


Wealth Management

Exhibit 1. (Continued)

Notes: Growth of $1 million from January 1990 through June 2019 for the S&P
500 Index with dividends reinvested, ignoring fees and transaction costs. After-
tax returns are computed in three ways: (1) only dividends are taxed at 25%,
(2) dividends and capital gains are taxed at 25%, and (3) dividends and capital
gains are taxed at 50%. In each month, we multiply the component of return by 1
minus the tax rate. For example, pre-tax returns of 10% and —10% would become
5% and —5% under a 50% tax rate. This calculation assumes that all capital gains
and losses are realized each month and that when capital losses occur, there are
sufficient capital gains from other investments so that the investor may deduct
the losses in full. Essentially, the tax liability is deducted and the tax benefit
added to the account as if it were a cash flow, thus reducing the magnitude and
volatility of returns.

Sources: Authors’ calculations using the S&P 500 Total Return Index and the
S&P 500 Price Return Index. The after-tax return methodology follows Lucas
and Sanz (2016).

Broadly speaking, a portfolio manager managing assets for a
private client looks to maximize after-tax returns for a given level
of risk. This reading lays the groundwork for understanding how dif-
ferent types of taxes affect wealth accumulation. We review the gen-
eral principles of taxation, how to measure tax efficiency, and how to
reduce the impact of taxes on a portfolio.

Hopefully we've convinced you why it is important to manage
your client’s portfolio with taxes in mind. Tax considerations, how-
ever, are just one element of managing assets for private wealth clients.
Suppose that only 50% of your private client’s assets are invested in
your tax-aware investment strategy. The other 50% of assets are tied
up in a company that was the primary source of wealth creation for
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your client: Ivy Lee started a business in her early 20s that succeeded
far beyond her initial expectations. While she has accumulated liquid
assets outside of that business, a substantial portion of her net worth is
held in company stock. From your earlier readings in the course of the
CFA Program, you realize that this is a very risky position. Taken in
the aggregate, her portfolio is undiversified; however, to sell the posi-
tion outright would create an enormous tax liability or lead to a loss
of control over the business she created. How, then, do you help the
client achieve her goals? This reading discusses some practical tools
that you can employ to manage the risk of this concentrated position.

Finally, Ivy and Charles want to maximize the likelihood that the
strong financial foundation they have created will survive to provide
support for their children’s and grandchildren’s future endeavors. Ivy
has frequently heard the phrase “shirtsleeves to shirtsleeves in three
generations,” meaning that family wealth rarely survives beyond
three generations. Some variation of that saying exists in many cul-
tures. The Lees want your help to create a structure that will counter
that conventional wisdom. This reading won’t make you an estate
planning expert, but it will prepare you to identify estate planning
opportunities that may help the Lees achieve that goal and to work
more effectively with the their estate planning professionals toward
that end.

Summary

Even the best private wealth manager will never have all the answers.
An effective private wealth manager, however, will be in a position to
ask the right questions and consult the right experts to help clients
navigate an increasingly complex world. This reading covers impor-
tant points for managing assets on a tax-aware basis and managing
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concentrated positions in real estate and private and public equities.
It also provides an overview of estate planning.

70

Three foundational elements of investment taxation include the
following: (1) taxation of the components of return, (2) the tax
status of the account, and (3) the jurisdiction that applies to the
investor (and/or account).

Many countries’ tax codes create preferential treatment for some
types of dividend and interest income. Long-term capital gains
are typically taxed at a lower rate than other forms of income.

Income from real estate investments may be reduced by mainte-
nance, interest, and depreciation expenses.

Private clients often have a mix of taxable, tax-deferred, and
tax-exempt investment accounts. Returns in tax-deferred and
tax-exempt accounts compound using the pre-tax rate of return.
Tax-deferred accounts pay tax only when assets are withdrawn
from the account. Taxable accounts compound using the after-
tax rate of return.

Broadly speaking, countries may operate under one of three tax
regimes: tax havens, territorial tax systems, and worldwide tax
systems. A tax haven has no or very low tax rates for foreign
investors. A territorial regime taxes only locally sourced income.
A worldwide tax regime taxes all income, regardless of its source.

The Common Reporting Standard exists to ensure the exchange
of financial account information to combat tax evasion. The
United States uses FATCA, the Foreign Account Tax Compliance
Act, for the same purpose.

Equity portfolios are often more tax efficient than strategies
that rely on derivatives, real assets, or taxable fixed income.
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Higher-yield and higher-turnover strategies tend to be less tax
efficient.

e The tax considerations associated with alternative asset classes

are more complicated than those associated with stocks and
bonds.

e Measures of tax efficiency include after-tax holding period
return, annualized after-tax return, after-tax post-liquidation
return, after-tax excess return, and the tax-efficiency ratio.

e Asset location is the process for determining which assets should
be held in each type of account. A general rule of thumb is to put
tax-efficient assets in the taxable account and tax-inefficient assets
in the tax-exempt or tax-deferred account. The actual solution
may differ depending on the strategy and the investor’s horizon.

e It is typically better to make withdrawals from the taxable
account first and then from the tax-deferred accounts. Under
progressive tax regimes, it may be more tax efficient to withdraw
from the retirement account first until the lowest tax brackets
have been fully utilized.

e Tax avoidance is the legal activity of understanding the tax laws
and finding approaches that avoid or minimize taxation. Tax
evasion is the illegal concealment and nonpayment of taxes that
are otherwise due.

e Tax avoidance strategies include holding assets in a tax-exempt
account versus a taxable account, investing in tax-exempt bonds
instead of taxable bonds, holding assets long enough to qualify
for long-term capital gains treatment, and holding dividend-
paying stocks long enough to pay the more favorable tax rate.
Tax-deferral strategies include limiting portfolio turnover
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and the consequent realization of capital gains and tax loss
harvesting.

The structure of the investment vehicle in which a client’s assets
are held may affect the tax liability and the adviser’s ability to
manage the client portfolio in a tax-aware manner. In a part-
nership, the income, realized capital gains, and realized capital
losses are passed through to the investors, who are then respon-
sible for any tax liability. In a mutual fund, the income and real-
ized capital gains (but not losses) are passed through to the
investors. The taxation of capital gains varies by jurisdiction.

Potential capital gain exposure (PCGE) can be used to gauge the
amount of tax liability embedded in a mutual fund.

Exchange-traded funds are very tax efficient. Separately man-
aged accounts offer the most flexibility for tax management.

Tax loss harvesting is a technique whereby the manager realizes
a loss that can be used to offset gains or other income. Tax loss
harvesting requires diligent tax lot accounting.

Common methods of tax lot accounting are first in, first out
(FIFO); last in, first out (LIFO); and highest in, first out (HIFO).

A concentrated position subjects the portfolio to a higher level of
risk, including unsystematic risk and liquidity risk. Approaches
that can be used to mitigate the risks of a concentrated position
include sell and diversify; staged diversification; hedging and
monetization strategies; tax-free exchanges; tax-deferral strate-
gies; and estate and tax planning strategies, such as charitable
trusts, private foundations, and donor-advised funds.
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e A completion portfolio is an index-based portfolio that, when
added to the concentrated position, creates an overall portfolio
with exposures similar to the investor’s benchmark.

e Equity monetization refers to a group of strategies that allows
an investor to receive cash for a stock position without an out-
right sale. The investor can hedge a part of the position using a
short sale, a total return swap, options, futures, or a forward sale
contract and then borrow against the hedged position. The loan
proceeds are then invested in a diversified portfolio of other
investments.

e Donating the appreciated asset to a charitable remainder trust
allows the shares to be sold without incurring a capital gains tax.
The trust can then build a diversified portfolio to provide income
for the life of the beneficiaries.

e Strategies to free up capital concentrated in a privately owned
business or real estate include a personal line of credit secured
by company shares, leveraged recapitalization, an employee stock
ownership plan, mortgage financing, and a charitable trust or
donor-advised fund.

e Estate planning is the process of preparing for the disposition of
one’s estate upon death and during one’s lifetime. Objectives of
gift and estate planning include maintaining sufficient income
and liquidity, achieving the clients’ goals with respect to control
over the assets, protection of the assets from creditors, mini-
mization of tax liability, preservation of family wealth, business
succession, and achieving charitable goals.

e An estate tax is the tax on the aggregate value of a deceased per-
son’s assets. It is paid out of the estate. An inheritance tax is paid
by each individual beneficiary. A gift tax is paid on a transfer of
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money or property to another person without receiving at least
equal value in return. Many jurisdictions have tax-free allow-
ances that can be used to transfer assets under a certain thresh-
old without paying an estate or inheritance tax.

A will outlines the rights others will have over one’s property
after death. Probate is the legal process to confirm the validity
of the will.

Common law jurisdictions give owners the right to use their
own judgment regarding the rights others will have over their
property after death. Many civil law countries place restrictions
on the disposition of an estate, typically giving certain relatives
some minimum share of the assets.

Common estate planning tools include trusts, foundations, life
insurance, and companies. A trust is a legal relationship in which
the trustee holds and manages the assets for the benefit of the
beneficiaries. A trust can be either revocable or irrevocable. An
irrevocable trust generally provides greater asset protection
from creditors. A foundation is typically established to hold
assets for a specific charitable purpose. The founder can exercise
some control in the administration and decision making of the
foundation.

Life insurance and other forms of insurance can be used to
accomplish estate planning objectives.

Companies—specifically, a controlled foreign corporation—may
allow the owner to defer taxes on income until the earnings are
distributed to shareholders or until the company is sold or shares
otherwise disposed.

Family governance is a process for a family’s collective com-
munication and decision making designed to serve current and
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future generations. Good family governance establishes prin-
ciples for collaboration among family members, preserving and
growing family’s wealth, and increasing human and financial
capital across the generations. A sound family governance sys-
tem may mitigate many of the behavioral biases that impede
effective decision making.

e  Conflict resolution can be particularly challenging in a family
context. A family constitution can help wealthy families antici-
pate possible conflicts and agree on a common set of rights, val-
ues, and responsibilities.

e  Managing a concentrated position arising from a family business
is more than just an investment issue. The private wealth adviser
should be prepared to work with the client in succession plan-
ning and post-sale considerations, such as the loss of a key activ-
ity that united family members.

e Effective estate planning requires planning for the unexpected,
including divorce and incapacity.
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Ethics, Rules, and
Standards

Applicable Readings

Application of the Code and Standards (Level II)

1 PL /1 SER Credit

Access the full reading: https://www.cfainstitute.org/membership/
professional-development/refresher-readings/application-of-the-
code-and-standards-level-ii

Application of the Code and Standards (Level III)

2 PL/ 2 SER Credits

Access the full reading: https://www.cfainstitute.org/membership/
professional-development/refresher-readings/application-of-the-
code-and-standards-level-iii
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What Is Changing in the
2021 Curriculum?

Ethical dilemmas faced by financial organizations are showcased in
the new “Application of the Code and Standards” readings. The read-
ings present a number of ethical dilemmas commonly faced by indi-
viduals in private and institutional asset management and feature
two new cases.

The first case is a fictional private bank, called Banco Libertad,
based in the country of Urutina. Banco Libertad is investigated by
law enforcement officials from the governments of nearby Chiladour
and Panaguay, who demand confidential information on clients who
are suspected of wrongdoing. One client is the former minister of
finance in Chiladour, who has deposited more than $5 million with
the bank. He is under investigation for allegedly embezzling from
the Chiladour Treasury. How should staff at the private bank react
to the investigation? What should they say, and what should they not
say? How does the CFA Institute Code of Ethics and Standards of
Professional Conduct (Code and Standards) coexist with the relevant
laws?

Other clients of Banco Libertad pose different ethical chal-
lenges to the bank’s staff. One has deposited money that subsequently
turned out to be sourced from bribes. Another client owns a luxury
hotel in the Bahamas and rewards the bank’s investment advisers
with free trips to the hotel if they perform to expectations. Is this
legal? Is it ethical?

The second case focuses on a fictional country’s sovereign wealth
fund that was set up to fund local projects, generate positive invest-
ment returns, and attract global partners. The sovereign wealth
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fund’s new CIO is secretly asked to fund projects that help certain
political factions within the country. How might she respond to this?
She is also asked, by a friend, to accept a personal investment in the
fund. Furthermore, she is asked to provide complete transparency
over the fund’s strategies by some stakeholders, but to not disclose
certain transactions by other stakeholders. She additionally suspects
that fees levied by partners in the fund are higher than they should
be. The Code and Standards have something to say about all these
issues, and the reading explains how investment professionals might
deal with them.
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Why Does It Matter to
Members?

The new case studies provide color and context for the types of ethi-
cal dilemmas that actually occur in the investment industry. The
individual and corporate behavior (and misbehavior) surrounding
these two fictional financial institutions is certainly not beyond the
realm of possibility. Similar behavior has been identified in real sce-
narios, leading to censure and punishment. Investment profession-
als may well come across such behavior at some point during their
careers and will need a benchmark for knowing how to react.

Referencing the Code and Standards can help investment pro-
fessionals identify applicable ethical principles on which sound deci-
sions and appropriate behavior can be based. These new cases add
to existing cases in the reading that focus on identifying why and
how violations of the Code and Standards may occur, with discus-
sion and rationale as to why or why not a violation may have taken
place. The cases present possible corrective actions, including how
to develop a policy statement to help prevent future violations by a
firm’s employees.

By working through these cases, investment professionals can
consider how applying the framework for ethical decision mak-
ing might help them if they find themselves in an unfamiliar, and
uncomfortable, situation.
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Application of the Code and
Standards: Level Il

Learning Outcomes

The candidate should be able to:

a. evaluate practices, policies, and conduct relative to the CFA
Institute Code of Ethics and Standards of Professional Conduct;
and

b. explain how the practices, policies, and conduct do or do
not violate the CFA Institute Code of Ethics and Standards of
Professional Conduct.

Introduction

This reading presents cases to illustrate how the CFA Institute
Code of Ethics and Standards of Professional Conduct (Code and
Standards) can be applied in situations requiring professional and
ethical judgment. Exhibit 1 presents a useful framework to help
guide individuals in their ethical decision-making process and appli-
cation of the Code and Standards. By identifying where the Code
and Standards might be relevant and considering actions and conse-
quences within this framework, individuals can make more ethically
sound decisions.
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Although the framework’s components do not need to be
addressed in the sequence shown, a review of the outcome should
conclude the process. This review provides insights for improved
decision making in the future.

Exhibit 1. A Framework for Ethical Decision Making

e Identify: Relevant facts, stakeholders and duties owed,
ethical principles, and conflicts of interest

e  Consider: Situational influences, additional guidance, and
alternative actions

e Decide and act

e Reflect: Was the outcome as anticipated? Why or why not?

This reading presents a number of scenarios involving individu-
als in private and institutional asset management. The first four cases
focus on identifying whether violations of the Code and Standards
occurred, with discussion and rationale as to why or why not a viola-
tion may have taken place. The last two cases focus on identifying
violations of the Code and Standards, taking necessary corrective
actions, and developing a policy statement to prevent future viola-
tions by a firm’s employees. As you read through these cases, consider
how applying the framework might have helped each individual to
make decisions.
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Application of the Code and
Standards: Level Il

Learning Outcomes

The candidate should be able to:

a. evaluate practices, policies, and conduct relative to the CFA
Institute Code of Ethics and Standards of Professional Conduct;
and

b. explain how the practices, policies, and conduct do or do
not violate the CFA Institute Code of Ethics and Standards of
Professional Conduct.

Introduction

The purpose of this reading is to provide examples of how the CFA
Institute Code of Ethics and Standards of Professional Conduct
(Code and Standards) can be applied in situations requiring profes-
sional and ethical judgment. Exhibit 1 presents a useful framework
to help navigate the ethical decision-making process and apply the
Code and Standards. The framework’s components do not need to be
addressed in the sequence shown, but a review of the outcome should
conclude the process. This review provides insights for improved
decision making in the future.
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Exhibit 1. A Framework for Ethical Decision Making

e Identify: Relevant facts, stakeholders and duties owed,
ethical principles, and conflicts of interest

e Consider: Situational influences, additional guidance, and
alternative actions

e Decide and act

e Reflect: Was the outcome as anticipated? Why or why not?

These cases involve individuals in private wealth and institutional
asset management settings and discussion as to whether actions,
taken or not taken, are in violation of the Code and Standards. As
you work through these cases, think about how applying the ethi-
cal decision-making framework might have changed the decisions
and actions of those in the scenarios. Referencing the Code and
Standards will help you identify applicable ethical principles upon
which sound decisions and appropriate behavior can be based. The
reading concludes with practice problems in item-set format.
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