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First, disaster-proof yourself and your family
Protect your identity

1. Dry up junk mail. Thieves use pre-approved credit-card offers to open accounts in your name, which is the hardest type of identity theft to detect. Opt out by calling 888-567-8688, a service run by the credit bureaus. Select option three to permanently remove your name.

2. Go paperless.  Shredding will eliminate your paper trail. Receive and pay bills online, which ensures that info can't be lifted from your mail. With 24-hour access, you'll see an unauthorized charge right away.

3. Drop outgoing mail in a secure box.
4. Watch your credit. Get a free report from the credit bureaus every four months at https://www.creditkarma.com, AnnualCreditReport.com, or from Experian (1-888-397-3742), Equifax (800-525-6285), and Trans Union (1-800-680-7289).
5. Format your checks and credit cards. When you order checks, have only your initials (instead of first name) and last name put on them.  Also, put your work phone # and address on your checks instead of your home information.  If someone takes your checkbook, they will not know if you sign your checks with just your initials or your first name, but your bank will know.  When you are writing checks to pay for credit card accounts, do not put the complete account number on the "For" line. Instead, just put the last four numbers. The credit card company knows the rest, and anyone who might be handling your check as it passes through won't have access to it.  Also, do not sign the back of your credit cards.  Instead, put "PHOTO ID REQUIRED".

6. Be prepared for losing your wallet and/or having your identity stolen.  Place the contents of your wallet on a photocopy machine. Do both sides of each license, credit card, etc. Keep the photocopy in a safe place. Carry a photocopy of your passport when you travel.  Have the toll-free numbers and your card numbers handy.  
If your wallet is stolen, file a police report immediately in that jurisdiction. This proves to credit providers you were diligent.  Call these national credit reporting organizations immediately to place a fraud alert on your name and Social Security number: Equifax, Experian, Trans Union, and also call the Social Security Administration (fraud line) - 1-800-269-0271.  Also, file a complaint with the Federal Trade Commission (FTC). 

7. For your computer, use anti-virus software and keep it up-to-date.  Also put a firewall on your pc and password-protect access to your programs and files.  Only those URLs beginning with "https" are secure sites.

Back-up important data in an offsite location

Make copies of important documents and given them in a folder to a trusted friend or put them in a safe-deposit box.  Make copies of these documents: birth, death and marriage certificates; social security cards; passports; medical records; driver's license; recent bank and brokerage accounts; house deeds, mortgage and home equity notes; car title; insurance policies and agent contact numbers; credit and debit cards; tax returns for the past three years; the location of wills, trusts and powers of attorney; names and contact numbers for executors, trustees and guardians; a list of financial advisers and their contact information; and a list of user IDs and passwords for online accounts. 

Also create a copy of your household inventory.  You may want to go a step further and take photographs of your possessions or a video of them.  Regardless of the documentation method, you need to write a brief description of each item, including the cost, age, manufacturer, and model and serial number. Copies of receipts or appraisals are necessary for any expensive items, including jewelry, art, and collectibles.  Store the documentation information in one place, such as a safe deposit box or a fireproof safe in your home.  Home safe by Underwriters Laboratories is a quality safe, but despite this, you may first want to put the documentation information in Ziploc bags before adding them to the safe.

Experts also recommend that you mail a copy of your records to a relative, trusted friend, or professional adviser in another part of the country.  Disasters often affect whole regions. If copies of your important documents are elsewhere, you'll be able to rebuild your financial life much faster than if you had to wait for local infrastructure to be repaired.  Tell the person to whom such information is being sent what to do if disaster strikes and the original documents are destroyed.  It is equally important that that person store the copies in a safe place.

Build an emergency fund

Put aside at least six months' worth of living expenses in cash so you can get through a rough patch without having to dip into retirement savings.  A money-market fund that consistently pays high yields is Vanguard’s Prime Money Market Fund (VMMXX).

Buy life insurance if you have children

Term choice is the best. It gives the biggest death benefit for your premium and no buildup of cash value.  You need to decide for how much and for how long you can keep renewing your policy without the need for a physical examination.  So-called decreasing life insurance, renewable for lower and lower amounts, should suit many families best; as time passes and the children and family resources grow, the need for protection diminishes. 
The policy should equal to five to ten times your annual salary. The more children you have, the more debt you carry, and the longer your family will need help (until your kids are out of college, say), the closer your coverage should be to ten times your salary. You can lock in your payment for 10 to 30 years, but for most, 20 years is about right. Go to QuickQuote.com or Insure.com to compare policy quotes from several insurers.

Buy individual disability insurance

The biggest problem with group disability policies is the lack of portability.  If you quit or get fired, you're left totally unprotected.  Incidentally, benefits received from disability policies paid by an employee with after-tax dollars are tax-free.   

From the insured's point of view, the strictest definition of disability is "any occupation".  The insured is considered disabled only if he or she is unable to perform the duties relating to ANY job.  So, a disabled corporate litigator with an "any occupation" policy will not be able to collect benefits if he can still get hired by McDonald's to flip burgers.  Don't own this type of policy.   

An alternative is a "loss of income" or “own-occupation” policy.  It addresses the need for income, is more affordable for the insured, and more cost-effective for the insurance companies.  Insurers offer a definition of disability based on a comparison of pre-disability and post-disability income.  If your average income is lower after your disability, the policy picks up the difference.  This eliminates profiting from your disability.   

Once the term, “disability,” is defined, the second most important feature to consider is the waiting period from the point of disability to the time benefits are paid.  This time gap is known as the elimination period.   Policies usually offer elimination periods of 30, 60, 90, 180 or 365 days.  The longer the elimination period is, the cheaper the premium.  So, if you don't have short-term disability coverage, you better be sure that you've stored three to six months of expenses away in a savings account to cover the gap.  Short-term policies cover the first 90 days of an injury or illness, with benefits payable immediately. They are capped at no more than two years worth of benefits.   

Long-term disability doesn't kick in until after 90 days or 6 months, depending on the policy.  The maximum benefit period depends on the disability.  The most popular choice for a disability insurance policy is "To Age 65".  If you become permanently disabled, your last benefit check is on your 65th birthday.  However, a policy providing a lifetime benefit period will not be much more expensive than the “To age 65” policy.  To save premium dollars on your disability insurance, go for a five-year benefit period, which covers the average length of disabilities, about 3.2 years.  The policy should also be non-cancelable, guaranteed renewable, and with COLA benefits. 

The final step is to choose an insurance company.   Consider the firms' financial condition (Are they economically viable?), areas of specialty (Do they cater to a specific profession?), product offering, underwriting philosophy (Are they too aggressive in declining business?), claims history (Are they quick to pay or do they drag their feet?), etc.  Sites like www.disabilityincome.com and http://www.insure.com may be good places to begin.  Also try USAA (800-531-8000).  If you buy through a professional association, you might avoid a commission.  Your biggest asset is your future income, and your retirement depends on your ability to produce. 

Buy the right type of auto insurance

Have bodily injury coverage, comprehensive coverage, property damage liability (at least double your assets), and uninsured/underinsured motorist liability.  Skip insurance riders.  AAA membership, a security alarm, air bags, and anti-lock brakes lower premiums.  When the book value of your car drops below $2,000, consider dropping comprehensive coverage.  Lastly, bypass collision insurance on rentals.

Have health insurance and an HSA  

Eligible individuals can make tax-free contributions to HSAs (Health Savings Accounts).  Contributions made by individuals and employers are 100% tax-deductible without any nasty phase-out provisions.  HSA contributions are claimed on page 1 of your form 1040 (an above-the-line deduction), which means you do not have to itemize to get this deduction.   

HSA contributions can be made if you are covered by a high-deductible health insurance plan (HDHP).  You are considered to have a HDHP if your health insurance plan has a deductible of $1,000 for self-coverage or $2,000 for family coverage.  If you have self-only health coverage, it cannot require more than $5,000 in annual out-of-pocket payments for covered benefits.  The same holds true for family coverage except the amount is $10,000 out of pocket.   

You may take federal-income tax-free withdrawals from the account to pay uninsured medical expenses for yourself, your spouse, and dependents.  However, you cannot take tax-free withdrawals to pay the premiums for your high-deductible health coverage.  Pay qualified medical expenses with HSA checks or debit cards.  Any money you don’t use remains in the account for future use.  Money can be invested in any typical investment. 

Many expenses not covered by traditional health insurance qualify for tax-free withdrawals such as vision care, dental care, prescription and certain nonprescription drugs, long-term care services, and long-term care premiums. You can also use the account to pay health insurance premiums should you get laid off, disabled, or if you change jobs and continue insurance through Cobra.  If you withdraw funds before age 65 for any reason other than to pay qualified medical expenses you will owe ordinary income tax plus a 10% penalty.  The 10% penalty is waived in cases of death and disability.  After age 65, you can withdraw funds for any purpose without penalty.  Amounts that are withdrawn for any purpose other than qualified medical expenses are taxable.     

The best feature about the new HSA is the ability to build up a large reserve in order to pay future medical costs if you have minimal current health care costs.  The HSA fund does not have to be emptied at the end of the year like the old Medical Savings accounts.  The account builds up just like an IRA; income and capital gains earned on the account accumulate tax-deferred.  HSA accounts will allow small business owners to cut their health care costs and provide tax benefits for themselves and their employees.  So, raise your insurance deductible to the maximum, which will lower your premiums, and raise your savings.  Also pick the highest co-pay.  The plan should be guaranteed renewable and should not have a maximum benefit, and if so, one with a max of at least 5 million.

Great HSA plans are available at Great Lakes HSA (www.greatlakeshsa.com) and The Bancorp (http://www.thebancorphsa.com).      

Homeowner’s / rental insurance

Your primary insurance company should have some good options available.

Professional liability insurance

Doctors, teachers, and others may need this.

Excess liability insurance 

If you do not have property liability insurance for your car, which might cover other areas of your life that don’t include driving, you may want to get excess liability insurance (at a value of twice your assets).  Umbrella liability insurance is also called umbrella liability insurance.

Your budget and checking account
Make a budget with the envelope system

The simplest budget is the envelope system.  Set aside cash in envelopes labeled with the various expense categories that you can pay for in cash (gas, groceries, lunch money, toiletries, office supplies, etc.).  This lets you see how taking a few dollars from the grocery envelope is stealing from a budget category.  In addition, include some discretionary cash that can be spent on anything.  Call it a “stress valve.”

Develop two separate budget lists, one for essentials and one for extras.  Look through both lists to find flexible budget items such as clothing, groceries, and other food-related expenses where you can cut back using money-saving methods.  Make a star next to these items so that you can identify them easily.

When you leave the house for shopping, go “cash only”, and write out your list beforehand.  Keep to that list.  

Keep a diary if need be

If you need help with developing a budget, try this for a month: Keep a diary of all your extra purchases, even for cheap things like newspapers or coffee.  Add up the essentials list and the extras list separately.  Subtract the extras total from your monthly income.  Writing each purchase down shows where the money’s dripping out.  If you still struggle, ask yourself what you'd really like to spend money on if you could.  So next week, when you consider buying something unnecessary, ask yourself if that purchase is more important than those big-picture goals. When you put spending in that context, it often helps you spend less.

Payroll deduction plans

Use a payroll deduction plan.  By funneling money into a mutual fund account directly from your paycheck, money is accounted for as savings and thus less likely to be wasted.  It’s much easier to invest your money this way than by writing a check to your account.  Fund companies will help set up such a plan.

Great free online software for budgeting & investing 

http://www.mint.com 

Start an emergency fund

Once your budget is in place, save six months of living expenses in case you hit an unexpected bump in the road, like a job loss or big medical expense.  The money should be in an easily accessible place like a bank money-market account. 

Have an encrypted computer connection

If you use a wireless router, call the company you bought your router from and get your connection encrypted.  If you don’t use a router, call your online provider and ask for the same information. Then call your Windows or Apple helpdesk and ask them how to make your connection secure as well. That will include setting up heavy-duty firewalls.  If you want to bank online, you need to protect yourself.

Balance your checkbook online

Once you are set up to do online banking, and once you write down every expenditure, balancing your checkbook becomes a breeze. All you do is whip out your checkbook register, a calculator, and go online to your account. In your register or notebook, put a check next to every check and deposit that has cleared the bank.  Now enter the balance from your online statement into your calculator. Simply subtract every check that hasn’t cleared and add on any deposit that hasn’t been posted.  Now write down that balance in your book so you know what you have available when you go to the store. 

Online bill pay through one’s bank

There are two ways to pay bills online through one’s bank: manual and automatic.  

Manual Bill Pay: Log in to your bank’s website. Look for the button marked “Bill Pay,” which help you to set up your accounts to pay online. Gather up your bills; you will be asked to list each payee and the account number.  If you have multiple bank accounts, choose the account you want to pay out of and then type in the amount you want to pay in the space next to each payee you have listed.  The bank will take care of the rest.  

Automatic Bill Pay: Log in to your bank’s website. Go to your Bill Pay section and it will walk you through Auto Pay. (If you have trouble or questions, ask for the Internet Banking Helpdesk.)  There are usually two options for Auto Bill Pay:

· Repeating payments that are always the same. You can set these up for eternity, or for a specific period of time, say, if you are paying off a larger-ticket item and want to pay the same payment every month for six months, a year, etc. 

· Regular payments that differ each month. These include your phone bills, utility bills, etc. You can set these up to be paid automatically only if that company sends out e-bills. When you set up your Bill Pay, your bank will recognize those that provide the e-bill option and you can choose it. If you aren’t sure if any of the companies you work with offer e-billing, call and ask.  

If you choose this method, be sure your accounts are always up-to-date and that you have sufficient funds available at all times.  Ask your employer to directly deposit your paycheck into your checking account, and ask your bank how many days you should allow for your funds to become available and then have your auto bills be drawn out on that day or afterwards.  

Finding a good bank & good interest rates

Places for free checking accounts with universal ATM rebates: Fidelity, Ally, ING Direct, Charles Schwab

Great website for finding good credit cards, bank account rates, and mortgages

www.bankrate.com 

Investing wisely
If you only read one investment book

Read this one: Random Walk Down Wall Street, by Burton Malkiel

Five good websites for investing

· Message forums specializing in Vanguard funds: www.bogleheads.org/forum/index.php  

· Wall Street Journal mutual fund screener: http://online.wsj.com/public/quotes/mutualfund_screener.html 

· Wall Street Journal ETF screener: http://online.wsj.com/public/quotes/etf_screener.html 

· Vanguard’s “truths” - https://personal.vanguard.com/us/insights/investingtruths 

· http://www.moneychimp.com/
Investing in the stock market

The Efficient Market Hypothesis

Investors cannot expect to consistently and reliably outperform the market on a cost-adjusted basis over an extended period of time.  Since security prices rapidly incorporate all public information, the day-to-day prices must follow a "random walk" over time, meaning stock prices are not predictable and patterns are merely accidental.  

If a company’s prospects improve, that improvement will quickly be reflected in its stock price, adjusting its future expected return to the market average. News travels at the speed of light, and the opportunity to reap excess profits consistently is practically nonexistent.  Of course, individual stocks do have widely different returns. Because none of us can tell the future, there is an enormous amount of uncertainty in the process. Some companies will do better than average, and some will crash. But no one can know consistently in advance which ones that will be. So unless you think you know better than a few hundred million of your closest friends who are looking at the same data, it’s delusional to think you can consistently pick winners.

A good Youtube video to explain this

http://www.youtube.com/watch?v=mJA2bqHLr9k 

Real world application: Index funds

Modern Portfolio Theory (MPT)

While the variability of the returns from individual stocks is important, even more important in judging the risk of a portfolio is the covariance, the extent to which the securities move in parallel.  It is this covariance that plays the critical role in modern portfolio theory.  Wise investors will diversify their portfolios not by names or industries but by the determinants that influence the fluctuations of various securities.

The total risk in any security (or portfolio) is the total variability (variance or standard deviation) of the security’s returns.  Part of total risk or variability may be called the security’s systematic risk, and this arises from the basic variability of stock prices in general, the tendency for all stocks to go along with the general market, at least to some extent.  The remaining variability in a stock’s returns is called unsystematic risk and results from factors peculiar to that particular company.  

Systematic risk cannot be eliminated by diversification.  All stocks move more or less in tandem (a large share of their variability is systematic) that even diversified stock portfolios are risky.  Indeed, if you diversified perfectly by buying a share in the S&P index, you would still have quite variable (risky) returns because the S&P as a whole fluctuates widely.

Unsystematic risk is precisely the kind that diversification can reduce.  To the extent that stocks don’t move in tandem all the time, variations in the returns from any one security will tend to be washed away or smoothed out by complementary variation in the returns from other securities.  

The only part of total risk that investors will get paid for bearing is systematic risk, the risk that diversification cannot help.  Thus, returns and risk premiums for any stock or portfolio will be related to the systematic risk that cannot be diversified away.  As the systematic risk of an individual stock or portfolio increases, so does the return an investor can expect.  

There is no way to gain superior performance (that is, extra returns) for a given level of risk.  The only way to gain extra returns is to take on more risk.  It is the natural expectation in a market where most participants dislike risk and, therefore, must be compensated (rewarded) to bear it.  

In order to reduce the risk of our portfolio, we want to add low correlating assets.  Here is an analogy that might help.  We buy homeowner’s, life, and auto insurance every year because we seek to reduce risk.  Most years we never receive any return on our investment.  Yet we never complain.  When a loss occurs, we are of course pleased that we were smart enough to have bought insurance (diversified our risk).  From 1995 to 1998 investors who included small-cap stocks, value stocks, and international stocks in their portfolios were faithfully paying their insurance premiums.  In 2000, the S&P 500 ended its reign as the best performing asset class and was passed by these asset classes.  
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Standard Deviation as a Measure of Risk

Risk is the standard deviation around the expected return of the portfolio.  The higher a portfolio’s standard deviation is, the higher the probability that something awful might happen. It’s not a stretch to think of standard deviation as a “danger index.”  Here are a few well-known stocks with their annual standard deviation. However, the chance of total loss is not adequately captured by standard deviation at this level. Think of Enron, Global Crossing, Eastern Airlines, etc. While the probability of a total blow up is small, the consequences are catastrophic.
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Sector funds are diversified within an industry group, but hardly a properly diversified portfolio. Extreme variations in total valuation occur; ask tech fund investors how they enjoyed 2000-2002.
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Most investors define “the market” as being the S&P 500. That’s an index of large domestic companies. However, the risk level for the S&P 500 is substantially higher than a global equity portfolio of index funds, the optimum equity portfolio.  The standard deviation value here for the global portfolio will decrease with the addition of short-term bonds.
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How risky asset classes with negative correlations to each others can lead to a low-risk portfolio:
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Application 

The practical application for Modern Portfolio Theory is massive diversification in investments that, on their own, would be too risky to own.  By investing in non-correlated or negatively correlated investments, you can improve your total return and lower your total risk.

The Fama-French three-factor model for stocks

· The risk-free rate:  Usually set at the short-term T-bill rate

· The market-risk premium:  The additional return earned from exposure to the stock market

· The size premium:  The additional return earned by owning small-company stocks

· The value premium: The additional return earned by owning value stocks

Everyone owns the risk-free rate.  The only important decision you have to make is how much exposure you want to the other three factors.    

About the value premium: Invest in lousy companies on purpose

There are four commonly used measures of individual stock or of aggregate stock market value: price/earnings (P/E) ratio, price/book (P/B) ratio, dividend yield (D/P), and price/cash-flow (P/CF).  The ratio of a stock’s price to its book value measures how much investors are willing to pay for each $1 of assets on the company’s books. This factor is most related to higher returns for value stocks.  A lower price/book ratio means greater value. If a stock sold for only half of its book value per share (0.5), investors could collectively buy the company, close its business operations and sell all the pieces for twice what they paid for the stock shares. On the other hand, if there were a company with a price equal to 100 times book value, investors who closed the company and sold all the pieces would get back one percent of what they originally paid.  So, a stock with a P/B of less than 1 is said to be cheap, and one with a P/B of more than 5 is said to be expensive.    

After taking P/B multiples into consideration, P/E multiples do not have much predictive value even though you are usually buying a stock in order to own a piece of its earnings.  A value stock with poor earnings growth will frequently surprise the market with strong earnings growth, with an agreeable change in P/E and price.  This typically happens to only a few stocks in a value portfolio in a given year, but the effects on total portfolio performance are still dramatic.  When dividend yields are 2.5% or lower, stocks are expensive, and when they are 7% or more, stocks are cheap.  

The reason why these strategies have worked for so long is because cheap companies are dogs, and most people cannot bring themselves to buy them.  Value companies are sick companies.  A downturn may bankrupt them.  Because of this increased risk, they must offer higher returns.  After all, if both Kmart and Wal-Mart offered the same future return, who would want to own Kmart?  

Index Performance: 1975-1994
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The more that one invested above this diagonal line and to the left, the better return/risk ratio they received on their investments.  

Application: Include small-value stocks 

Small-cap value funds do remarkably well over the long run.  The stocks that are sold are the winners – buy low, sell high.  If a particular stock increases in price, it will be sold to either a large-cap value fund (because of its higher market-capitalization) or to a small-cap growth fund (because of its higher price-book ratio).  This type of fund is subject to a lot of internal trades, which creates distributions that are subject to income taxes.  Therefore, an open-ended and non-tax-managed fund in this asset class should be in your tax-sheltered account and not its taxable counterpart.  

Look below at what the green and blue lines represent.
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US Indexes (1927-2005)
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Return characteristics of adding small value stocks to a total market fund (1975-2004)

(FF = Fama & French)
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More about the market premium

The market-risk premium in the Fama-French Three-Factor model refers to the sovereignty of the market as well as whether it is the stock or bond market.  If all future returns were likely to be equal, would you rather invest in the stock market of a country with a very stable government, such as the United States, or in a country with a much more unstable government, such as Peru?  Therefore, there is a risk premium with investing internationally; investors must receive greater rewards for investing internationally to make it worth their while, and the long-term data shows that this is the case.

Foreign markets, especially emerging markets, do not move in lockstep with U.S. markets.  Any divergence of returns is increased portfolio diversification.  While there are diversification benefits in buying large foreign equities, the benefits rise exponentially with small foreign stocks that are more tied to local economies.  It is always possible that the U.S. economy will fall into a brutal bear market that is not shared by the rest of the global stock market. Call it reversion to the mean. 

As long as correlations among markets remain in an imperfect lockstep, investors will gain from international diversification.  When emerging markets zig, U.S. stocks zag, and an internationally diversified portfolio produces more stable returns than one full of only domestic securities.  For foreign equity funds held in a taxable account, taxes withheld by the government of the country in which a foreign company is domiciled may be used as a tax deduction or a tax credit when filing U.S. income taxes.  Holding the foreign equities in a tax-deferred account precludes making use of such tax deductions.

For index funds investing in the developed markets of Europe and the Pacific, the expense ratio should not exceed .50 percent; for emerging markets portfolios, it should not exceed 0.75 percent.  Even more important is that international index portfolios should experience minimal portfolio turnover –ideally, less than 5 percent annually.  

Application: Investing internationally
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Investing in bonds, money funds, and CDs 

Role of bonds in your portfolio

The primary role of fixed income in a long-term, growth-oriented portfolio is to reduce portfolio volatility.  Investors are more sensitive to absolute risk (the volatility of returns and downside risk) than they are to relative risk (how well they perform relative to a bond index or benchmark).  Fixed income investments should be limited to high quality securities with maturities of five years or less. 

Just use short-term bonds

Fixed-income assets reduce the volatility of the overall portfolio.  Short-term fixed-income assets have both low volatility and low correlation with the equity portion of the portfolio.  You will not err by sticking to bond maturities of 6 months to 3 years for the risk-diluting portion of your portfolio.  The risk of owning long-term bonds is much higher than that of short-term bonds, yet their returns are just a tiny bit higher than short-term bonds.  

By limiting the maturity of the fixed income portion of the portfolio to just one year, we get most of the yield benefit and accept only moderate risk (a standard deviation of only 2%).  The combined benefit of lower volatility of the asset class itself and the reduced volatility of the overall portfolio greatly outweighs the extra 0.3% that could be gained by extending the maturity of the fixed income assets to more years.  Remember, in a 60% equity / 40% fixed income portfolio, that extra 0.3% becomes only a 0.12% (0.3% * 40%) added return on the overall portfolio.

Recent performance of long-term bonds has been strong because interest rates have steadily declined. From 1982 to July 2003 as rates have declined from 16% to less than 6%, long-term bond returns were double those of short-term bonds. Since 1926, there has never been another period that saw such a dramatic drop in rates. In the five-year period prior to 1982, however, rates rose from 7% to 16% and long-term bond returns trailed one-month treasury bills by more than 10% per year.  The implication is clear: If interest rates rise from the current low levels, intermediate and long-term bond prices will fall, possibly dramatically.  Limit bond maturities to five years or less in order to reduce volatility and downside risk.  By sticking to short-term bonds, you won’t need Treasury Inflation-Protected Securities (TIPS).
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                                                                       Portfolio 2 has a higher average return / standard deviation (risk) ratio.
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International currency-hedged short-term bond funds

Fixed income in a balanced account dampens the volatility of stocks.  Introducing currency-hedged foreign bonds in a domestic portfolio reduces the portfolio’s volatility even further. Portfolios of hedged global bonds take advantage of imperfect correlations among developed bond markets and enjoy the benefits of diversification without sacrificing the credit standards that happens in diverse domestic portfolios.  

These global bond funds, which include U.S. bonds, employ foreign currency-forward contracts to hedge exchange rate risk at all times. Non-dollar denominated assets are purchased only when their expected returns (net of hedging costs) exceed those of comparable US instruments.  Expected returns across hedged bonds differ as the shape of each yield curve is different. Portfolios can be formed that are tilted toward the higher expected-return countries.     

Adding foreign bonds to the portfolio also introduces the possibility of more attractive yield curves than our own, since foreign economies are not perfectly correlated with the U.S.  For example, if Germany is experiencing an inverted yield curve (higher rates on shorter maturities) at a time when the U.S. curve is normal, a portion of the bond portfolio might be allocated to short-term, currency-hedged German bonds to improve the portfolio’s risk/return characteristics.

Correlations of hedged country bond indices

	
	Australia
	Canada
	Denmark
	Germany
	Japan
	Sweden
	Switzerland
	UK

	Australia
	1.000
	
	
	
	
	
	
	

	Canada
	0.728
	1.000
	
	
	
	
	
	

	Denmark
	0.430
	0.459
	1.000
	
	
	
	
	

	Germany
	0.498
	0.493
	0.789
	1.000
	
	
	
	

	Japan
	0.286
	0.235
	0.064
	0.289
	1.000
	
	
	

	Sweden
	0.495
	0.458
	0.694
	0.639
	0.152
	1.000
	
	

	Switzerland
	0.391
	0.316
	0.568
	0.708
	0.232
	0.494
	1.000
	

	UK
	0.502
	0.551
	0.683
	0.744
	0.130
	0.563
	0.513
	1.000

	USA
	0.656
	0.710
	0.497
	0.658
	0.242
	0.424
	0.443
	0.561


Risk measures of bond strategies 

(Monthly: 1985-2005)

	
	Global Hedged1
	Global Unhedged1
	Lehman U.S. Gov’t/Credit Index

	Annualized standard deviation (%)
	3.42
	7.76
	4.41

	Approximate duration of bonds (years)
	6.32
	6.32
	4.57

	1 = Equally weighted portfolio of country bond indices: US, UK, Japan, Germany, Canada, and Australia.


Skip emerging-market bonds

You can get the same performance with far lower risk and better tax efficiency with a combination of an emerging-markets stock index fund and a U.S. short-term bond index fund.  The EM bond category itself once lost 20% one year (1998), which defeats the purpose of using bonds for safety.  

Bond index funds vs. “variable maturity” strategies

There is no reliable method of forecasting future interest rates and therefore future bond prices.  In an efficient market, the best estimate of future bond prices or yields is simply today's price or yield.  With no prediction of interest rates, a variable-maturity strategy that targets segments of today’s yield curve with the highest expected return can add value relative to a conventional indexed approach.  The focus is exclusively on short-term instruments with the highest credit quality that are very liquid and can be traded at low costs.

A variable maturity bond fund uses the current yield curve to calculate expected returns and optimal maturities and optimal holding periods for bonds in the portfolio.  It starts with 1-month bonds and only extends longer when there is a reasonable premium for doing so (something like 0.3% / year). Also, they normally don't hold bonds till maturity.  Based on current bond prices, they identify when the best purchase and sale point is for any given bond that has the highest expected return for the amount of risk taken.  The variable maturity strategy is not predicting changes in interest rates; it’s simply taking what the current yield curve is offering.      

Bond funds compared to individual bonds

Advantages of buying bond index funds

· Lower investment amounts--- The minimum investment for an individual bond can be as high as $10k. It takes $50k to build a diversified and cost-effective bond portfolio. The minimum investment in a bond index fund is usually $500 or $1000, and one can often buy additional increments for as low as $10.

· Monthly income--- Most bond index funds distribute dividends monthly. Investors may choose to receive them as cash or have them automatically reinvested.  Individual bonds usually pay interest only semi-annually, and these payments cannot be reinvested automatically. This is important to consider, especially for retirees.

· Most bond index funds offer options such as check writing and telephone redemption for your convenience, but writing a check against a bond fund will trigger a sale of shares and may expose you to tax on any resulting capital gains.

· Easier to manage the ladder – a fund manager does it for you!
Advantages of buying bonds directly

· The income paid by a bond fund is not fixed, as it is with an individual bond.  As a result, the actual interest the investor receives may go up or down slightly.  

· No management fee – You can buy treasury bonds from the government without the cost of a bid-asked spread from the government.  Consider that a $25 commission on the purchase of a five-year note for $20,000 amounts to just 0.125% of the purchase price, or to a total expense of 0.025% per year for your own personal treasury “mutual fund.”  An individual laddered strategy may be most effective. That would allow some tax-harvesting opportunities to assist with overall tax-management of the portfolio.  The certainty of a bond ladder is good but so is the ease of having somebody else handle the details.   Also, in the case of conventional treasuries, the investor retains the option of mixing CDs into the ladder if they are at a higher yield than the treasuries.  For those who want to invest in U.S. treasuries, check this website for a guide on how to buy them, current auction information, and downloadable forms: http://www.publicdebt.treas.gov or call: 1-800-943-6864.  Treasury bonds and treasury money-market funds are free of state tax, and that is factored into their interest rate.  So don’t put them in retirement accounts.    

· A bond fund, unlike individual bonds, does not have a fixed maturity date.  Its average “rolling” maturity creates taxable capital gains for the fund’s shareholders.  The owner of an individual bond has the option of holding the investment to maturity and receiving the face amount of the bond.  A bond fund investor, however, may have to redeem the investment at a price higher or lower than the original purchase price – thus realizing a capital gain or loss.

Taxable bonds versus municipal bonds

Check last year’s income-tax form (1040) and the taxable income you reported for this year.  If you are in a high tax bracket, you will prefer tax-exempt bonds – municipal bonds - and tax-exempt money funds.  If you are in a low tax bracket, you will be better off with taxable bonds/money-market funds.  Returns for municipal bonds can be calculated by simply dividing the municipal bond rate by one minus the taxpayer's marginal tax rate.  Only the income portion of the bonds' total return is exempt from taxes. 

Unless your combined federal and state tax bracket is over 28%, it often makes sense to keep the bond portion of your portfolio restricted to short-term, high-quality taxable issues.  If you are in that high bracket, use tax-exempt money funds and bond funds tailored to your state so that they are exempt from both federal and state taxes.  Some cities/localities even go a step further and exempt the interest from local taxes as well.   However, if a municipal bond is sold, any gain or loss is subject to federal income tax.  Some of the best municipal mutual funds are at Vanguard and Fidelity; they have no sales loads and have the lowest operating expenses.   

Unfortunately, most municipal investments have maturities of greater than 3 years, so this means you'll need to expose your fixed income portfolio to intermediate or long term bond holdings, not exactly the exposure you might want in a rising interest-rate environment.  Lastly, for those deducting their advisor fee payments as a miscellaneous itemized deduction, a municipal investment will kill that ride.  Investment management fees attributable to tax-exempt holdings (municipal bonds or funds) are not deductible.  

Emergency money

Keep six months' worth of living expenses in a bank savings account or a high-yield money-market fund for emergencies.  Don’t put it in a CD.  An emergency fund is a hassle to build but worth it for when the need arises.  There are several ways to build your cash cushion.

Short-term money

Money-market funds (or money funds)

Money-market mutual funds (or money funds) provide the best instrument for many investors’ needs.  They combine safety, higher yields than a checking account at a bank, and the right to withdraw money with no penalty attached.  Most funds allow you to write unlimited checks against your fund balance, generally in amounts of at least $250.  They are the best alternative to bank accounts and invest in large bank CDs, short-term corporate notes, and government securities.  Their yield, therefore, fluctuates fairly closely with the available yield on these short-term securities and always outpaces the interest offered on cash savings accounts.  

The funds sell for a dollar a share and aim to keep that principal constant.  While there’s no guarantee against a loss of principal, there shouldn’t be trouble with the more respectable funds that use shorter maturities and low-risk investments.  For those who are more risk averse, a new class of money-market funds has been formed.  These are funds that invest only in treasury bills or in federally guaranteed securities.  It should be okay to go with the higher-yielding regular funds.  The difference in yields they produce is largely determined by the funds’ expense ratios.  Also, never own a money fund whose yield isn’t published.

Since money funds are typically part of a large mutual fund or brokerage complex, they are an ideal place to “park” cash while awaiting movement into more permanent investments.  

Tax-exempt money funds

This instrument is useful for taxpayers at the top marginal rate and who live in states with high income-tax rates.  Portfolios of short-term, high-quality, tax-exempt issues are used, and they produce daily tax-exempt income.  Like the regular money-market funds, they provide instant liquidity and free checking.  The yields on tax-exempt funds are considerably lower than those on taxable funds.  Nevertheless, those in the highest tax brackets will find the investment more attractive than the after-tax yield of the regular money funds.

Bank certificates

Yields on bank certificates are higher than those on money funds, and the certificates are even safer.  They are an excellent medium for investors who can tie up their liquid funds for at least six months.  The certificates do have a number of disadvantages, however.  First, you need to have a substantial nest egg – usually $10,000 – before you can buy.  Second, you can’t write checks against the certificates as you can with money-fund shares.  There is also a substantial penalty for premature withdrawal.  Lastly, the yield on bank certificates is subject to state and local taxes.

Real Estate Investment Trusts (REITs)

REIT shares deliver current income in the form of high-yielding dividend payouts, plus potential for capital gains and the advantage of diversification.  The lower the discount is of real estate valuation relative to NAV, the better.  Inside a retirement account these are all fine attributes.  Inside a taxable account, however, REIT shares don’t receive the same favorable tax treatment as equities.  If one currently owns a home, this gives exposure to the real estate market and a REIT may not be necessary.  

REITs have also provided an alternative to fixed income securities that are trading at historically low yields.  Be careful though: As U.S interest rates rise, government bonds become more competitive with dividends paid by real estate funds.  Also, the smaller the gap between capital gains and dividend treatment and ordinary income tax rates, the smaller the incremental benefit of placing fixed income and REITS in your retirement accounts. 
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Stock, bond, and REIT ETFs: An alternative to open-ended mutual finds

At the end of each trading day, open-end fund companies offer mutual fund shares directly to the public for cash and redeem shares directly from the public for cash.  The exchange price is always the net-asset-value, or NAV.  Buyers and sellers exchange at the same NAV price.  

Shares of ETFs (exchange-traded funds) are not sold directly to the public for cash.  Instead, fund companies exchange large blocks of ETF shares called creation units for actual shares of stock turned in by “authorized participants.”  These are not small exchanges of common stock for ETF shares.  Most transactions are at least 50,000 ETF shares or multiples thereof.  

The “authorized participants” turn in the names and quantities of the underlying stocks that make up an ETF block plus a cash component, which represents the accumulated stock dividends that have yet to be paid.  They then receive one creation unit, which is a block of ETF shares.  After an ETF creation unit is issued, the institutions either hold the unit in their own portfolio or break it up into individual shares and sell those individual ETF shares to the general public via the stock exchange.  When an institution redeems an ETF creation unit, everything happens in reverse.  An authorized institution turns in one creation unit, and in return they receive individual securities plus a cash portion from unpaid dividends.

Individual ETF investors cannot transact directly with the mutual fund company.  All trades must go through a stock exchange and broker.  To buy a single ETF share, you need to contact a brokerage firm; that share would be from a creation unit that was broken up by an institutional investor and is offering individual ETF shares on the open market.  It does not matter which creation unit your share comes from or which “authorized participant” created it because they are all exactly the same.

The market price of a single ETF share usually trades close to its NAV but rarely at NAV.  That is because of dividend accruals, the bid-ask spread in the underlying securities that make up the fund, and noise created by short lags in trading information.  Different ETFs have different pricing structures.  For example, the NAV of a fund could be targeted at one-tenth of the index value, one-twentieth, or some other set fraction depending on the fund.  The NAV of S&P 500 SPDRs trades at one-tenth of the index value of the S&P 500.

The difference between NAV and price creates a market premium or discount.  If the ETF shares are trading at a large enough discount or premium, this is where institutions can make a risk-free premium.  If market forces have caused the price of an ETF to be less than the price of the underlying stocks and cash in a fund, institutional investors will trade in common stocks and buy creation units.  Conversely, if the price of an ETF is trading at a price higher than the underlying stocks and cash, institutions can trade back ETF blocks and receive higher-priced individual stocks.  Institutional investors continuously monitor ETF prices and underlying securities, looking for a risk-free return.  The arbitrage mechanism of ETF shares minimizes the premiums and discounts.

People who buy equity ETF shares in taxable accounts will find their tax bill slightly lower at the end of the year than if they had purchased the same amount in a comparable open-end index fund.  This tax break is a benefit created from the aforementioned arbitrage mechanism.  Authorized participant investors turn in a predetermined portfolio of individual securities and are issued a new creation unit by the fund company.  When the fund manager brings in the new stock, each stock is assigned a cost basis based on the market price of the stock when it came into the fund.  For example, whatever the market price of Microsoft (MSFT) was at the time it was turned into the fund is the cost of those particular MSFT shares in the fund.  These new MSFT shares are added to the already existing shares of MSFT stock in the fund but accounted for separately for tax reasons.  Every time a new creation unit is formed, more MSFT stock is turned in, and those shares are given a different cost basis.

When institutions redeem a creation unit, they turn in a unit and receive common stock back, but not necessarily the same shares they turned in.  The ETF fund manager can issue out different shares that may have a lower cost basis than what the institution originally turned in.  Using the Microsoft example, there are many different tax lots of MSFT in the fund, and the manager of the ETF can choose which tax lot to send back to the redeeming institution.  If the manager issues the lowest cost MSFT shares back to the redeeming institutions, they reduce the unrealized capital gains that remain in the fund.  The redemption of creation units by authorized participants creates a huge tax benefit to the holders of ETFs because it rids the fund of gains that may otherwise eventually have to be distributed to shareholders, which they would pay taxes on.  As long as there is an active market for creation units, most of the unrealized capital gains of an ETF can be erased.  Also, because no one redeems their fund shares for cash, ETFs don’t have to sell securities to pay off departing shareholders.  

Fewer taxable capital-gains distributions

	  Taxable Capital Gain Distributions as a Percentage of Net-Asset-Value

	
	S&P 500 SPDRs (an ETF)
	Vanguard 500 Index Fund

	1993
	0.07%
	0.07%

	1994
	0.00%
	0.47%

	1995
	0.02%
	0.23%

	1996
	0.16%
	0.36%

	1997
	0.00%
	0.66%

	1998
	0.00%
	0.37%

	1999
	0.00%
	0.74%

	Source: Bloomberg, Morningstar Principia


ETFs are an excellent choice for asset classes in taxable accounts such as small value whose funds usually have high turnover.  

As for rebalancing or tax-swapping with ETFs, the profit you reap must exceed the costs of making two trades.  Never pay more than .5% to make a trade for rebalancing purposes.

Lastly, the symbols for open-end funds are always five letters.  ETFs are either three or four letters.

Four costs when investing in ETFs

1. The expense ratio

2. The brokerage commission to buy and sell

3. The spread between the underlying value of the fund and the market value of ETF shares 

4. The dividend drag of holding cash in an ETF that has a UIT structure

ETF spreads are fairly tight, but it’s still an additional cost you don’t incur with traditional funds.  Trade ETFs after 10:00am Eastern time and before 3:30pm Eastern time.  That places a 30-minute no-trade band around the opening and closing bell when spreads are highest.  

Regarding dividend drag, underlying stocks in an ETF pay dividends, which accumulate in the fund over time.  The fund management deducts fees and expenses from the dividend, and the remainder is passed to shareholders on a quarterly basis.  Once an ETF dividend is distributed, investors can automatically reinvest the cash in more shares through a broker.  Due to companies’ different dividend payment dates, there is always a small cash component of the ETF not invested in stocks.  As cash generates less return than stocks, it creates a slight drag on the performance of the fund.

A great Vanguard ETF portfolio 

	Totaling 100% of equity allocation 
	ETF Name
	Symbol
	Fee

	50%
	All U.S. stocks
	Vanguard Total Stock Market ETF
	VTI
	0.07%

	10%
	U.S. small-value stocks
	Vanguard Small Value ETF
	VBR
	0.23%

	7%
	U.S. Real Estate
	Vanguard U.S. REIT ETF
	VNQ
	0.13%

	3%
	Global Real Estate
	Vanguard Global ex-U.S. Real Estate ETF
	VNQI
	0.35%

	10%
	European stocks
	Vanguard European Index ETF
	VGK
	0.14%

	10%
	Pacific Rim stocks
	Vanguard Pacific Index ETF
	VPL
	0.14%

	4%
	International Small-Cap stocks
	Vanguard FTSE All-World ex-US Small-Cap ETF
	VSS
	0.33%

	6%
	Emerging Market stocks
	Vanguard Emerging Markets ETF
	VWO
	0.22%

	
	
	
	
	

	Totaling 100% of the bond allocation
	ETF Name
	Symbol
	Fee

	100%
	U.S. short-term bonds
	Vanguard Short-term bond ETF
	BSV
	0.11%


Rebalance your portfolio regularly

Your asset allocation strategy should mention allocation percentages for each asset and establish upper and lower limits around the normal percentage for each asset group.  Not more than once a quarter, but not less than once a year, you should take time to evaluate your progress.  About 30-40% of the quarters or years, an equity portfolio might have lost money.  As a first step, pull out the spreadsheet and plug in your new capital value.  See if your assets still are close to the asset allocation goal.  If not, it may be time to rebalance, which forces us to sell high and buy low.

Rebalancing increases long-term portfolio return while reducing risk.  Failure to rebalance a portfolio of stocks and bonds eventually leads to an almost all-stock portfolio because of the higher long-term returns of stock, resetting your return-risk combination to a riskier level.  Also there is the “rebalancing bonus,” the extra return produced by rigorous rebalancing.  The benefit derived from rebalancing is not only pecuniary but also psychological.  By getting into the habit of profiting by moving in the direction opposite the market, you gain a healthy self-reliance and a scorn for market sentiment.  

If an asset has done extraordinarily well, its portfolio weighting will increase; consequently, enough of it must be sold and reinvested in the poorly performing assets to return to the target composition.  Note that a fund of funds approach makes subsequent re-allocation or distribution planning more difficult. 
Rebalancing should be done

· whenever new investment dollars are available,

· regularly, using a disciplined approach, such as the 5%/25% rule,

· only with capital gains distributions in taxable accounts (or with new money),

· and in retirement through withdrawals as opposed to deposits.

If there are commissions to trade your mutual funds, you will have to weigh the cost of the commission against the advantage of rebalancing. 

“The 5% or 25% rule”

The 5%/25% rule applies when the change in an asset class’s allocation is greater than either an absolute 5%, or a 25% of the original percentage allocation.  For example, look at an asset class with an allocation of 10%.  One would not rebalance, applying the 5% rule, unless that asset class’s allocation had either risen to 15% (10% + 5%) or fallen to 5% (10%-5%).  Using the 25% rule, one would rebalance if it had risen or fallen by just 2.5% (10% * 25%) to either 12.5% (10% + 2.5%) or 7.5% (10% - 2.5%).  In this case, the 25% figure was the governing factor.  If one had a 50% asset class allocation, the 5%/25% rule would cause the 5% figure to be the governing factor, since 5% is less than 25% of 50%, which is 12.5%.  One rebalances if either the 5% or the 25% test indicates the need.

The portfolio should undergo the 5%/25% test on a quarterly basis, and the test should be applied at three levels:

1. At the broad level of equities and fixed income.

2. At the level of domestic and international asset classes.

3. At the more narrowly defined individual asset class level.

Suppose one had 6 equity asset classes, each with an allocation of 10%, resulting in an equity allocation of 60%.  If each equity class appreciated so that it then constituted 11% of the portfolio, no rebalancing would be required if one only looked at the individual asset class level (the 5%/25% rule was not triggered).  However, looking at the broader equity class level, one can see that rebalancing is required.  With six equity asset classes each constituting 11% of the portfolio, equities as a whole are now at 66%.  The equity allocation increasing from 60% to 66% would trigger the 5%/25% rule.  The reverse may also occur, where the broad asset classes remain within guidelines but the individual classes do not.  



[image: image23.png]Why Rebalancing Works

Year 1 Year 2

Total Return

Asset class no. 1 20% -10%
Asset class no. 2 -10% 20%
50%/50% mix 5% 5%

rebalanced after
one year

1.20x0.80=1.08 1.08-1=8.0%
0.90x1.20=1.08 1.08-1=8.0%
1.06x1.05=1.1025 1.1025-1=10.25%




                        [image: image24.png]: Minimum Target Maximum
Asset Class _ Allocation Allocation Allocation

U.S. large 7.5% 10% 12.5%
U.S. large value 16% 20% 24%
U.S. small 7.5% 10% 12.5%
{.S. small value 16% 20% 24%
Real estate 75% 10% 12.5%
Total U.S.. 65% 70% 75%
Int'l large value 7.5% 10% 12.5%
Int') small 3.75% 5% 6.25%
Int'l small value 7.5% 10% 12.5%
Emerging Markets 3.75% 5% 6.25%
Total Int’l - 25% 30% 35%
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Managing your taxes 

Your taxable accounts

Taxes on interest, dividends, and capital gains

All income and capital gain distributions are reported to shareholders annually on Form 1099-DIV.  The form is sent in late January for the previous year.  Form 1099-DIV is compiled and sent by the brokerage firm or the mutual fund company that holds your fund shares, otherwise known as the custodian.  The form will list all taxable distributions by type so there is no misunderstanding between ordinary income, short-term capital gains, and long-term capital gains.  This is determined by how long the fund held the securities it sold, not by how long you have owned the shares.  Capital gain distributions that are short-term are taxed the same as ordinary income.  “Ordinary” dividend income represents the distributions of all dividend and interest income earned from stocks, bonds, and cash equivalents in a mutual fund.  Even if you reinvest and never see a penny of dividends or distributions, they are subject to tax.  Also, capital gains from your sale of tax-exempt funds are taxable too.    

At a minimum, keep a separate folder for each mutual fund and at the end of each year match up any share sales with a purchase price.  Any gain or loss should be reported on Schedule D of your tax return.

Buying mutual funds

Beware unrealized capital gains distributions

Contact the fund company and ask for the distribution record date for the prospective funds. Ask for the earliest date that you can purchase shares without paying unrealized capital gains.  If you purchase just before the record date, you are "buying the distribution," which you must avoid.  This date is known as the ex-dividend date or the reinvestment date.  On the ex-dividend date, the fund’s share price drops by the amount of the distribution (plus or minus any market activity).

Reinvest the distributions?

If you buy shares in a mutual fund, you’ll be asked if you want the dividends and capital gains paid out to you as cash or reinvested into buying more shares.  In a tax-sheltered account, mutual fund dividends and distributions can and should automatically be reinvested in the fund that paid the distribution.  In a taxable account, you may want to route these distributions and dividends to a money-market fund so that you can use this cash for rebalancing purposes where need be.   

Selling any securities

Consider the taxes due on capital gains when deciding about what you sell and when you sell it.  When you do sell shares, the IRS allows you to use the average cost method for determining your profit or loss.  If you bought fund shares in chunks over time and/or reinvested the fund distributions (such as from dividends) into more shares, tracking and figuring out what shares you’re selling can be a real headache.  So, the IRS allows you to take an average cost for all the shares you bought over time.

Keep foreign stocks here

Foreign stock holdings often entail taxes being withheld at the source.  You must then claim a foreign tax credit that you use against your U.S. taxes.  This credit works only if the holding is in a taxable account.  Thus, if you have a choice between holding similar U.S. and international funds in taxable or tax-deferred accounts, place the international fund in the taxable account and the U.S. fund in the tax-deferred one.  Also, U.S. tax rules do not permit the pass-through of foreign dividend tax credits in a fund-of-funds structure.  Keep foreign stocks in taxable accounts. 

Rebalancing

For taxable accounts, a capital gains tax will impact your rebalancing.  Instead, you can either invest new money (an inheritance, a paycheck, etc.) in the asset class you wish to augment, or reinvest income from one fund to buy shares in a fund representing the asset class you want to build up.  Let all income and dividend distributions flow into your cash account rather than automatically buying more shares of the original fund.  Once cash has then accumulated, manually invest it where needed.  Taking dividends and interest in cash also allows you to maintain control over the cost basis of your funds, whereas automatically reinvesting mutual fund distributions can create a tax accounting nightmare.

If one asset class moves significantly higher than another and your asset allocation is off by a wide margin, sell only those shares that have been in your account for more than one year.  It is best to only pay a lower long-term capital gain rate and wait for any other shares to be in your ownership for at least twelve months before selling.

Also, if you either have a tax-loss carry forward or can offset a capital gain through tax swapping, use the loss to offset the gain from rebalancing.  Then use the cash from the sale to rebalance your account.

Tax-loss harvesting

Short-term gains and losses can be netted against one another and the same for long-term gains and losses.  If you end up with a loss, up to $3,000 of that can be used to offset gains (total losses minus total gains).  You can then carry forward the rest to next year. So, pull out last year's return and look for capital losses that you couldn't use.  However, this not only creates more tax paperwork, but also delays realizing the value of deducting a tax loss.  So try not to have net losses (losses plus gains) exceeding $3,000 in a year.  Be advised that only after you’ve completely exhausted your long-term gains can you use long-term losses against short-term gains.  Losses on investments held for less than twelve months can be written off against capital gains; losses held longer than that can be deducted from ordinary income.  

Individuals who have a loss carry-forward should still harvest any losses if possible.  These losses may offset any future gains that are made in the stock market or real estate. 

Tax-loss harvesting only is worthwhile in taxable accounts since investment losses in tax-sheltered accounts are not tax-deductible.

Tax-swapping

You can also employ a tax swapping strategy by buying specific dollar amounts of a fund each quarter, thus establishing different tax lots. If the market turns down, sell the lots that are at a loss, and simultaneously buy a similar fund managed by a different fund family to replace the position. You increase your overall return by saving on taxes while never losing your position in the stock market.  Whenever the tax savings of a potential loss are sufficiently greater than trading costs, the loss is recognized.   

Tell your advisor that you would like to sell a specific tax lot.  Your confirmation will show that the shares were sold for the specific lot you had purchased on a certain date.  Tax-loss selling must conform with IRS guidelines known as the 'Wash Sale Rule,' which will disallow a loss deduction when you recover your market position in an identical security within 30 days before or after the sale.  Selling a security on December 25th and re-purchasing it on January 4 of the next year will still disallow a loss.     

If you are buying funds on the first day of each quarter, swap during the middle of the quarter’s second month. For example, if you are dollar-cost averaging on January 1 or April 1, do your tax swaps in February and May. This ensures a 30-day window between swap purchases and purchases of new shares.

Suppose you put $3000 per quarter into an S&P 500 fund on the first day of each of the first three quarters of the year. The market moves, so the Net Asset Value (NAV) varies each time shares are bought. 

	Purchase Date
	NAV on Purchase Date
	# of Shares             
	Cost
	Value on July 1

	January 1
	$10.00  
	300
	$3000
	$3600

	April 1
	$10.50  
	286
	$3000
	$3429

	July 1
	$12.00  
	250   
	$3000
	$3000

	Total on July 1    
	
	836  
	$9000
	$10,029


As of July 1 your account has a total gain of $1029 on $9000 invested.  Now assume that in the middle of the third quarter the stock market suffered a 10% drop. On August 15, the NAV of the S&P 500 Index fund reflects the drop and shares are trading at $10.80 each. The account value and tax lot values are as follows: 

	Purchase Date
	Cost
	 # of Shares          
	Tax lot values on 8/15, NAV = $10.80                    


	Gain /loss  

	January 1
	$3000
	300
	$3240  
	$240 gain

	April 1
	$3000
	286
	$3086  
	$86 gain

	July 1
	$3000
	250
	$2700  
	$300 loss

	Total Account    
	$9000
	836
	$9026  
	$26 gain  


Using an "average cost" method of accounting, where all prices are averaged over time, there is no tax loss because the portfolio has a gain of $26. However, using an "actual cost" method, the shares bought on July 1 have a $300 loss. You could sell those 250 shares, and take a $300 tax loss, and on the same day buy $2700 of a different S&P 500 fund issued by a different company. The result is a tax loss of $300 that you can write off against ordinary income while remaining 100% invested in the S&P 500 index. 

If you are in the 31% tax bracket, your savings amounts to $93 in Federal income tax reduction.  This increases your portfolio return from $26 to $119, an increase of about 1%. Your portfolio did not increase in value but your tax liability went down by $93. A dollar saved on taxes is a dollar added to your wealth. 

Note that commissions and other fees may reduce the effectiveness of a tax swap.  Consult your advisor before conducting a swap and keep records to identify the shares you sell as the highest-cost ones.

Deciding whether your investments will be in taxable or tax-sheltered accounts adds significantly to your after-tax returns.  If you allocate most or all of your taxable accounts to equity, you may face liquidity problems if equity values decline substantially and you need to take a distribution.  Hold some bonds in your taxable account in order to reduce the risk of liquidating equities at an inopportune time.  Funds that are good for tax-sheltered accounts are those that have high turnover or issue a lot of their gains in the form of income, such as REIT, small-cap value, and micro-cap.

Your tax-sheltered accounts

Your first contribution to a tax-sheltered account should be to employer-based retirement plans [401(k), 403(b)] that match your contributions.    

Roth accounts

A Roth IRA or Roth 401(k)/403(b) account is preferable to a traditional IRA or 401(k)/403(b).  This is because the tax hit is usually more severe after the tax-deferred gains have been amassed - as it happens in a traditional retirement account - than at the beginning like it is in a Roth account.  Typically you have access to a Roth through three vehicles: a Roth IRA, Roth Conversion, and Roth 401(k)/403(b). 

With the Roth, you don't have to take out any of your contributions or the earnings no matter how old you are, and when you do take them out, they can be as small as you like--no minimum amount required. Consequently, you can let the assets continue to build tax deferred and pass the entire account to your heirs, if that's your desire, instead of being forced to make annual withdrawals.  See http://www.rothira.com.

Roth IRA 

The Roth IRA allows contributions in 2011 of $5,000.  If you are receiving Social Security benefits, your Roth IRA distributions don't push your income up in the eyes of the IRS to make those benefits taxable. The Roth distributions are simply not ever treated as income.  Open a Roth IRA at a custodian of your choice and make non-deductible contributions (you must have earned income up to the level of your contribution).  The deadline for making regular Roth IRA contributions for the year is the due date of the tax return for the year in question (for most people, April 15th of the following year).

Exceptions for early withdrawal penalties

An exception to the prior-to-age-59-½ penalty rule for withdrawals is made for first-time homebuyers, who can withdraw up to $10,000 from a Roth IRA to apply to the purchase of a residence.  Your Roth IRA must be in existence for five years before you’re allowed an income tax-free withdrawal for this.  Amounts may also be withdrawn for qualified higher education costs (college expenses for a family member such as a child, spouse, the IRA holder, or grandkids).  

Roth 401(k) and 403(b) plans 

Contributions go in on an after-tax basis, and all future withdrawals are tax-free, assuming the rules are followed.  Plan sponsors will find this option attractive when it becomes available, especially since Roth plans will be most beneficial to higher income participants, including the administrators who make the decisions.  Among the problems created by this opportunity is the requirement that pre-tax and Roth monies be held in different accounts. Setting up separate payroll slots for Roth accounts will be the easiest way to implement this. But then the number of needed payroll slots will double for each product provider offering a Roth option.  Ask your employer for the vendor list of the participating investment companies available to you. See IRS Publication 571 for IRS details on the 403(b).  www.403bwise.com is a great source for information on this topic.

Rolling over your 403b or 401k plan

A 403(b) or 401(k) plan may be rolled over to an IRA or another 403(b) or 401(k) plan after the employee separates from service.  The same goes for rolling over a Roth 403(b) / Roth 401(k) into a Roth IRA or a new employer’s Roth 403(b) / Roth 401(k) plan.  Make sure the rollover check is properly endorsed.  It should not be made out to the worker, but to the company or entity that will manage the new plan.  If the check is made out to you personally, the IRS could consider it an early withdrawal and levy taxes and penalties.  

Avoid any receipt of the funds that might trigger an unanticipated tax consequence.  The "Trustee to Trustee" transfer prevents any possibility of a taxable event occurring during the transfer process.  An investment advisor can assist you with this.  After the account is opened, give the account number and complete address to your old pension administrator or HR department. Instruct them to send the proceeds directly to the new custodian.  Expect a form-1099R from your old plan. Hold on to it. Even though you don't have a taxable event, you will need to show the rollover on your next annual tax return.

Contribute to both defined-benefit & defined-contribution plans

A 403(b) plan or 457 plan can provide a healthy supplement to a pension.  The elective deferral limit is a taxpayer limit, meaning that your maximum contribution to all plans cannot exceed the annual limit. However, your mandatory contribution to the state defined benefit plan is not considered an elective deferral, so it doesn't reduce your annual limit. Therefore, you are able to participate in your state's defined benefit plan and contribute the maximum allowable to your defined-contribution plan too.

Unbundled solutions are best for defined-contribution plans 

Unbundled solutions offer components that dramatically improve every part of the defined contribution plan process for 401(k), 403(b), and 457 plans.  457 plans are often available to state and federal employees in addition to 403(b) plans.  The complete solution includes four providers: 

1. An investment advisor who assists in investment strategy, generates an investment policy statement reflecting the sponsor's needs and strategy, selects appropriate asset classes, screens available funding vehicles (mutual funds or exchange traded funds), monitors performance of the funds and reports back to the plan sponsor on at least a quarterly basis. Additionally, they provide educational information for all the plan participants so that they can make informed decisions about the use of the plan to meet their objectives.  

2. A record keeper or third party administrator (TPA) who assists with plan design and who provides the technology solution enabling plan administration, record keeping, compliance testing, reporting, individual account maintenance, terminations, vesting, and forfeitures.

3. Product providers who supply the mutual funds, ETF's and separate accounts. These investments are the asset allocation building blocks to construct the portfolios. 

Custodians safeguard the plan assets and generate statements and reports necessary to audit fund balances. They provide the "platform" for purchasing and selling plan assets along with an electronic link to the other providers.

Gold-plated 403(b) and 401(k) plans 

· The employer makes a hefty contribution, even if workers don’t, and makes it in cash rather than company stock or some illiquid form. 

· Vesting is quick, participants can borrow against their balances, and administration is state-of-the-art.  There are three highly regarded 401(k) plan-administrator companies that your employer can use:
· http://www.investnretire.com
· http://www.employeefiduciary.com
· http://www.theonline401k.com/index.html
· Professional investment advice is free, and comes from more than one source. 

· The basic plan design, which features automatic quarterly portfolio rebalancing, is so popular that virtually all participants use it.

· The employer pays all the plan’s costs above the expense ratios of the mutual funds, which might average 44 basis points, or hundredths of a percentage point.  
· The funds are index portfolios designed by Vanguard, Fidelity, or DFA.  

Campaigning for a better plan at work

In a defined contribution plan, the plan sponsor, as fiduciaries, must insure that the plan assets are invested prudently. ERISA contains "safe harbor" provisions that if met, transfer much of the investment risk to the plan participant. This can be done by offering participants a choice of investment options in a form complying with ERISA regulations.

So, as a participant (an employee), look at these questions to analyze your 401(k) or 403(b):

· How much do the mutual funds cost?  

· How many asset classes are represented in the plan, and which ones?  

· Are the choices sufficient to construct a globally diversified portfolio? 

· What commissions are you paying?

· Is there a process in place that regularly monitors mutual fund expenses, performance and turnover? 

· Who pays the administration and management of the plan - the employer or the participants? 

· Are the participants paying their own investment fees?  How much are they?  What is a reasonable fee?  

· Is there a higher level of investment management services being provided for participants such as through lifecycle funds?

· Do any of the investment options under your plan include any fees related to specific investments, such as 12b-1 fees, insurance charges or surrender fees, and what do they cover? 

· Is institutional pricing available for the mutual funds?  Do you have access to them or do you pay retail pricing?

Get a health savings account (HSA)

Eligible individuals can make tax-free contributions to HSAs (Health Savings Accounts).  Contributions made by individuals and employers are 100% tax-deductible without any nasty phase-out provisions.  HSA contributions are claimed on page 1 of your form 1040 (an above-the-line deduction), which means you do not have to itemize to get this deduction.   

HSA contributions can be made if you are covered by a high-deductible health insurance plan (HDHP).  In 2011, you are considered to have a HDHP if your health insurance plan has a deductible of $1,200 for self-coverage or $2,400 for family coverage.  If you have self-only health coverage, it cannot require more than $5,000 in annual out-of-pocket payments for covered benefits.  The same holds true for family coverage except the amount is $10,000 out of pocket.   

You may take federal-income tax-free withdrawals from the account to pay uninsured medical expenses for yourself, your spouse, and dependents.  However, you cannot take tax-free withdrawals to pay the premiums for your high-deductible health coverage.  Pay qualified medical expenses with HSA checks or debit cards.  Any money you don’t use remains in the account for future use.  Money can be invested in any typical investment.

Many expenses not covered by traditional health insurance qualify for tax-free withdrawals such as vision care, dental care, prescription and certain nonprescription drugs, long-term care services, and long-term care premiums. You can also use the account to pay health insurance premiums should you get laid off, disabled, or if you change jobs and continue insurance through Cobra.  If you withdraw funds before age 65 for any reason other than to pay qualified medical expenses you will owe ordinary income tax plus a 10% penalty.  The 10% penalty is waived in cases of death and disability.  After age 65, you can withdraw funds for any purpose without penalty.  Amounts that are withdrawn for any purpose other than qualified medical expenses are taxable.     

The best feature about the new HSA is the ability to build up a large reserve in order to pay future medical costs if you have minimal current health care costs.  The HSA fund does not have to be emptied at the end of the year like the old Medical Savings accounts.  The account builds up just like an IRA; income and capital gains earned on the account accumulate tax-deferred.  HSA accounts will allow small business owners to cut their health care costs and provide tax benefits for themselves and their employees.  So, raise your insurance deductible to the maximum, which will lower your premiums, and raise your savings.  Also pick the highest co-pay.  The plan should be guaranteed renewable and should not have a maximum benefit, and if so, one with a max of at least 5 million.

Great HSA plans are available at Great Lakes HSA (www.greatlakeshsa.com) and The Bancorp (http://www.thebancorphsa.com).      
Funding your child’s education

Aim to accumulate enough money to pay for a third of your kids' college costs. You can borrow the rest or use some of your income to help out when your child is in college.  In the struggle to feed your retirement accounts and your child's educational account, your retirement account should win out. That's because there are no scholarships for retirement and your children have a lot of funding options, including financial aid, loans and a job.  Also, the value of your retirement plans is not considered an asset under the current financial aid system.  Thus the more of your money you stash in retirement accounts, the greater your chances are of qualifying for financial aid and the more money you’re generally eligible for.

Coverdell Education Savings Accounts (ESAs)

You can establish a Coverdell Education Savings Account (ESA) for each child and make contributions of up to $2,000 per child per year until the child reaches age 18.  Contributions to an ESA, which can be made up until the due date of the income tax return, aren’t tax-deductible.  However, ESA investment earnings can compound and be withdrawn free of tax as long as the funds are used to pay for college costs.  

ESA balances can also be used for pre-college educational costs (costs up through and including grade 12).  Be aware that college financial aid officers are going to treat ESA balances in such a way that it harms a child’s financial aid award.  If you earn more than the ESA threshold and want your kids to have ESAs, there’s a loophole.  Simply have someone else who isn’t earning more than the threshold amounts, such as a grandparent, make the ESA contribution on your behalf.

Section 529 plans

Different from ESAs are Section 529 plans, also known as qualified state tuition plans, which enjoy tax-deferred growth and estate tax advantages.   A parent or grandparent can put more than $100,000 (in some states even more) into one of these plans for each child.  

You can put up to $60,000 into a child’s 529 account immediately, and that counts for the next five years’ worth of $12,000 tax-free gifts (actually, a couple can immediately contribute $120,000 per child) allowed under current gifting laws.  Money contributed to the account isn’t considered part of the donor’s taxable estate (although if the donor dies before five years are up after gifting $60,000, a prorated amount of the gift is charged back to the donor’s estate).  Investment earnings can be withdrawn tax-free as long as the withdrawn funds are used to pay for qualifying higher education costs.  In addition to paying college costs, you can use the money in 529 plans to pay for graduate school and for special-needs students.  You don't need to remember to save either. Most 529s let you set up an automatic investment plan.

One option for a 529 is a single age-based fund (a target-year fund). This fund of funds will shift gradually from stocks to bonds as your kid nears school. 

If you don't have the time or inclination to sort through 529s, go straight to the Utah Educational Savings Plan (800-418-2551; http://www.uesp.org). With its selection of Vanguard index funds, it gives you age-based choices at rock-bottom prices. You'll have to select one of five different stock and bond allocations. If in doubt, stick with option two. One drawback: You may be giving up valuable state tax breaks.

Also, West Virginia’s 529 program uses DFA funds.  Total annual expenses in the plan, which is called “Smart529 Select” (http://www.smart529select.com), range from 0.88 percent to 1.16 percent, plus a $25 annual account maintenance fee. That fee is waived for accounts with $25,000 or more or for accounts with automatic monthly investments of $50 or more.  When you enroll in the plan, you can choose from 10 "static" portfolios ranging from 100 percent equity to 100 percent one-year fixed income. The all-equity portfolio invests in DFA funds in eight asset classes: U.S. large-cap, U.S. large-cap value, U.S. micro-cap, U.S. small-cap value, international value, international small-cap and international small-cap value and emerging markets value. Fixed-income parts of the portfolios are invested in DFA’s five-year and two-year global funds and its one-year fund. 

Some states provide tax benefits on contributions to their state-sanctioned plans, whereas other states induce you to invest at home by taxing profits from out-of-state plans.  For your state's tax breaks and plan options, visit www.savingforcollege.com. Stay with your state plan if you earn a generous tax break, you don't have to pay a sales charge to invest, and the plan's annual expenses are no more than 1% a year. If not, Ohio’s, Utah's or West Virginia’s 529 probably remains your best bet.  Be sure to also check out www.collegesavings.org, http://www.investor.gov, and http://collegeadvantage.com.  Also, contributions to a Roth IRA can be withdrawn free of both penalty and taxes for education expenses.  This can be a handy source of education funds and allows the contributor to maintain total control, ensuring that the funds are spent as desired.

Non-tax-sheltered ways to cover educational expenses

· Save in your name, not in your children’s.  If you’ve exhausted your retirement account contributions, saving money that you’re earmarking to pay for college is okay.  Just do it in your name.  If your children’s grandparents want to make a gift of money to them for college expenses, keep the money in your name; otherwise, have the grandparents keep the money until the kids are ready to enter college.

· Get your kids to work.  Your child can work and save money to pay for college costs during junior high, high school, and college.  If your child qualifies for financial aid, he or she is expected to contribute a certain amount during the school year or summer breaks and from his or her own savings.

· When the child enters college, gift an appreciated asset to him or her and have the child sell it in their lower capital-gains tax bracket so that there will be more left to pay the school.  They will assume your basis for computing the capital gain, but whatever dividends and capital gains you have collected along the way will reduce their cost basis.  
· For student loans, check out http://www.studentloan.com for valuable information.  The application process may be somewhat cumbersome, but the benefits far outweigh the (time) costs.  Too many families incorrectly assume that they won't qualify because they feel they are too wealthy. 
· This might also be available from the IRS: Hope Scholarship, American Opportunity and Lifetime Learning Credits
Preparing your own tax returns

Preparing your own return may not be easy if you just bought or sold a house, started your own business, or retired.  If you do decide to do it, do so as far in advance of April 15 as you can so that you have enough time to seek help if you need it.  

Your federal income tax is designed for individual tax-return preparation.  Look for IRS publication 17.  To get it, call 1-800 TAX-FORM (800-829-3676) or visit www.irs.gov/formspubs/index.html.  The best way to use it is to confirm facts that you think you already know. 

If you should call the IRS with a question, take notes about your phone conversation, thus protecting yourself in the event of an audit.  Date your notes and include the name of the IRS employee, office location, phone number, what you asked, and the employee’s responses.  File your notes in a folder with a copy of your completed return.

Marginal tax rate

Your marginal tax rate is the rate of tax that you pay on your last – or highest - dollars of taxable income, and it tells you the value of legally reducing your taxable income.  Your total marginal rate includes your federal and state income tax rates.

Estimated quarterly tax payments

If you’re self-employed or earn significant taxable income from investments outside retirement accounts, you need to be making estimated quarterly tax payments.  Likewise, if, during the year, you sell an investment asset at a profit, you may need to make a higher quarterly tax payment.  To make quarterly tax payments, complete IRS Form 1040-ES, Estimated Tax for Individuals.  This form and accompanying instructions explain how to calculate quarterly tax payments.  The IRS even sends you payment coupons and envelopes in which to mail your checks.  

Filing electronically

Popular programs like TaxCut (http://www.hrblock.com/tax-software/index.html), Turbo Tax (http://turbotax.intuit.com), and CompleteTax (http://www.completetax.com) support e-filing. Using them on the Web often costs less than buying the software.  You'll pay less than $10 for an easy federal return, or as much as $70 for a complex state and federal one, including e-filing.  Many of these sites allow you to prepare and file your federal forms for free if you access their site through the IRS.  Go to http://apps.irs.gov/app/freeFile/jsp/index.jsp?ck to see if you qualify.  

Preparing and filing state forms costs extra.  
This is limited to those with an adjusted gross income (AGI) of $50,000 or less. To find out if your state has free online filing (PA does), check out taxadmin.org.  Plus, there are 22 states with free online tax prep.
Sub-folders for your tax file

· Income, W-2s, 1099s

· Quarterly tax payments

· Deductions: Medical expenses

· Deductions: Charitable donations

· Deductions: Mortgage interest payments

· Deductions: Property taxes, state taxes, local taxes

· Deductions: Education (Lifetime learning credit)

· Deductions: Child care

· Deductions: Unreimbursed business expenses (including car use)

· Deductions: Investment expenses (commissions, etc.)

· Deductions: Casualty or theft losses

· Deductions: Miscellaneous deductions

· “One-month” folder:

· Credit card and ATM receipts, receipts for small-ticket items

· “One-year” folder:

· Paid utility bills, monthly and quarterly bank, brokerage, and paycheck stubs until the W-2 arrives

· “Three years” folder: 

· Prior state tax returns

· Prior federal tax returns

· Receipts for major purchases 

· Year-end bank and brokerage statements

· Credit card statements (as proof of deductions)

·  “Indefinite” folder:

· Medical records; receipts for home improvements; receipts for the home itself (or lease agreement); mortgage documents; current insurance policies; warranties until they expire; confirmation slips for stocks and bonds; purchase slips for automobiles; and expensive personal property such as jewelry or art.  Keep these records in a safe-deposit box in case you suffer a loss or fire.
You will only itemize deductions if they exceed the amount of your standard deduction.  

Taxes related to home ownership  

Don’t buy your own place unless you anticipate being there for at least three years, and preferably five years or more.  When you first consider purchasing a home or upgrading, it pays to plan ahead and push as many possible deductions as you can into the tax year in which you expect to buy your home.  

Include in your receipt folder the settlement statement that you should have received and signed when you bought your home.  Do not lose this, which itemizes many of the expenses associated with the purchase of your home.  You can add many of these expenses to the original cost of the home and reduce your taxable profit when it comes time to sell.  You also want to keep proof of other expenditures that the settlement statement may not document, such as inspection fees that you paid when buying your home.

Documenting money spent improving your property is in your best interest.  You can also add the cost of these improvements to your home’s original purchase price and further reduce the capital gain incurred when selling your home.  When you sell, you will need to report to the IRS on Schedule D, Capital Gains and Losses, the selling price of the house, the original cost of the house, and how much you spent improving it.  The IRS allows you to add spending on improvements to your cost of the home, but you cannot include expenses for maintenance and repairs.  So, hang on to home improvement receipts for as long as possible.  

Before you estimate how much you spent on improvements, you first have to determine what the improvements were.  If you can’t document the amount spent, you at least can establish that an improvement was made.  Family pictures of the residence are probably the best source for obtaining such information.

If you can’t get a receipt from the contractor who made improvements to your home, go to the county clerk’s office to obtain a copy of the Certificate of Occupancy, which shows what your house consisted of when it was built.  Records at the county clerk’s office also reveal any changes in the house’s assessed value as the result of improvements you made, along with any building permits issued.  Any of these documents can clearly work in your favor (assuming, of course, that you did obtain the proper permits for these improvements).

When original invoices, duplicate invoices, or canceled checks aren’t available, obtain an estimate of what the improvement would cost now, and then subtract the increase according to the CPI.  This can establish a reasonable estimate of what the improvement originally cost.

Cost basis of other property, including gifts of securities

The starting point for determining whether you made or lost money on a sale of a property is the property’s tax basis.  Property can be more than just real estate; it also includes stocks, bonds, cars, boats, and computers.

The best time for determining your basis in either a gift or an inheritance is upon receipt, not years later after people who may have that information have long since forgotten or even died.  If you know the basis of the property you’ve received, because you have access to either the Gift Tax Return (Form 709) or the Estate Tax Return (Form 706), or because the giver told you upfront what your basis is in this property, great.  When you sell the property, you’re all set with your initial basis information.

For real estate, try to obtain the property’s assessed value on the date you’re interested in.  With that and the percentage of the fair market value that the tax assessor used in determining assessed value, divide the percentage into the assessed value to come up with the market value.  You can obtain assessed values for property and this percentage from the government office that receives or collects property taxes, which is found in the courthouse of the county where the property is located.  Don’t forget to get a copy of this information. 

When you inherit a stock or bond, your tax basis usually is the value of the security on the deceased’s date of death.  Sometimes an estate – to save taxes – uses a valuation date that is six months after the date of death.  If you receive the security as a gift but not from an estate, you often have the added task of establishing the date when the donor acquired the security; you normally must use the value on that date, including any commission expense.  Sometimes you must use the value on the date you received the gift.  You can write to the transfer agent to find out when the stock was acquired.  The transfer agent is the company that keeps track of the shares of stock that a company issues.  Your stockbroker can tell you how to locate the transfer agent.

After you determine the acquisition date, either the back issue of a newspaper or a securities pricing service can provide the value of the security you’re looking for on any particular day.  The newspaper won’t reveal whether any stock dividends or splits (affecting the share price) occurred since the acquisition date.  A good pricing service can provide that information.  One particularly good one is Prudential-American Securities, Inc., 921 E. Green St., Pasadena CA  91106, 626-795-5831, www.securities-pricing.com.  They charge $4 to determine the value of a security on a given day, with a minimum fee of $10.  Also, consider checking with the investment firm where the securities were or are still held.  They may be willing to research this information for free.

Retirement planning 

Withdrawing from accounts

A retiree must address the following issues:

· What is my (and my spouse’s, if any) life expectancy?

· What will be the level of inflation?

· What will be the portfolio’s investment returns?

· What pretax dollars do I want to be able to withdraw to maintain my desired lifestyle?

· What should my portfolio value be to ensure that the principal will not be exhausted during my life?  

Because you are retired, your need for income will not automatically decrease. Many retirees under 75 find that they need more income than they did before retirement. Because of increased free time, they can now pursue other interests that were deferred earlier. It's not realistic to plan for less than 80% of your pre-retirement expenses in inflation-adjusted dollars.  Somewhere between age 70 and 85, retirees may begin to limit the number of trips they take and reduce their income needs.  However, at about age 70, many retirees find that their income needs increase again due to health-care and long-term-care expenses.

Liquidate assets during retirement in the following order: 

1. Taxable accounts including non-qualified deferred compensation plans 

2. Other qualified pension plans

3. Roth IRA's

Once each year withdraw a fixed percentage of remaining capital.  Because this is a percentage rather than a fixed amount, the payments can never fall to zero.  Aim to build a retirement nest egg that is 33 times the annual income you need.  If you want $40,000 a year to supplement Social Security and a pension, you must have $1.32 million by the time you retire. The single most effective thing you can do to ensure that your money will last is to start out with a withdrawal rate of 3% and with some assets in your investment portfolio that are inflation-immune.  

About five to seven years before you expect to retire, begin shifting equal amounts once a year into short-term bonds so that the year you retire you are at your preferred asset allocation.  If you anticipate living off your capital, consider two time horizons. In the short run you will need income, and in the long run a growth of capital.  Arrange your allocation accordingly.  

High-quality, short-term bonds can cover five to seven years of income needs at the beginning of retirement.  So if you plan to draw down 3 percent of your capital each year, have 15-21% in bonds.  Then you won’t be concerned about short-term changes and will have time for the market to self-correct.  If you don't have enough set aside and have a large income need, then you may have to invade principal to where it will never recover.  An investor with a larger income need, or who has a smaller risk tolerance, may want to set aside more.  If you set aside too much, you run the risk that your portfolio will not keep up with inflation.  During good years in the stock market, withdrawals should be funded by equity sales, and any excess accumulation should be used to rebalance the portfolio back to the desired allocation.  In bad years, draw down the bonds.  Be sure to include some international exposure in your equity portfolio.  

The biggest threats to retirees’ nest eggs are unrealistic assumptions and withdrawals too high to be supported. The worst long-term mistake is to invest too conservatively and withdraw too aggressively.

Good retirement finance websites

· http://money.cnn.com/pf/retirement/index.html 

· Retirement calculators:

· Decent: www.moneychimp.com/calculator/retirement_calculator.htm 

· A better one: www.dinkytown.net/java/RetirementIncome.html
· Vanguard retirement income calculator: https://retirementplans.vanguard.com/VGApp/pe/pubeducation/calculators/RetirementIncomeCalc.jsf 

· Vanguard retirement nest egg calculator: https://retirementplans.vanguard.com/VGApp/pe/pubeducation/calculators/RetirementNestEggCalc.jsf 

Evaluating a nursing home

· Accreditation, license, and certification for Medicare and Medicaid should be current and in force.

· Best to arrive without an appointment.  Look at everything.  The building and rooms should be clean, attractive, safe, and meet all fire codes.  Residents should not be crowded.  Visit the dining room at mealtime.  Check the kitchen, too.  Visit activity rooms when in session.  Talk to residents to find out how they feel about the home.

· The staff should be professionally trained and large enough to provide adequate care for all residents.

· If the home requires a contract, read it carefully.  Show it to your lawyer before signing.  Some homes reserve the right to discharge patients whose condition has deteriorated, even if a lump-sum payment was made upon admittance.  Best: An agreement that allows payment by the month or permits refunds or advance payment if circumstances change.

· Find out exactly what services the home provides and which ones cost extra.  Private-duty nurses are not included.  Such extras as shampoo and hair set can be exorbitant.

· Before you decide on a home, speak with the administrator and department heads.  Find out who is in charge of what, and whom to speak to if problems arise.

· Read reviews online and look for any complaints about this nursing home with the Better Business Bureau.

Long-term care insurance

Nursing home expenses can wipe out one’s entire savings.  Long-term care insurance is a viable solution to the problem.  Buying such a policy involves many decisions about which features are right for you and what price you can afford.  

The younger you are when you buy it, the less expensive the premiums. You can pay off the premiums over a set period, such as ten years, or pay level premiums for the remainder of your life, assuming you keep the policy in force.  Your state insurance commission can approve rate increases for an entire class of policyholders.  Most recommend buying a policy in your mid-to-late 50s or early 60s. 

Determining how much daily benefit you need should take into account several factors. First, what does LTC care cost where you hope to receive care?  At-home care costs much more than a room in a nursing home.  Are you insuring for two people or one?  If one moves into a nursing home, remember that you still have expenses associated with the spouse remaining at home. What if both of you end up needing care at the same time?  Some companies offer "shared benefits" where two people are covered by a single policy, and discounts may be available if both spouses buy separate policies with the same company at the same time.  What other financial resources, such as retirement income or savings, do you have should you end up needing care?  You can reduce premiums by planning to pay a portion of care out of pocket.  But will those resources be adequate when you need them?  What if they are resources you want to leave to your children or may otherwise need?  

Inflation protection is a very important feature, especially for younger buyers.  Be careful which type you buy.  Some policies offer a choice between compounding and simple inflation.  The simple version will cost less but results in smaller annual increases in the daily benefit, potentially leaving you short.

How long do you want the policy to pay for coverage?  The longer the period is, the more expensive the premiums.  Average stay in a nursing home is 2.4 years, but some patients remain much longer.  Some recommend buying lifetime benefits; others feel comfortable with five to eight years.  One factor is family health.  For example, if your family has a history of Alzheimer's, you may want a longer benefit period.  

The elimination period is the number of months you choose to wait before benefits begin. Benefits might begin immediately or within 30, 60, or 90 days, or half a year or longer.  Unless coverage begins immediately, you'll have to pay out of pocket until coverage begins.  Naturally, the longer the elimination period is, the lower the premiums. Usually there is a “sweet" spot where you get the best trade-off between savings and the benefits you give up. With newer policies, you also may not have to pay for all the days in an elimination period because of their generous crediting options.

Run the numbers before choosing the waiting period.  Say the period is 90 days.  At $180 a day, you'll pay out of pocket $16,200.  But 20 years from now, at five percent annual inflation, that 90-day period will cost $43,200!  Will you have the funds?  Instead, set aside the money you would pay in premiums and invest it like the insurance companies would to pay for your health care down the road.  That way, you will have the money and not them.  They wouldn’t be insuring you if they couldn’t profit off of you.  The key, though, is to have the discipline to set aside the money.

For couples

Manage money together. Write bills and budget together. Sit down weekly to discuss mutual financial decisions, and periodically review overall finances. One person may be more adept at finances and do much of the work, but the other spouse should at least be involved and understand what is being done. 

Couples should have joint checking and savings accounts but also their own checking or savings accounts. The couple uses the joint accounts, perhaps funded in proportion to each person’s income, to pay mutual expenses such as food, clothing and shelter.  The separate accounts, funded realistically so as not to drain from mutual needs, allow each spouse to spend according to individual attitudes. A spender could spend away (agreeing not to touch the joint account), while the saver could sit on his or her money. However, you should still be financially accountable to each other on a periodic basis.  

Sometimes couples are discouraged from splitting their portfolio into individual accounts, but sometimes it is the only way when investment styles clash. It’s the best choice in cases where each person brings sizable accounts to a marriage. An alternative is to have the risk taker open a small 'play money' account. 

Both spouses should sit down together and make a list of all important documents and possessions.  This should include bank & investment accounts, safe deposit boxes, vehicle titles, mortgage documents, life and medical insurance, credit cards, important phone numbers, retirement benefits, and social security information, etc.  This list will help with the drafting of legal documents and with homeowner's insurance inventory.   

Giving this list to one of your children or your parents is not a bad idea.  If you are out of town and lose a wallet, a simple phone call asking them to cancel your credit cards will make it less nerve-racking.  In case of death, the process of becoming an estate administrator can be quite burdensome if the deceased maintained inadequate records.  If a simultaneous death or long-term injury of both a husband and wife were to occur, the executor is challenged with the stressful task of sorting out all the bills and assets. 

Insurance

Auto insurance

Couples will want to insure their autos with a single company in order to get a multi-car discount. Married drivers can get lower rates too, so be sure to tell your agent.  Coordinating other property and casualty insurance with the same carrier also can save premium costs.

Disability insurance

Competing with life-insurance premium dollars is disability insurance. This insurance partially makes up for lost wages should you not be able to work because of an injury or long-term illness.  Group disability coverage at work typically is not sufficient, so you may want to augment it with a private policy. While any worker should consider this, it is even more important when you have a spouse dependent on your income. 

Health insurance

Working couples should review their individual health plans to see if they want to go with coverage under one employer and save premium dollars or coordinate coverage between the plans.

Home or rental insurance

Homeowner’s or renter’s insurance becomes more critical when you get married. For some valuables, such as the wedding ring, you may need to insure them with a separate rider.  Newlyweds often live in apartments before buying their first home, yet they often mistakenly believe that the landlord’s insurance will cover damage to their personal property. Renter’s insurance is inexpensive and easy to get.

Long-term care insurance

If one of you moves into a nursing home, remember that you still have expenses associated with the spouse remaining at home. What if both of you end up needing care at the same time? Some companies offer "shared benefits" where two people are covered by a single policy, and discounts may be available if both spouses buy separate policies with the same company at the same time. 

Life insurance

Couples with children should have life insurance, or if one spouse earns most of the couple’s income. But couples with no dependents and comparable-paying jobs should still consider additional life insurance. Working couples typically raise their standard of living, and if one of them dies, can the survivor maintain the higher standard of living on his or her own salary?  Not unless each has sufficient life insurance to cover the gap.  Also, one or both spouses may bring debts to the marriage. The deceased’s estate would have to pay off the debt, thus leaving less for the survivor.  Even more, life insurance may be necessary to cover funeral expenses and other expenses incurred from medical treatments associated with the death.  While group term insurance is probably available at work, it is tied to that job and is often inadequate.  Lastly, if either spouse brings existing life insurance to the marriage, they’ll probably want to name their new spouse as beneficiary. Otherwise, death proceeds could go to an ex-spouse.

Coordinating retirement decisions

Health benefits during retirement need to be considered prior to making your decision to retire.  Most Americans will not qualify for Medicare coverage until the age of 65.  Unless you receive benefits from your spouse's employer, you'll have to seek private health coverage.  For a retired 60+ couple, you can figure on spending at least $600 a month in premiums for a husband & wife health insurance policy, and this excludes the cost of the medications.  Some employers do offer retirees subsidized health benefits as an initiative for early retirement, however.

Many retirees with defined benefit pension plans are faced with making another important decision.  Upon retirement, employers ask you to make a non-reversible decision concerning the payout of your monthly pension benefit.  You are given at least two options, the most common being: 1) a larger amount that will be paid each month and cease upon your death (single life option); or 2) a lower amount that will continue until the last spouse dies (known as the joint survivorship option).  Take the lower amount (joint survivorship) and guarantee payments until both of your deaths.  

But what if the difference in payout per month is $2,500 for the single life and $1,800 for both lives?  This is an additional $700 per month or $8,400 per year.  Would it be more beneficial to elect the single life larger payout and use the additional $8,400 to pay for an insurance policy on the spouse of the beneficiary of the pension plan?  What if you could find a $500,000 permanent life insurance policy for an annual premium of $5,000?  You could buy this policy and have an extra $3,400 in your pocket each year, while assuring that your spouse receives $500,000 to live on upon your death.  Think about that before rushing into the joint survivorship option.  

Choosing an investment advisor and custodian

(If not doing it yourself)

Know your own philosophy first

· Goals and objectives:

· Investment Horizon:

· Expected withdrawals & major expenses in next seven years:

· Emergency funds:

· Risk:

· Maximum amount of money that can be lost in the markets in any one year:

· What I would like the adviser to do:

· Current monthly income:

· Current monthly budget:

· Tax info (Capital gains, retirement acct, tax bracket): 

· Selection of current investments, if any:

· Future inheritances or financial responsibilities for aging relatives:

· Diversification:

· Minimum number of investment categories:

· Rebalancing:

· Political, ethical, or religious beliefs affecting investment choices:

· Age of retirement:

· Type of lifestyle desired for after retirement:

· Life expectancy estimate:

· Quality of estate plan:

· Money left in estate for heirs or charities:

· Insurance policies (Life, disability, home, long-term care):

The advisor shall be responsible for

· Designing and implementing an appropriate asset allocation plan tailored to the investor’s objectives, time horizon, and risk tolerance

· Selection of an appropriate custodian to safeguard the investor’s assets

· Advising the investor about selection and allocation of asset categories

· Identifying specific assets and investment managers within each asset category

· Monitoring the performance of all selected assets

· Accomplishing changes to any of the above

· Periodically reviewing the suitability of the investor’s asset allocation plan

· Being available to meet with the investor at least twice each year, and being available at such other times within reason

· Preparing and presenting appropriate reports at least quarterly

Don’t let the advisor will take title or custody over any assets.  All assets will reside in the custody of independent brokerage houses, and title remains with the investor.  Disbursements, other than agreed-upon fees, will go to the investor’s home or bank account.  The advisor accepts fiduciary responsibility for and will exercise discretionary control over all of the investor’s assets entrusted to his or her care.

Papers for advisor appointments

· An outline of your monthly budget. Estimate your regular monthly payments -- utilities, rent payment, phone, etc.
· The answered questions about knowing your own strategy (see above)

· Tax returns for the last two years

· Tax preparer contact information (for estimating quarterly payments, etc.)

· Most recent retirement plan statements (IRA, 403(b), 401(k), etc.)

· Most recent annual statement from the Social Security Administration. 
· Most recent bank and brokerage statements for all accounts, including savings, checking, money market, college savings plans, and brokerage accounts.  

· A list of major assets and estimated market value -- home, car, securities, etc.
· Recent statement from all open credit card accounts.
· A copy of the latest declarations page from auto, home/renter's, life, and disability insurance. This is the page that tells you exactly what policies you have and what you are paying for each. If you get disability and life insurance through work, try to hunt down a brochure from your company that explains the plan.

· Will, trusts, power of attorney, living will, and directions to healthcare providers

Interviewing investment advisors

Advisor’s credentials

1. Are you a Registered Investment Advisor?  Are you with NAPFA?

2. Do you carry liability (errors and omissions) insurance? 

3. Do you maintain an NASD license?

4. Have you ever been cited by a professional or regulatory governing body for disciplinary reasons?

5. May I see your Form ADV I and II?

Advisor’s research

6. How do you utilize economic forecasts?

7. How do you do continuing research?

Questions about the portfolio’s design

8. Do you provide a written analysis of my financial situation and recommendations? 

9. How would you factor in my personal circumstances and my tolerance for risk?

10. How would you develop a tailored portfolio and appropriate asset allocation, ask the appropriate “devil’s advocate” questions, and select the specific investment vehicles?  

11. Do you offer advice on goal setting, budgeting, tax planning, investment review and planning, and insurance needs?

12. Do you offer portfolio stress tests?  What is a good way for me, before investing, to know how I will react to the consequences of being wrong?

Implementation, supervision, review, and reporting

13. Do you offer assistance with implementation with the plan?  How is it done?

14. How would you provide approaches to meeting cash flow needs?

15. How would you supervise my account?

16. How often will you review my portfolio and what do you do exactly?

17. How would you track the performance of my portfolio?

18. What benchmarks do you measure the portfolio against?

19. How do you ensure that your allocation strategy can be kept in all market conditions?

20. How do you ensure that the rebalancing process is performed on a regular basis and in a cost- and tax-efficient manner?  How does your rebalancing process work and how often?

21. Would you provide quarterly reporting explaining the performance of the portfolio?

22. Do you offer consolidated statements?

23. How do I make sure I get enough income?

24. How will you help me to place my orders online?

Philosophy and analyzing investments and risk

25. How do you decide on what constitutes the right mix of investments for somebody?

26. How do you decide how much to split a client’s portfolio into stocks and bonds?

27. How much foreign exposure do you recommend?

28. Where do you stand in the total market versus value-tilt debate?

29. Do you invest in any short-sells or puts or calls?

30. How do you make use of software that analyzes mutual funds? Such as Principia?

31. Do you pay any attention to FOREX rates when deciding how much to allocate to non-dollar-hedged international equities?

32. What quantitative factors do you look for in a passive fund or an ETF?

33. How do you measure current risk in a mutual fund?  Do you look at the standard deviation of a time interval up to the present, or do you look at something else, such as the product of the fund’s P/E and P/B ratio, which might shed light on whether it’s currently overvalued or undervalued?

34. Do you look at what funds have tanked recently?

35. How would you help me set up a target date for each investment and lower the risk as we approach that date?

36. Do you put faith in Monte Carlo simulations?

37. How does the investment process for new monies work?

38. How do you check for distributions before you buy a fund for a client?

39. How do you decide when an asset allocation strategy should be reexamined?

40. Do you incorporate value-averaging into your strategies, such as when investing a lump sum?

41. Do you think a CD (bank certificate) would be good for cash that is needed in twelve months? 

Taxes

42. How would you help minimize the taxes I incur from my investments?

43. How do you like to rebalance in taxable accounts?

44. Will you tell me at the end of each calendar year me what to report on my tax return?

45. How do you relate with clients’ tax preparers for the estimating of quarterly tax payments?

46. Do you do tax-swapping for your clients?

47. Is tax-harvesting legal?

48. Do you look at tax lots before picking which mutual fund shares of mine to sell?

49. Will you help with my distributions & dividends for my taxable & tax-sheltered accounts?

Our relationship

50. Could you discuss the framework of your conversations with your clients?

51. Will you or an associate work with me?  May I meet those who will work with me?

52. How would you go about building rapport with me?

53. How would you keep my expectations realistic?

54. How often do your out-of-town clients usually speak with you?

55. How will you ensure effective communication between us?

56. Do you require "discretionary" trading authority over my investment accounts?  I would like it to be non-discretionary?

57. How would you provide the discipline to stick with the strategy?    

58. How will you help me handle stressful investment moments?

59. How do I access you at a crisis time when everyone needs you?

60. How do you like to rebalance in taxable accounts?

Fees

61. How do you charge?

62. If an hourly advisor, how do you log?

63. What are your smallest time intervals for billable hours?

64. Do you have a minimum fee?

65. Do you earn commissions from anything?

66. Do you have an agreement describing your compensation and services that will be provided in advance of the engagement?

67. How can you add value in a way that more than justifies your fees?

68. Can you negotiate discounts on transaction fees?  I heard that some advisors can negotiate discounts on transaction fees.

69. What discount broker do you use?  How much per trade?

70. What third-party custodian do you recommend?  How much are they?

71. What will the mutual fund purchase fees be (not ETFs or commissions)?  

Title of account

72. Whose name will the account be opened under?

73. How much authority will you exert over my accounts?  

74. Do you take custody of, or have access to my assets?

75. Will you have the power to withdraw from my account?

End of the relationship

76. Does your office have a continuity plan should something happen to you?

77. Can you describe the process of how I could cancel our relationship?  Would I have to face any penalties?  Would I be able to take away your influence immediately?

Wrap-up

How do you think our investment policies differ?

To find advisors who only charge by the hour

Garrett Planning Network: http://www.garrettplanningnetwork.com 

Websites for discount brokers/custodians

· www.tdameritrade.com 

· www.vanguard.com 

· www.schwab.com 

· www.fidelity.com
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