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Ruminations on Asset Class Implementation

Developing hard and fast rules for the perfectly optimal implementation of a given portfolio is
problematic. The analysis below assumes the use of a custodian such as Charles Schwab & Co.:

Many implementation options are functionally equivalent — while they may differ in specifics,
overall there is little, if any, reason to choose one over another.

Which option is selected will depend on the size of the transaction. Smaller transactions will
tend to favor ETF implementations because of the lower transaction fees while larger
transactions make this moot.

Which option is selected will depend on the size of the account. Fees for trades of different
types may differ depending on the size of the account.

The number of options to pick will depend on the size of the portfolio. Larger portfolios
can have more holdings in a particular class. Smaller portfolios will have fewer to reduce the
relatively more significant (on a percentage basis) transaction costs.

Which option is selected will also depend on the existing holdings. In a case where a class is
being added to, it may be prudent to add a slightly different holding in the same class rather
than add further to an existing position.

Which option is selected will depend on the tax treatment of the account. Some of the
choices are slightly more tax efficient than others (though the differences may be so small
they could be considered functionally equivalent).

Given the caveats above, we generally prefer implementations that are effective in giving exposure
to the asset class and efficient by doing so at a low total cost. Thus, we typically prefer:

Value tilts. Academic research has demonstrated to our satisfaction that within a given class
value may be a superior style, particularly in smaller market capitalizations.

Short/Quality tilt. Academic research has demonstrated to our satisfaction that fixed
income (excluding high yield) should be high-quality with a relatively short duration.

ETF bias. We have a very slight bias toward ETFs due to their improved tax efficiency,
lower turnover, lower average expenses, and lower trading costs.

Quality providers.  Ceferis paribus, we prefer vehicles from well-known, well-regarded
providers with a history of excellence and philosophical alignment with our view of
investment strategy.

Low turnover. Due to the hidden (but very real) costs of bid-ask spread, market impact,
commissions, and taxes, we prefer lower turnover.

More diversification. We prefer vehicles with more holdings to those with fewer holdings.
Lower costs. We prefer vehicles with lower expense ratios.

Purity. Vehicles should generally give pure exposure to the class in question.

Passive management. We believe in most cases passive management (of which index funds

are a subset) will outperform. However, for some asset classes appropriate passively
managed vehicles may not exist.

Accessibility. Vehicles should be available for purchase and have reasonable minimums.
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Notes:
The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP@, CFA®.
Mr. Hultstrom is the president of Financial Architects, LLC, a financial planning and wealth

management firm. Questions or comments are welcome, and he may be reached at
David@FinancialArchitectsLLC.com or (770) 517-8160.

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change
without prior notice and we are under no obligation to update the information to reflect changes after the
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted upon without obtaining specific legal, tax,
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is not
an offer, solicitation, or recommendation to purchase any security or the services of any organization. The
foregoing represents the thoughts and opinions of Financial Architects, LLC, a registered investment advisor. Your
mileage may vary.

This report was originally written in November, 2005 and was last reviewed/updated in April, 2013.
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