have differences
that deserve attention. For example, marketcap definitions and sub-asset categorizations
may differ. Look for issues such as possible
gaps or overlaps with other index providers
in a portfolio and the index managers’
reputation and expertise.
(continued on next page)

4. P
 erformance drivers: Focus on the three
primary quantitative drivers and relevant
qualitative drivers.
5. P
 roduct vehicle: Assess product features
and cost characteristics, then select
a fund.
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Index fund due diligence:
Focusing on what’s most important (continued)

Figure 1. Tracking error indicates the variability of a fund’s excess return

Excess return relative to benchmark

0.2%

0.0%

Fund A
had higher tracking error.
However, it still delivered
a higher average return.

–0.2%

Fund B
had lower tracking error.
However, average return
to investors was lower.

–0.4%

–0.6%

Time
Benchmark average return baseline
Fund A excess return
Fund A average excess return

Fund B excess return

Fund A tracking error

Fund B tracking error

Fund B average excess return

This hypothetical example does not represent any particular investment.
Source: Vanguard.

3. Performance metrics
Two primary measures best demonstrate
how well a product follows its index:
excess return and tracking error. Although
colloquially tracking error is often used to
refer to both, these are two distinct metrics.
Excess return compares a fund’s total return
with that of its benchmark, while tracking
error indicates the variability of a fund’s
excess return. Together, they define how
well and how consistently a fund performs
in line with its benchmark. So which one
matters more?
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The answer is one of individual preference
and circumstance. Figure 1 illustrates a
hypothetical example of funds A and B, one
of which has superior excess returns and
the other, superior tracking error. However,
depending on factors such as the holding
period, one or the other may be better
suited to a particular portfolio.

4. Performance drivers
Quantitative drivers
If excess return and tracking error are
performance outcomes, what drives that
performance? Our research found three
variables to be broadly relevant: expense
ratio, degree of replication, and pricing
differences. Figure 2 shows the positive
and negative impact of these factors.
For example, higher expense ratio led to
lower excess return while lower degree of
replication, the existence of fair value pricing,
and higher expense ratios were associated
with higher tracking error.

Qualitative drivers
There are also qualitative performance
drivers that may or may not be material
depending on a number of factors, including
a client’s tax status, investment objectives,
the asset class and number of options
available, and any platform limitations.
Two of the most pertinent are fund size
and management expertise.
A fund’s asset size is an important factor
because all funds have fixed fees that need
sufficient asset size to overcome, so smaller
funds can be more expensive. Also, funds
that remain small run the risk of closure.

Figure 2. The main drivers of excess return and tracking error
Driver

Outcome

Driver

Expense
ratio

Outcome
Degree of
replication

Excess
return

Pricing
differences
Expense
ratio

Tracking
error

Source: Vanguard.

Additionally, the smaller the fund, the more
difficulty it will have replicating its index.
“If you have a small-cap index fund and
you have $100 million, you can’t buy all
the securities in that index. You’ll need to
optimize the fund around the benchmark,”
Rost said. This is a particular concern
when a fund manager lacks a previously
demonstrated ability to successfully do
so. Then again, “funds can overcome the
headwinds of small size by exceptional index
management,” Rost said.
Management expertise may be difficult
to clearly assess, but it’s an essential due
diligence consideration. While manager
tenure is a good starting point, all shops
manage funds as a team, so it’s important
to know the tenure of the manager’s
colleagues as well. You also want a broad
view of a team’s experience. “You can’t
accurately judge expertise by looking at
one product. You need to evaluate all the
firm’s products. How well have the team’s
products tracked their benchmarks?”
(continued on next page)
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Index fund due diligence:
Focusing on what’s most important (continued)

Larger size
Smaller size

Trading size/average daily volume

Figure 3. A model for assessing costs related to ETFs
1

Stability of
premiums/discounts

1

Expense ratio

2

Basket liquidity
(spreads, creation fee)

2

Stability of
premiums/discounts

3

Expense ratio

3

Basket liquidity
(spreads, creation fee)

1

Stability of
premiums/discounts

1

Expense ratio

2

Spreads

2

Stability of
premiums/discounts

3

Expense ratio

3

Spreads

Shorter holding period

Longer holding period

Source: Vanguard.

5. Product vehicle
Some advisors have access to ETFs only;
however, many of those with access to both
ETFs and traditional mutual funds increasingly
default to ETFs. Keep in mind that mutual
funds could be a better option for clients who
don’t trade often, have a long holding period,
or want to avoid the trading considerations
of ETFs.
Whichever vehicle is selected, it’s important
to balance potential cost differences with the
client’s objectives. Since mutual funds trade
at their net asset values, the relevant costs—
expense ratio, load, purchase/redemption/
contingent fees—are all explicitly stated.
However, ETFs have costs that are not so
quickly assessed.

“We all like to think we can control more
than we can. A lot of things affect a fund’s
performance, but we can control only a few of
them,” Rost said. Two of the most important
factors are the client’s trading size and holding
period. When evaluating equivalent ETFs,
these two factors indicate how heavily to
weigh different pricing considerations. For
example, an expense ratio will take a bigger
bite during a longer holding period. Conversely,
factors such as premiums/discounts and
spreads will have a bigger influence on results
when the holding period is short (Figure 3).

Conclusion
As the preceding steps illustrate, a thorough, top-down approach to index fund due diligence offers a
more strategic alternative to the traditional due diligence framework.
By starting with the most broadly influential factors and working toward the most specific, advisors can
implement portfolio construction strategies in a more calculated and considered fashion than is possible
with the standard due diligence model.
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Enjoy Florida in January
Save $100 on Inside ETFs conference registration
Join us at ETF.com’s 8th annual Inside ETFs conference and receive a $100 discount off the registration fee
if you sign up at www.etf.com/Vanguard100. Or call 415-659-9014 to register and save the $100 if you
mention Vanguard.
Martha King, Vanguard’s head of U.S. Financial Intermediaries and managing director of Vanguard Financial
Advisor Services, will chair the event. Vanguard Chief Economist Joe Davis, as well as Joel Dickson, global
head of investment research and development, and Paul Bosse, a principal in Vanguard Investment Strategy
Group, will also participate in the conference.
The four-day conference, which will offer content for all financial advisors, will be held at the Westin
Diplomat Resort & Spa in Hollywood, Florida, beginning January 25.

Advisor connection.
Learn, educate, share

Social
As a financial advisor, you know that two of the most important aspects of your business
are knowledge and relationships. Vanguard offers you the right tools to help you deepen
both: Vanguard’s advisor-centric social media platforms provide timely perspectives on
the topics that matter most to you and your clients.
Connect with us® today:
VanguardAdvisorsBlog.com
Follow us @Vanguard_FA and check out #ETFPerspectives

Mobile
With our advisor app, you can take the best of the web with you.
One-tap access to:
•

Product information and investment tools.

•

The Briefcase, which allows you to store and access information offline.

iPhone®, iPad®, and Android™

Web
Our advisor site gives you the product information and insights to help you serve
your clients. Dedicated advisor content includes:
•

Expert research.

•

Client literature.

•

ETF Knowledge Center™.

Visit advisors.vanguard.com

Comments? Topics of interest?
Write to us at ETFPerspectives@vanguard.com

Connect with Vanguard® > advisors.vanguard.com
For more information on Vanguard funds and ETFs, visit our website or call 800-997-2798 to obtain
a prospectus. Investment objectives, risks, charges, expenses, and other important information
are contained in the prospectus; read and consider it carefully before investing.
Vanguard ETF Shares are not redeemable with the issuing Fund other than in Creation Unit aggregations.
Instead, investors must buy or sell Vanguard ETF Shares in the secondary market with the assistance
of a stockbroker. In doing so, the investor may incur brokerage commissions and may pay more than net
asset value when buying and receive less than net asset value when selling.
Past performance is no guarantee of future results.
All investing is subject to risk, including possible loss of principal.
Diversification does not ensure a profit or protect against a loss.
There is no guarantee that any particular asset allocation or mix of funds will meet your investment objectives
or provide you with a given level of income.
Tax-loss harvesting involves certain risks, including, among others, the risk that the new investment could perform
worse than the original investment and that transaction costs could offset the tax benefit. There may also be
unintended tax implications.
Investments in bonds are subject to interest rate, credit, and inflation risk. Although the income from a municipal bond
fund is exempt from federal tax, you may owe taxes on any capital gains realized through the fund’s trading or through
your own redemption of shares. For some investors, a portion of the fund’s income may be subject to state and local
taxes, as well as to the federal Alternative Minimum Tax.
The performance of an index is not an exact representation of any particular investment, as you cannot invest directly
in an index.
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