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The model and strategies described in this booklet 
are designed to give you a visual picture of where 
assets can be placed and why.  The strategy is called 
the Macro Asset Perspective and the model is 
referred to as the MAP for short. The first step to 
applying a macro asset perspective is understanding 
the value of “vertical diversification.” That is, 
diversification of risk. The vertical arrangement of 
the boxes on the model, as you will see throughout 
this booklet, represents the concept of Vertical 
Diversification. That is, the “Safe”, the Moderate, 
and the Aggressive arenas. 
 
No matter who you're talking to, whether it's a 
banker, a financial planner, an insurance agent, a 
stock broker, an accountant, they all speak of these 
three, broad areas of diversification.  And I’m sure 

 
VERTICAL 

DIVERSIFICATION 
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you would agree that it is a good idea to diversify, in 
some way or another.  
 
But why is that a good idea?  Let me explain. Assets 
accumulated above the line (see the dotted line on 
the model below) are sometimes referred to as 
“paper assets” because their value isn’t “fixed” until 
the time they are actually sold. When you look at 
your 401(k) statement, for instance, if it's invested 
in stocks or stock mutual funds, you notice the value 
moves up and down depending on a number of 
factors, all of which are outside of your control.  Of 
course we hope it only goes up, but the reality is it 
moves in both directions. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
Assets below the line represent “real” wealth. In the 
“Safe” box, values typically do not go down, they 
remain relatively stable or fixed and usually pay 
some interest or dividends.  
 
Your personal diversification, how much you put 
above or below the line, depends upon your age, risk 
tolerance, holding period, etc.  But generally 
speaking, the older you are, the more you might have 
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below the line.  In fact, an academic rule of thumb 
suggests a percentage of assets equal to one’s age 
below the line. So, if you're 20 years old, you might 
have 20 percent safe, and 80 percent aggressive. If 
you're 80 years old, you might have 80 percent down 
below the line and 20 percent at risk.  
 
So, over time, one of the primary objectives of 
vertical diversification, in addition to managing risk, 
is to change paper assets into real wealth. 
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 While vertical diversification has been touted for 
decades, another important issue has emerged more 
recently... “Horizontal Diversification.” That is 
diversification between tax treatments. That’s why 
there are six boxes on the model instead of just 
three.  
 
This is a fairly simple concept, since there are only 
two types of tax treatments when it comes to 
savings and investments , pre-tax and after-tax.   
The pre-tax side consists of 401(k)s, deductible 
IRAs, pensions and profit sharing plans, etc.  These 
are programs where the money you earn is invested 
before being taxed so they are known as “pre-tax 
investments.”  Everything else belongs on the after-
tax side, where you save or invest your money after 
it has been taxed. Those savings or investments are, 
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by definition, “after-tax assets.”  
 
For years, when it comes to saving money, you have 
likely heard to concentrate your efforts in the pre-

tax component, pump all the money you can into 
401(k)s,  deductible IRA's and anything else 
considered pre-tax.  But why has that been such a 
popular idea? What was the advantage?  
 
I have conducted countless workshops on personal 
finance over the years and I often ask those 
questions. Here are some of the common responses I 
receive from attendees across the country: 
 
“It reduces my taxes.” 
 
“It leverages my investment dollars.” 
 
“I get growth on my money that would have otherwise gone to 
Uncle Sam.” 
 
These all have an element of truth to them, but are 
also all common misunderstandings of the real value 
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of the pre-tax component. There is one element 
needed in order for the strategy of tax-deferral to 
work properly. Unfortunately, it seems to have been 
all but forgotten. Let me start it for you and see if it 
rings a bell: 
 
“I am going to defer my taxes now, while I am in my 
high income earning years, because later, when I 
draw my money out I will be in a _______ ___ ______.”  
 
If you said “lower tax bracket” give yourself a gold 
star. That has been the financial mantra for three 
decades.  Interesting though, how seldom people 
answer correctly these days. That’s because very few 
actually believe they will be in a lower tax-bracket 
in the future.  
 
Let me explain the evolution that has taken place.  
 
The top bracket back in the early eighties was 
seventy percent, and there were 15 different 
brackets.  In those days, if you earned a little more, 
you moved up a bracket or two. If you earned less, 
you dropped down a few brackets.  
 
People earning $100,000 back then were in brackets 
over 50 percent.  So, the thought was, “In retirement 
I'm not going to need $100,000. I can live on 
$80,000, inflation adjusted, when I'm drawing the 
money out.”  And they were absolutely correct. For 
those retiring today that plan worked perfectly. 
They deferred taxes at 50, 60, or 70 percent, and 
they are paying taxes today in a 25 or 28 percent tax 
bracket.  
 
Today, however, when a married couple’s income 
moves down from $100,000 to $80,000 they are still 
in same tax bracket. That’s because these days there 
are just seven brackets, the highest of which is 39.6 
percent, with a lot of distance between each one, so 
it just doesn’t work automatically to be in a lower 
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bracket in retirement like it used to.  
 
Of course another very real issue these days is the 
possibility of higher tax rates in the future as some 
are predicting and as history would seem to suggest. 
Deferring taxes at 25 or 28 percent, only to pay them 
later at 35, 40, or 50 percent, would be a major 
mistake. The old mantra wouldn’t be working in 
that scenario.  
 
So how can we deal with this potential problem, 
you may ask. Well first of all let me tell you how not 
to deal with it.  Don’t run out and cancel your  
401(k) contributions, as some are advising.  The pre-
tax component can still be a great place to 
accumulate wealth, if done properly.  That is, with 
proper diversification between pre-tax assets and 
after tax assets.  Let's take a look at how that 
strategy can work very effectively. 
 
The plan is to accumulate dollars on both sides of 
the tax fence. Look at the two money bags  in the 
diagram on the opposite page.  Let's assume you 
want $80,000 of annual retirement income. If that 
income stream flows from the pre-tax bag it is fully 
taxable as ordinary income at that time, which is 
only reasonable since you haven't paid taxes on the 
money that went into the bag or the assets that 
accumulated. Of course you’ll pay the prevailing tax 
rates at the time you draw the money out, which, as 
we have discussed, is an unknown factor and could 
potentially be quite high. 
 
But what if you were able to draw $40,000 per year 
from each bag? The income from the pre-tax bag 
would be significantly lower, placing you in a lower 
tax bracket.  In fact, today this amount of income 
would land a couple in one of the lowest possible 
tax brackets, making the old mantra work again. 
You deferred in one tax bracket, to pay later in a 
lower tax bracket.  But you wouldn’t have to live on 
that low income because of the additional income 
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from the after-tax bag.   
 

Ideally, you want all of the income from the after-tax 
side to be tax-free. You've already paid taxes on the 
money that went into those savings or investments. 
If you set things up properly it is possible that you 
could have a tax-free flow of income coming out. 
It doesn’t happen automatically, but there are ways 
to accomplish it.  (We’ll look at how in step four.) 
 
For now, let’s just assume you are able to receive all 
tax-free income from the after-tax side. That would 
make your total taxable income $40,000.  Today 
that puts a couple in a 15 percent tax bracket.  Of 
course, we don't know what tax rates will be in the 
future, but withdrawing a lesser taxable income 
should put you in whatever lower income-tax 
brackets exist at that time. And, historically, lower 
income brackets tend to stay low. The debate among 
lawmakers is always about whether or not to “tax 
the rich,” not about increasing tax rates on lower 
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incomes. 
 
If you were able to pay 15 percent tax on half your 
income and zero tax on the other half that would be 
a total tax burden on post retirement income of 
seven and a half percent, increasing your net 
spendable income when you want it most.  After all, 
the whole reason we’re saving all this money isn't 
for now, it isn't primarily because we want a tax 
deduction today. It’s because we want as much 
income as we can get when we retire.  
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The first two steps outlined the overarching Macro 
Asset Perspective strategy. In the four remaining 
steps we will develop the tactics of how to 
implement the strategy. 
 
First let’s take a closer look at the pre-tax side. On 
the pre-tax side you may actually want to defy your 
401(k) handbook’s principles on diversification, by 
putting all or most of the assets above the line.  
 
Here's why: 
 
There are three distinct advantages found with 
below the line assets. The first is safety. The second 
is liquidity.  And the third, though less prevalent, is 
tax advantages.     
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Let’s examine these elements in reverse order: 
 
Tax advantages: There are still some financial tools 
left with tax advantages, many of these are found 
below the line. Tax free municipal bonds* is a 
standard example.   
 
Now, do you need tax advantaged investments 
inside a pre-tax plan?  No.  Because future income 
will be taxed according to the plan, not according to 
the investment, so that withdrawals from the pre-
tax component will all be taxable when received. 
 
Liquidity: Assuming you plan properly, do you need 
liquidity inside a plan that you do not intend to 
access for 10 or even 20 years, depending upon your 
age?  Probably not.   
 
Safety: Do you need safety?  Certainly you always 
need some safety. But what kind of “safety?” The 
kind of “safety” achieved with money placed below 
the line is short-term safety. That is, what's there 
today you want to be there tomorrow, and the next 
day, plus a little from reinvestment of interest or 
dividends.  However, short-term “safety” is not what 
is needed in a long-term investment. What you 
really need is a long-term focus. That is, what you 
sock away today, you want to be there 20 years from 
now, and you want it to have kept pace with 
inflation over that same time period. Historically, 
assets which tend to keep pace with inflation, or 
have the potential to exceed it, are found above the 
line.   
 
But this kind of long-term focus, above the line, does 
not provide day-to-day safety. Values will move up 
and down. However, the more time you have to be 
invested, the less likely you are to lose value 
historically.  
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Now, this is a good place to introduce what I like to 
call “the first rule of accumulation.” 
 
—TAKE THE FREE MONEY! 
 
This probably doesn’t need saying but let me just 
state for the record that within your company plans, 
you should generally contribute at least the 
minimum amount necessary to obtain all of your 
employer’s matching dollars. It’s tough to beat a 50 
percent match if, for example, you contribute 10 
percent of your salary and your employer matches 
with a five percent contribution. 
 
To summarize: In the pre-tax component you may 
generally focus your attention above the line to 
achieve your long-term objectives. So the primary 
pre-tax box in our macro asset perspective is the 
aggressive box. 
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If everything on the pre-tax side is above the line, 
the after-tax component is where you can effectively 
achieve your vertical diversification.  On this side we 
want to focus below the line.  All of these attributes; 
safety, liquidity, and tax advantages, which had 
little or no value on the pre-tax side, have 
tremendous value here on the after-tax side.  
 
Here we want to build a foundation below the line 
with tools capable of providing tax-free income at 
retirement. There are three tools left today that can 
help accomplish this. We just discussed the first one 
people generally think of; tax-free municipal bonds. 
The second is cash value life insurance.  And the 
third is a Roth IRA or Roth 401(k).    
 
Each of these, if used properly and you can qualify,  
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can provide future income that is tax-free. By 
structuring them correctly, and following the rules, 
you can pull out tax-free future income streams 
from each one.   
 
Generally, if a person is at or near retirement, 
wanting a stream of income right away, we lean 
toward the Municipal Bonds. If a person is in good 
health, and especially if he has others counting on 
his income, we utilize the cash value life insurance.  
While the Roth can be used in this box, it’s actually 
more appropriate above-the-line in most cases. 
We’ll get to that in the next step. So, generally we 
want to are build a base with either the tax-free 
municipal bonds or cash value life insurance. 
 
Now the rates of return people tend to expect to 
receive from below the line vehicles, long-term, 
historically speaking is in the lower range. Maybe 
three or four percent over time, hypothetically. 
Sometimes less, sometimes more. Let’s just say four 
percent, long term.  But if you're not paying taxes on 
that four percent, depending on your tax bracket, 
that might be the taxable equivalent of six or seven 
percent.  In other words, if you earn seven percent in 
the bank, and pay taxes on it, you might net four 
percent after taxes.  
 
Now six or seven percent certainly isn’t bad.  
However, it's still not what people often hope to get 
above the line. That’s a different story. There people 
often hope to get 10 or 12 percent or even more in 
some cases. But be careful not to compare the 
returns of “safe” conservative products with the 
returns of aggressive or risky ones. You simply want 
to ensure that whatever percentage of your assets is 
held below the line is achieving as much return as 
possible over the long-term. So, just as the 
aggressive box is the key to the pre-tax side, the 
“safe” box is the key to the after-tax side.  
 

18 



Of course, many people do, and should, own after-
tax assets above the line. Let’s take a look at that 
component in the next step.   
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If you are a conservative investor, or just getting 
started, you may be content funding just the first 
two boxes (pre-tax aggressive and after-tax “safe”).  
 
For many investors, however, a complete macro asset 
perspective also includes this third component, after-
tax above the line.  Here you find such growth 
vehicles as stock portfolios, employee stock 
purchase plans, stock options, equity mutual funds, 
variable annuities, variable life insurance, real estate, 
business ventures, gold and more. 
 
Let’s focus on a few of the more advantageous tools 
available in this area.  
 
Employee Stock Purchase Plans (ESPP):  If you 
have access to an ESPP available through your 
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employer, count your blessings. Most plans allow 
you to make contributions of up to 10 percent of 
your salary via payroll deduction into a pool. This 
money is then used to purchase shares of the 
employer’s stock at one or more specified times 
during the year, usually at a 15 percent discount and 
with no sales fees. What’s more, the share price is 
typically determined by considering the price on the 
first day of the period versus the last day; then the 
stock is purchased at the lower of those two prices, 
minus the discount.  
 
This is another version of the first rule of 
accumulation. With the 401(k) match is was “Take 
the free money.”  With the ESPP it’s “Take the discount.” 
This 15 percent discount equates to a minimum 17.6 
percent annualized rate of return. Here’s how:  Let’s 
say you acquire stock worth $100 at a cost of $85 
due to the 15 percent discount. That’s a $15 gain over 
your $85 contribution. While $15 is 15 percent of 
$100, it represents a 17.6 percent increase on the $85 
contribution. (15 divided by 85 equals .176 or 17.6 
percent).  
 
How much money would you invest if you were 
expecting a 17.6 percent rate of return? Every dollar 
you could find, right?  Of course.  But remember, 
that rate of return is only secured if the gain is 
locked in, and the gain can only be locked in if and 
when the stock is sold. To secure your gains, 
consider selling your shares as soon as possible after 
each purchase is made by your employer, and the 
gain can be realized. In many plans, the gain from 
the employee discount, and any additional gain in 
the stock price, is considered ordinary income, and 
taxes are withheld from your paycheck for this 
amount whether or not you sell the stock. In this 
case the subsequent sale of the stock, at the same 
stock price, does not trigger a tax. (Check with your 
employer and tax adviser concerning the details of 
your ESPP.)   
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Therefore, the first reason for intentional, periodic 
stock liquidation, is to realize the gain from the 
employee discount. 
 
The second reason is diversification. You would 
probably not set out to devise a strategy that 
eventually invests the vast majority of your assets in 
a single company, especially if you also happened to 
work for that company.  Even the greatest 
companies can run into trouble, and the result of 
such trouble could be devastating. It’s one thing to 
have your money go away. It’s quite another to have 
your money and your job desert you at the same time.  
Still, I have seen many people over the years in 
exactly that precarious situation.  
 
For these reasons, an ESPP may be best used by 
many as a funding source for an investment strategy, 
and not as an accumulation vehicle.   
 
This is what I like to call the “funnel approach.”  
Funnel as much money as possible through the plan, 
get the free money, then diversify into an after-tax 
strategy which might include an individual stock 
portfolio, mutual funds, or a variable annuity above 
the line, and cash value life insurance or tax free 
municipal bonds below the line.  
 
Roth: Another good planning tool to use above the 
line is the Roth IRA or Roth 401(k). We have 
already discussed how the Roth may be used below 
the line; but because of its very long-term nature, 
you may prefer to fund it with equity investments 
above the line, such as mutual funds. (To give 
yourself permission to use the Roth in the aggressive 
component, just make sure you are accumulating 
sufficiently in the “safe” arena through the use of the 
other after-tax tools previously mentioned.) 
 
Real Estate: Rental or investment property enjoys 
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favorable tax treatment and has always been 
considered a decent long-term investment. Just be 
careful not to get caught up in the cyclical euphoria 
of increasing property values. Real estate is an 
equity market that historically has moved both up 
and down. There are also costs such as property 
taxes, insurance and maintenance as well as 
illiquidity issues that must all be factored in. Still, all 
things considered, real estate can provide a unique 
long-term growth opportunity    
 
Long-Term Capital Gains:  At times such as the 
present, when taxation on long-term capital gains is 
low, relative to income tax, it is often prudent to 
take advantage of these rates. Strategies such as 
periodic sales of stocks and low-turnover mutual 
funds can be used to capture the favorable long-term 
gain rate. Currently, income from dividends is 
equally advantageous from a tax legislation 
standpoint. Keep in mind that in this after-tax 
aggressive arena we are really after growth potential 
first, with tax efficiency playing a secondary or 
supporting role. 
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In this final step let’s look at some macro asset 
allocation guidelines for you to think about what 
you might do with your specific situation. 
 
First consider the total dollars that you have to 
work with, that is, your total investable dollars.  
A basic approach is to divide fifty-fifty left to right, 
on each side of the tax fence. We don't know what's 
going to happen to tax rates in the future.  We want 
to keep our balance so that we can lean one 
direction or the other, depending upon what 
transpires.   
 
While a fifty-fifty split is probably reasonable for 
many people, let me give you a couple of exceptions.  
First, someone who's making substantially more 
money and expects to maintain a high income in 
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retirement: If you’re making $400,000 now, and 
want $300,000 in retirement, you probably don't 
want $150,000 coming out of that pre-tax side, 
because $150,000 is not a low income and is not 
likely to be taxed in a low tax bracket. It could even 
be taxed at a higher rate than it would be taxed 
today.  
 
If you are concerned about that you would want to 
lean heavier on the after-tax side.  Frankly, you'll 
likely end up that way anyway if you are doing a 
good job of investing because you can only 
contribute so much on the pre-tax side.  And if you 
are making that kind of income, hopefully, you're 
investing a lot of it. So you might want to be more 
like 30 percent pre-tax and 70 percent after-tax. 
 
Conversely, if you have a household income of 
$30,000, and you're hoping to retire someday on 
$20,000, you will probably always be in one of the 
lowest tax brackets that exists.  So you may still do 
what most of the national newspapers and 
magazines are saying, that is, you could still lean 
heavier on the pre-tax side. 
 
Now, if you're somewhere in the middle, then the 
fifty-fifty horizontal split is probably reasonable.  
And we already said, in most cases, that the whole 
50 percent on the pre-tax side could go above the 
line.   
 
On the after tax side you would split the remaining 
50 percent according to your own personal risk 
factors. Using the “academic rule of thumb” we 
discussed earlier, a fifty year old, or even a 
conservative 40 year old, might put this whole 50 
percent below the line giving him a 50/50 
diversification both horizontally and vertically. 
 
An average 25 year old, or a more aggressive 45 year 
old could put 25 percent above the line and 25 
percent below the line on the after-tax side. Then, 
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when you look at the complete picture, combining 
both sides, he would be 75 percent above the line, 
and 25 percent below the line, which is as aggressive 
as most reasonable planners would likely 
recommend.  

 
While the asset allocation mix you select is certainly 
important, it is even more important that you stick 
to your percentages (unless your circumstances or 
objectives change significantly). The temptations to 
stray from your plotted course will be strong, in 
good times as well as bad times. 
 
So plan your course, stay that course, and let your 
MAP be your guide. 
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