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What Is Inflation and Why Should You Care About
It?

Prices: Up, up and away

Inflation occurs when there is more money
circulating than there are goods and services
to buy. The process is like trying to attend a
sold-out concert at the last minute; there is
more demand for tickets than there are tickets
to go around. As a result, tickets may trade
hands for far more than their stated prices.
When there's a lot of demand for goods and
services, their prices usually go up. The law of
supply and demand produces price inflation.

Inflation cuts purchasing power

When some people say, "I'm not an investor,"
it's often because they worry about the
potential for loss. It's true that investing
involves risk as well as reward. However,
there's also another type of loss to be aware
of: the loss of purchasing power.

Inflation is painful enough when you
experience a sharp jump in prices. However,
the bigger problem with inflation is not just the
immediate impact, but its effects over time.
Because of inflation, each dollar you've saved
will buy less and less as time goes on. At 3%
annual inflation, something that costs $100
today would cost $181 in 20 years.

Time is Money

Now In 20 years

House $275,500 $497,584

Gallon of
Milk

$3.81 $6.88

New Car $28,352 $51,207

Note: If inflation averaged 3% annually,
everyday objects could cost much more in the
future.

How is inflation measured?

• The Consumer Price Index (CPI). The most
widely quoted inflation measure, this tracks
the price change from month to month of a
basket of goods and services used by the
average consumer.

• Personal Consumption Expenditures
(PCE). This statistic adjusts for the fact that

rates, the Federal Reserve Board takes
into account so-called core PCE (which
excludes food and energy because their
prices can vary dramatically from month to
month).

• Producer Price Index (PPI). This measures
inflation from the standpoint of sellers
rather than consumers.

Source: Bureau of Labor Statistics CPI

How high is high?

The average inflation rate as measured by the
CPI has been roughly 3% since 1914. Since
the early 1980s, it has remained relatively
stable, usually between 1.6% to 4.6%
annually. However, the inflation rate has
varied much more dramatically in the past.
During the Great Depression, it often ran in
the negative numbers. The country actually
experienced deflation in 1921, when the
inflation rate was -10.8%.

On the other hand, inflation also has been
much higher than most of us have ever
experienced. Just prior to 1920, the U.S.
suffered from four back-to-back years of
double-digit inflation. The worst was in 1918,
when prices rose by an astounding 20.4%.
More recently, in 1979 the annual inflation rate
hit 13.3%, driven at least in part by higher gas
prices.

when the prices of some items rise, people
and businesses may substitute others; for
example, if steel prices are high, a car
maker might make some parts from other
substances. When setting target interest

CPI components

• Food and beverages

• Apparel

• Housing

• Transportation

• Medical care

• Education and
communication

• Other goods and services
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How Can You Fight the Effects of Inflation?
Inflation is one of the reasons
people--especially those in their 20s and
30s--are often surprised by the amount they
will need to save for their retirement. Inflation
pushes future costs higher: as a result, the
nest egg needed to produce the income you
want would need to be bigger.

There are several ways to help combat the
ravages of inflation on the value of your
savings.

Invest to try to outpace inflation

You should own at least some investments
whose potential return exceeds the inflation
rate. A portfolio that earns 2% when inflation is
3% actually loses purchasing power each
year. Though past performance is no
guarantee of future results, stocks historically
have provided higher long-term total returns
than cash alternatives or bonds. However, that
potential for greater returns comes with
greater risk of volatility and potential for loss.
You can lose part or all of the money you
invest in a stock. Because of that volatility,
stock investments may not be appropriate for
money you count on to be available in the
short term. You'll need to think about whether
you have the financial and emotional ability to
ride out those ups and downs as you try for
greater returns.

The Impact of 3% Yearly Inflation on the Purchasing Power of $200,000

Bonds can also help, but since 1926, their
inflation-adjusted return has been less than
that of stocks. Treasury Inflation Protected
Securities (TIPS), which are backed by the full
faith and credit of the U.S. government as to
the timely payment of principal and interest,
guarantee that your return will keep pace with
inflation. The principal is automatically
adjusted every six months to reflect increases
or decreases in the CPI; as long as you hold a
TIPS to maturity, the dollar amount of its
principal will never be less than the initial
amount.

Diversifying your portfolio--spreading your
assets across a variety of investments that
may respond differently to market
conditions--is one way to help manage
inflation risk. However, diversification does not
guarantee a profit or ensure against a loss.
Examples of investments include:

• U.S. stocks (growth/value,
income-producing, large/midcap/small)

• U.S. bonds (various maturities,
taxable/tax-free)

• Real estate (U.S. stocks/REITS,
international stocks/REITS, land holdings,
commercial real estate)

• Commodities (stocks and commodity
futures)

Inflation and your savings

If you're saving the same
amount each year, you're not
really saving the same amount;
you're saving that dollar figure
minus what you've lost in
purchasing power to inflation.
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• Precious metals (stocks and bullion)
• International stocks (developed/emerging

markets)
• International bonds (varying maturities)
• Alternative investments (private equity,

hedge funds, natural resources, and
collectibles)

• Cash/cash alternatives (money market
funds, CDs, money-market accounts)

Save more

If you're saving the same amount each year,
you're not really saving the same amount;
you're saving that dollar figure minus what
you've lost in purchasing power to inflation.
Consider increasing the amount you save
each year by at least the rate of inflation if you
want to keep a constant savings rate.

Example: For every $1,000 you saved last
year, consider saving $1,030 this year ($1,000
x the 3% average historical rate of inflation).
To continue at that inflation-adjusted rate, you
would save $1,061 the following year.

Consider paying off credit card
debt

When inflation goes up, interest rates typically
do, too. You may suddenly find that purchases
not only cost more when you check out; they
also cost more over time if you finance them
and must pay interest on that amount. Factor
interest costs into any credit card purchase,
especially if rates are rising.

However, inflation isn't bad for all debt. If you
have a fixed-rate mortgage on your house, the
mortgage payments may have seemed huge
when you first took out the loan. However, as
your income and other expenses increase
over time, those payments will probably
represent a lower percentage of your costs.
Also, because inflation tends to reduce the
value of each dollar, payments made 10 years
from now would be made in dollars with less
buying power.

Inflation and Bonds: The Ups and Downs

The price/rate seesaw

Inflation has an impact on most securities, but
it can particularly affect the value of your
bonds. Why? Because bond yields are closely
tied to interest rates, and when interest rates
and bond yields rise, bond prices fall.

When the Federal Reserve Board gets
concerned that the rate of inflation is rising, it
may decide to raise its target interest rate.
That makes borrowing money more
expensive, which in turn tends to slow the
economy. When the Fed raises its rate, bond
yields typically rise as well. That's because
bond issuers must pay a competitive interest
rate to get people to buy their bonds.

When yields rise, bond prices typically fall.
That's why bond prices can drop even though
the economy may be growing. An overheated
economy can lead to inflation, and investors
often begin to worry that the Fed will raise
interest rates, which would hurt bond prices.

Falling rates: good news, bad
news

Just the opposite occurs when interest rates
are falling; bonds issued today will typically
pay a lower interest rate than similar bonds
that were issued when rates were higher.

Older bonds with better yields become more
valuable to investors, who will pay a higher
price to get that greater income stream. As a
result, prices for those higher-yield bonds tend
to rise.

Example: Jane buys a newly issued 10-year
corporate bond that has a 4% coupon rate--its
annual payments equal 4% of the bond's
principal. Three years later, she wants to sell
the bond. However, interest rates have risen;
corporate bonds being issued now are paying
interest rates of 6%. As a result, investors
won't pay as much for Jane's bond, since they
could buy a new one that pays more interest.
If rates fall later, Jane's bond would most likely
rise in value.

When interest rates drop, bond prices tend to
go up. However, a slowing economy increases
the chance that some borrowers may default
on their bonds. Also, when interest rates fall,
some borrowers may redeem existing bonds
and issue new ones at a lower interest rate,
just as you might refinance a mortgage. If you
plan to reinvest any of your bond interest, it
may be a challenge to generate the same
income without adjusting your investment
strategy.

All investing involves risk,
including the potential loss
of principal, and there is no
guarantee that any
investment will be worth
what you paid for it when
you sell.
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All bond investments are not
alike

Inflation and interest rate changes don't affect
all bonds equally. Under normal conditions,
short-term interest rates may reflect the
effects of any Fed action most immediately,
but longer-term bonds likely will see the
greatest price changes.

Also, a portfolio of bonds may be affected
somewhat differently than an individual bond.
For example, a portfolio manager may be able
to minimize the impact of rate changes,
altering the portfolio's duration by adjusting the
mix of long-term and short-term bonds.

Focus on goals, not just rates

Your bond investments need to be tailored to
your financial goals, and take into account
your other investments. Your financial
professional can help you design a portfolio
that can accommodate changing economic
circumstances. However, there is no
assurance that working with a financial
professional will improve investment results.

The inflation/interest rate cycle at a
glance
• Inflation goes up
• Bondholders worry that the interest

they're paid won't buy as much in the
future because inflation is driving costs
higher.

• The Fed may decide to raise interest
rates to try to control inflation. To get
investors to lend money (buy bonds),
bond issuers must pay higher interest
rates.

• When interest rates go up, bond prices
go down.

• Higher interest rates make borrowing
money more expensive. Economic
growth tends to slow, which means less
spending.

• With less demand for goods and
services, inflation levels off or falls.

• With lower inflation, bond investors are
generally less worried about the future
purchasing power of the interest they
receive. Therefore, they may accept
lower interest rates on bonds, and
prices of older bonds with higher interest
rates tend to rise.

• Interest rates in general fall, fueling
economic growth and potentially a new
round of inflation.

Inflation Doesn't Retire When You Do
The need to outpace inflation doesn't end at
retirement; in fact, it becomes even more
important. If you're living on a fixed income,
you need to make sure your investing strategy
takes inflation into account. Otherwise, you
may have less buying power in the later years
of your retirement because your income
doesn't stretch as far.

Your savings may need to last
longer than you think

Gains in life expectancy have been dramatic.
According to the National Center for Health
Statistics, people today can expect to live
more than 30 years longer than they did a
century ago. Individuals who reached age 65
in 1950 could expect to live an average of 14
years more, to age 79; now a 65-year-old
might expect to live for roughly an additional
19 years. Assuming inflation continues to
increase over that time, the income you'll need
will continue to grow each year. That means
you'll need to think carefully about how to
structure your portfolio to provide an
appropriate withdrawal rate, especially in the

early years of retirement.

Current Life Expectancy Estimates

Men Women

At birth 76.4 81.2

At age 65 82.9 85.5

Source: NCHS Data Brief, No. 168, October
2014.

Adjusting withdrawals for
inflation

Inflation is the reason that the rate at which
you take money out of your portfolio is so
important. A simple example illustrates the
problem. If a $1 million portfolio is invested in
an account that yields 5%, it provides $50,000
of annual income. But if annual inflation runs
at a 3% rate, then more
income--$51,500--would be needed the next
year to preserve purchasing power. Since the
account provides only $50,000 of income,
$1,500 must also be withdrawn from the
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principal to meet retirement expenses. That
principal reduction, in turn, reduces the
portfolio's ability to produce income the
following year. In a straight linear model, the
principal reductions accelerate, ultimately
resulting in a zero portfolio balance after 25 to
27 years, depending on the timing of the
withdrawals.

A seminal study on withdrawal rates for
tax-deferred retirement accounts (William P.
Bengen, "Determining Withdrawal Rates
Using Historical Data," Journal of Financial
Planning, October 1994), using balanced
portfolios of large-cap equities and bonds,
found that a withdrawal rate of a bit over 4%
would provide inflation-adjusted income (over
historical scenarios) for at least 30 years.
More recently, Bengen showed that it is

Income Needs Rise With Inflation

Invest some money for growth

Some retirees put all their investments into
bonds when they retire, only to find that doing
so doesn't account for the impact of inflation. If
you're fairly certain that your planned
withdrawal rate will leave you with a
comfortable financial cushion and it's unlikely
you'll spend down your entire nest egg in
retirement, congratulations! However, if you
want to try to help your income--no matter how
large or small--at least keep up with inflation,
consider including a growth component in your
portfolio.

possible to set a higher initial withdrawal rate
(closer to 5%) during early active retirement
years if withdrawals in later retirement years
grow more slowly than inflation.

Some ways to help your
savings last

• Don't overspend early in
your retirement

• Consider putting at least
part of your portfolio in
investments that help you
try to outpace inflation

• Plan IRA distributions so
you can preserve
tax-deferred growth as long
as possible

• Postpone taking Social
Security benefits to
increase the amount of
payments

• Adjust your asset allocation
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Concentrated Stock Positions: Considerations and Strategies

December 02, 2015

Whether you inherited a large holding, exercised
options to buy your company's stock, sold a private
business, hold restricted stock, or have benefitted
from repeated stock splits over the years, having a
large position in a single stock carries unique
challenges. Even if the stock has done well, you may
want more diversification, or have new financial goals
that require a shift in strategy.

When a single stock dominates your portfolio,
however, selling the stock may be complicated by
more than just the associated tax consequences.
There also may be legal constraints on your ability to
sell, contractual obligations such as lock-up
agreements, or practical considerations, such as the
possibility that a large sale could overwhelm the
market for a thinly traded stock. The choices
appropriate for you are complex and will depend on
your own situation and tax considerations, but here is
a brief overview of some of your options.

Sell your shares
Selling obviously frees up funds that can be used to
diversify a portfolio. However, if you have a low cost
basis, you may be concerned about capital gains
taxes. Or you may want to avoid any perception of
market manipulation or insider trading. You might
consider selling shares over time, which can help you
manage the tax bite in any one year, yet allow you to
participate in any future growth.

You'll need to consider the tax consequences of any
sale. The American Tax Relief Act of 2012 set the
maximum tax rate on long-term capital gains at 20%
for those in the 39.6% federal income tax bracket; a
15% rate will generally apply for individuals in the
25%, 28%, 33%, or 35% tax brackets, and a 0% rate
will generally apply for those in the 10% and 15%
brackets. Also, if your adjusted gross income exceeds
$200,000 ($250,000 for married couples filing jointly),
your net investment income will be subject to an
additional 3.8% Medicare contribution tax. In contrast
to previous years, these rates are not scheduled to
expire at a certain date. That increased certainty

should simplify planning.

If you hold restricted shares, you might set up a
10b5-1 plan, which spells out a predetermined
schedule for selling shares over time. Such written
plans specify in advance the dates, prices and
amounts of each sale, and comply with SEC Rule
144, which governs the sale of restricted stock and
was designed to prevent insider trading. A 10b5-1
plan demonstrates that your selling decisions were
made prior to your having any insider knowledge that
could influence specific transactions. (However,
terminating the plan early or selling too much too
quickly could raise questions about the plan's
legitimacy.)

You might also be able to avoid some of the
restrictions on how much and when you can sell by
selling shares privately rather than on the public
market. However, you would likely have to sell at less
than the market value, and would still face capital
gains taxes.

Hedge your position
You may want to try to protect yourself in the short
term against the risk of a substantial drop in price.
There are multiple ways to try to manage that risk by
using options. However, bear in mind that the use of
options is not appropriate for all investors.

Buying a protective put essentially puts a floor under
the value of your shares by giving you the right to sell
your shares at a predetermined price. Buying put
options that can be exercised at a price below your
stock's current market value can help limit potential
losses on the underlying equity while allowing you to
continue to participate in any potential appreciation.
However, you also would lose money on the option
itself if the stock's price remains above the put's strike
price.

Selling covered calls with a strike price above the
market price can provide additional income from your
holdings that could help offset potential losses if the
stock's price drops. However, the call limits the extent

Time counts

When dealing with a large
stock holding, think about
your time frame. Some
strategies, such as hedging,
might be most suitable in
the short term or if you are
restricted from selling.
Others, such as donating to
a trust, may be more cost
effective over a longer time
period, though your
charitable intentions
obviously play a role as
well.
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to which you can benefit from any price appreciation.
And if the share price reaches the call's strike price,
you would have to be prepared to meet that call.

A collar involves buying protective puts and selling
call options whose premiums offset the cost of buying
the puts. However, as with a covered call, the upside
appreciation for your holding is then limited to the
call's strike price. If that price is reached before the
collar's expiration date, you would not only lose the
premium you paid for the put, but would also face
capital gains on any shares you sold. Be careful
about closing one side of the collar while the other
side of the trade remains outstanding. For example, if
you exercised the put but the shares you sell are later
called away prior to the call's expiration date, you
could be left with an uncovered call. You could
potentially suffer a loss if you had to repurchase the
shares at a higher price to fulfill the call.

Monetize the position
If you want immediate liquidity, you might be able to
use a prepaid variable forward (PVF) agreement .
With a PVF, you contract to sell your shares later at a
minimum specified price. You receive most of the
payment for those shares--typically 80% to 90% of
their value--when the agreement is signed. However,
you are not obligated to turn over the shares or pay
taxes on the sale until the PVF's maturity date, which
might be years in the future. When that date is
reached, you must either settle the agreement by
making a cash payment, or turn over the appropriate
number of shares, which will vary depending on the
stock's price at that time. In the meantime, your stock
is held as collateral, and you can use the upfront
payment to buy other securities that can diversify your
portfolio. In addition, a PVF still allows you to benefit
to some extent from any price appreciation during that
time, though there may be a cap on that amount.

Caution: PVF agreements are complicated, and the
IRS warns that care must be taken when using them.
Consult a tax professional before using this strategy.

Borrow to diversify
If you want to keep your stock but need money to
build a more diversified portfolio, you could use your
stock as collateral to buy other securities on margin.
However, trading securities in a margin account
involves risks which you should discuss with a
financial professional before considering this strategy.

Exchange your shares
Another possibility is to trade some of your stock for
shares in an exchange fund (a private placement
limited partnership that pools your shares with those
contributed by other investors who also may have
concentrated stock positions). After a set period,
generally seven years, each of the exchange fund's
shareholders is entitled to a prorated portion of its
portfolio. Taxes are postponed until you sell those
shares; you pay taxes on the difference between the
value of the stock you contributed and the price
received for your exchange fund shares. Though it
provides no liquidity, an exchange fund may help
minimize taxes while providing greater diversification
(though diversification alone does not guarantee a
profit or ensure against a loss). Be sure to check on
the costs involved with an exchange fund as well as
what other securities it holds. At least 20% must be in
nonpublicly traded assets or real estate, and the more
overlap between your shares and those already in the
fund, the less diversification you achieve.

Donate shares to a trust
If you want income rather than growth from your
stock, you might transfer shares to a trust. If you have
highly appreciated stock, consider donating it to a
charitable remainder trust (CRT). You receive a tax
deduction when you make the contribution. Typically,
the trust can sell the stock without paying capital
gains taxes, and reinvest the proceeds to provide an
income stream for you as the donor. When the trust is
terminated, the charity retains the remaining assets.
You can set a payout rate that meets both your
financial objectives and your philanthropic goals;
however, the donation is irrevocable.

Another option is a charitable lead trust (CLT), which
in many ways is a mirror image of a CRT. With a
typical CLT, the charity receives the income stream
for a specified time; the rest goes to your
beneficiaries. You receive no tax deduction for
transferring assets unless you name yourself the
trust's owner, in which case you will pay taxes on the
annual income. Other philanthropic options include
donating directly to a charity or private foundation and
taking a tax deduction.

Managing a concentrated stock position is a complex
task that may involve investment, tax, and legal
issues. Consult professionals who can help you
navigate the maze.

Make sure your collar's
not too tight

Transaction costs in
multiple leg options
strategies, such as a collar,
can be significant and
should be considered as
these strategies involve
multiple commissions, fees,
and charges. Also, the
prices set for a collar must
not violate the rules against
a so-called constructive
sale. A strategy that
eliminates all risk is
effectively a sale and thus
subject to capital gains
taxes. The strike prices of a
collar should not be too
close to your stock's market
price.

Options involve risk and
are not suitable for all
investors, and investors
may lose the entire
amount of invested
principal in a relatively
short period of time.
Prior to buying or selling
an option, a person must
receive a copy of
"Characteristics and
Risks of Standardized
Options." Copies of this
document may be
obtained from your
financial professional
and are also available at
http://www.theocc.com.
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Understanding the Net Investment Income Tax
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If your income hits a certain level, you may face an
additional wrinkle in calculating your taxes: the net
investment income tax (also referred to as the
unearned income Medicare contribution tax). This
3.8% Medicare tax applies to some or all of your net
investment income if your modified adjusted gross
income (MAGI) exceeds certain thresholds. The tax is
in addition to any other income tax applicable to such
income.

Note: If the net investment income tax applies, your
long-term capital gains and qualified dividends may
be subject to a combined federal tax rate of as much
as 23.8% (the top long-term capital gains tax rate of
20% + 3.8%). Your other taxable investment income
may be subject to a combined federal tax rate of as
much as 43.4% (the top regular income tax rate of
39.6% + 3.8%). Your investment income may also be
subject to state income tax.

In general, the net investment income tax applies to
U.S. individual taxpayers (similar rules apply to
certain domestic trusts and estates).

Calculation of net investment income
tax
The net investment income tax is equal to 3.8% of the
lesser of (a) your net investment income or (b) the
excess of your MAGI over:

• $200,000 if your filing status is single or head of
household

• $250,000 if your filing status is married filing jointly
or qualifying widow(er) with dependent child

• $125,000 if your filing status is married filing
separately

For purposes of the net investment income tax, MAGI
is generally equal to your adjusted gross income
(AGI). However, if you are a U.S. citizen or resident
living abroad, you must include in MAGI the foreign
earned income that is generally excludable from
gross income for federal income tax purposes.

Example: You and your spouse file a joint tax return.
Assume your net investment income is $50,000 and
your MAGI is $270,000. The amount of your net
investment income subject to this tax is equal to the
lesser of (a) $50,000 or (b) the excess of $270,000
over $250,000, or $20,000. Your net investment
income tax is equal to $20,000 x 3.8%, or $760.

Net investment income
Net investment income includes gross income from:

• Interest, dividends, nonqualified annuities,
royalties, and rents that are not derived from the
ordinary course of a trade or business, and

• Net gain from the disposition of property not used
in a trade or business

Gross income and net gain (or loss) from a trade or
business may be included in net investment income if
the trade or business is (a) a passive activity or (b)
engaged in trading financial instruments or
commodities.

Note: In general, a passive activity is a trade or
business in which you do not materially participate.
Rental activities are treated as passive activities
regardless of whether you materially participate, but
there are certain exceptions.

Net investment income is reduced by any income tax
deductions allocable to these items of gross income
and net gain that are included in net investment
income. Examples of deductible items that may be
allocated to net investment income include
investment interest expense; state, local, and foreign
income tax; and miscellaneous investment expenses.
Deductions may be subject to limitations.

Note: Generally, an interest in a partnership or S
corporation is not property held for use in a trade or
business, and gain or loss from the sale of a
partnership interest or S corporation stock is included
in net investment income.

A 3.8% net investment
income tax applies to
some or all of the net
investment income of
individuals whose
modified adjusted gross
income (MAGI) exceeds
certain thresholds.
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Net investment income does not include income
excluded from gross income for income tax purposes.
It also does not include items of gross income and net
gain specifically excluded from net investment
income. Examples of excluded items include:

• Wages
• Unemployment compensation
• Alimony
• Social Security benefits
• Tax-exempt interest income
• Income from certain qualified retirement plan and

IRA distributions
• Self-employment income
• Gain that is not taxable on sale of a principal

residence

Note: Even though certain items such as wages and
income from certain qualified retirement plan and IRA
distributions may not be included in net investment
income, they may be included in MAGI, which (as
discussed above) is a factor in determining the
amount of net investment income that is subject to the
net investment income tax.

Planning for the net investment
income tax
For a particular taxable year, the net investment
income tax applies only if your MAGI exceeds the
appropriate threshold based on your tax filing status.
Also, the net investment income tax applies to the
lesser of (a) your net investment income or (b) the
excess of your MAGI over the appropriate threshold.
So you may be able to reduce exposure to the net
investment income tax by controlling the timing of
items of income or deduction that enter into the
calculation of net investment income or MAGI.

For example, you might consider increasing your net
investment income in a year in which your MAGI does
not exceed the threshold. Conversely, you might
consider decreasing your net investment income in a
year in which your MAGI exceeds the threshold.

In general, you may be able to increase net
investment income in a particular year by pushing
income into that year and deductions into another
year. Conversely, you may be able to decrease net
investment income in a particular year by pushing

deductions into that year and income into another
year. You will need to consider how increasing or
decreasing net investment income affects MAGI.

Example: Tom, a single taxpayer, is considering
selling some stock, either at the end of Year 1 or at
the beginning of Year 2, with the effect of increasing
his net investment income by $10,000 for one of
those years. To keep things simple, assume that an
increase in net investment income would result in a
dollar-for-dollar increase in MAGI. Before taking into
consideration the proposed sale of stock, Tom
expects to have $190,000 of MAGI in Year 1 and
$200,000 of MAGI in Year 2. If Tom sells the stock in
Year 1, he would not be subject to the net investment
income tax because his MAGI of $200,000 ($190,000
+ $10,000) would not exceed the $200,000 threshold
for single taxpayers. If Tom sells the stock in Year 2,
he would be subject to the net investment income tax
because his MAGI of $210,000 ($200,000 + $10,000)
would exceed the $200,000 threshold and he would
have $10,000 of net investment income.

Note: Ordinary income and long-term capital gains
tax rates are generally much higher than the 3.8%
Medicare tax rate applicable to net investment
income. Planning for the net investment income tax
should not be done without considering its effect on
the regular income tax.

Note: There is no standard deduction for purposes of
determining your net investment income. Itemized
deductions are not available for purposes of reducing
net investment income unless you itemize deductions
for purposes of regular income tax. However, neither
standard or itemized deductions reduce MAGI.

Recordkeeping
Net investment income tax is reported on IRS Form
8960. If you owe net investment income tax, you must
attach Form 8960 to your tax return. For purposes of
the net investment income tax, certain items of
investment income or investment expense receive
different tax treatment than for the regular income tax.
You will need to keep records for the items included
on Form 8960. Generally, you need to keep records
for the life of the investment to show how you
calculated basis. You also need to know what you did
in prior years if the investment was part of a
carryback or carryforward.

You may be able to
reduce exposure to the
net investment income
tax by controlling the
timing of items of income
or deduction that enter
into the calculation of net
investment income or
MAGI.
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Qualified Longevity Annuity Contracts: Income for Later in
Life

December 11, 2015

You may hope to live to an old age, but a longer life
means that you'll have even more years of retirement
to fund. You may even run the risk of outliving your
savings and other income sources.

Even though you may have set aside funds for
retirement, you may not set have aside enough to
cover your needs into very old age. How can you
address the risk of outliving your savings? One option
worth considering is a longevity income annuity.

What is a longevity annuity?
A longevity annuity, also referred to as a longevity
income annuity or a deferred income annuity, is a
contract between you and an insurance company. As
the insured, you deposit a sum of money (the
premium) with the company in exchange for a stream
of payments to begin at a designated future date
(typically at an advanced age) that will last for the rest
of your life. The amount of the future payments will
depend on a number of factors, including the amount
of your premium, your age, your life expectancy, and
the time when payments are set to begin.

That's the basic concept, although some longevity
annuities may offer other options (possibly for an
additional cost) including:

• The opportunity to make additional premium
contributions up to the date annuity payments are
to begin

• Cost-of-living adjustments that can increase
annuity payouts

• Death benefit or return of premium to your annuity
beneficiary if you don't live long enough to receive
payments equal to the amount of your total
contributions to the longevity annuity

• The option to "cash out" the longevity annuity prior
to the time payments are to begin, although this
usually involves surrender fees that likely will
reduce the amount returned to you

Caution: Guarantees are subject to the claims-paying
ability and financial strength of the annuity issuer.

Longevity annuity in a tax-qualified
plan: QLAC
Some or all of your retirement savings may be held in
tax-qualified retirement plans such as 401(k), IRA,
457(b), or 403(b) plans. If you are a plan participant
or IRA owner, you may be able to purchase a
longevity annuity within your retirement plan
(excluding Roth IRAs and inherited IRAs). Annuities
that comply with regulations issued by the IRS are
referred to as qualified longevity annuity contracts, or
QLACs. The IRS regulations may be viewed at
irs.gov.

There are special rules and limitations that specifically
apply to QLACs that are not necessarily applicable to
non-qualified longevity annuity contracts (NQLACs).
Here are some of the limitations and requirements
applicable to QLACs.

Premiums

No more than $125,000 (this limit is indexed for
inflation in $10,000 increments) of your combined
tax-qualified retirement plan balances may be
allocated to QLACs. Additionally, no more than 25%
of any particular retirement plan balance may be
applied to a QLAC. For IRAs, the 25% is based on
the combined balances of all your IRAs. These
premium limitations apply separately to the retirement
accounts of each spouse, so each spouse could have
up to $125,000 of his or her retirement account
allocated to QLACs. If an annuity contract fails to be a
QLAC solely because premiums for the contract
exceed the premium limits, then the contract will not
fail to be a QLAC if the excess premium is returned to
the non-QLAC portion of your account by the end of
the calendar year following the calendar year in which
the excess premium was paid.

Required minimum distributions

Generally, required minimum distributions (RMDs) are
amounts that you must withdraw each year from your
traditional IRA, employer-sponsored retirement plan,
or tax-sheltered annuity. You must begin to take the

Generally, annuity
contracts have fees and
expenses, limitations,
exclusions, holding
periods, termination
provisions, and terms for
keeping the annuity in
force. Any guarantees
are contingent on the
claims-paying ability and
financial strength of the
issuing insurance
company. It is important
to understand that
purchasing an annuity in
an IRA or an
employer-sponsored
retirement plan provides
no additional tax benefits
than those available
through the tax-deferred
retirement plan.
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annual distributions by April 1 of the year following the
year in which you reach age 70½, although some
exceptions may apply. An important provision of the
IRS regulations relative to QLACs allows you to
bypass required minimum distribution rules.

According to the regulations, a QLAC purchased on
or after July 2, 2014, may be exempted from RMD
rules. In other words, the amount of the QLAC is not
included in calculating your required minimum
distributions. This is an important provision because
you effectively do not have to begin taking
distributions from your QLAC until much later in life
(e.g., age 85), thus potentially reducing the amount of
your RMDs in earlier years.

Annuity type

To qualify as a QLAC, the annuity contract must state
that it is a QLAC. The annuity contract is a fixed
annuity, and can not be a variable or indexed
contract. And it must be a deferred annuity, meaning
that payments to you will begin at some future date.

Annuity payments

Annuity payments from a QLAC must follow certain
guidelines (some of which are not applicable to
NQLACs), including:

• Payments can begin anytime after reaching age
70½, but no later than the first day of the month
immediately following your 85th birthday

• Payments must be made over your lifetime, or
over the lifetimes of you and a named beneficiary
(joint annuity)

• Payments must be made at least annually
• Payment amounts may not increase over the term

of the annuity for you or your beneficiary
• QLACs can't allow "cash out" provisions such as

commutation benefits (e.g., no lump sum
payment), cash surrender amounts, minimum
guaranteed payment periods, or withdrawals
during the deferral period, except to correct an
excess premium or purchase payment

Death benefits

A QLAC may provide for death benefits both before
and after annuity payments to you have begun.
However, the rules governing the amount of death
benefit payments may differ depending on whether
the beneficiary is your surviving spouse, and whether
payments to you have begun prior to your death.

A QLAC may offer a return of premium (ROP) feature
(for an additional cost) that is payable before and
after the annuity starting date. Accordingly, a QLAC
may provide for a single-sum death benefit paid to a
beneficiary in an amount equal to the excess of the
premium payments made over the annuity payments
made to you under the QLAC. However, if the ROP is
not available or if you don't elect it, no payments will
be made if you die before the QLAC payment start
date.

If a QLAC provides a life annuity to your surviving
spouse, it may also provide a similar ROP benefit
after the death of both you and your spouse. An ROP
payment must be paid no later than the end of the
calendar year following the calendar year in which
you die, or in which your surviving spouse dies,
whichever is applicable.

If the sole beneficiary is your surviving spouse, the
only benefit permitted to be paid after your death
(other than an ROP) is a life annuity payable to your
surviving spouse that does not exceed 100% of the
annuity payment otherwise payable to you. However,
annuity payments must also comply with rules for
qualified preretirement survivor annuities and
qualified joint and survivor annuities.

Is a QLAC right for you?
As with most investment options, you should carefully
consider whether a QLAC is right for you. With a
QLAC, you can't access account funds if you need
money--no withdrawals are allowed. So it's important
that you have other funds available during the deferral
period (i.e., before QLAC payments begin).

Keep in mind that the investment returns of the QLAC
during deferral could be lower than what you could
have earned if you invested on your own. In addition,
the longer your QLAC is in deferral, the more it'll be
worth (and the greater your annuity payments will be),
so the longer you live, the more you'll receive when
QLAC payments start--presuming you live long
enough to receive payments.

A QLAC may not be available as an investment
option in your employer-sponsored retirement plan, if
the plan sponsor does not offer a QLAC as an
investment option.

Contributions to a
traditional IRA are tax
deductible (subject to
certain income limits),
and any earnings in the
account are not subject
to income tax until
withdrawn. IRA
withdrawals (also called
distributions) are subject
to ordinary income tax
(except for any
nondeductible
contributions you've
made). Taxable
distributions taken prior
to age 59½ may be
subject to an additional
10% federal income tax
penalty, with certain
exceptions such as the
owner's death, disability,
or a first-time home
purchase ($10,000
lifetime maximum).
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Risk Management and Your Retirement Savings Plan

December 11, 2015

By investing for retirement through your
employer-sponsored plan, you are helping to manage
a critically important financial risk: the chance that you
will outlive your money. But choosing to participate is
just one step in your financial risk management
strategy. You also need to manage risk within your
account to help it stay on track. Following are steps to
consider.

Familiarize yourself with the different
types of risk
All investments, even the most conservative, come
with different types of risk. Understanding these risks
will help you make educated choices in your
retirement savings plan mix. Here are just a few.

• Market risk: The risk that your investment could
lose value due to falling prices caused by outside
forces, such as economic factors or political and
national events (e.g., elections or natural
disasters). Stocks are typically most susceptible to
market risk, although bonds and other investments
can be affected as well.

• Interest rate risk: The risk that an investment's
value will fall due to rising interest rates. This type
of risk is most associated with bonds, as bond
prices typically fall when interest rates rise, and
vice versa. But often stocks also react to changing
interest rates.

• Inflation risk: The chance that your investments
will not keep pace with inflation, or the rising cost
of living. Investing too conservatively may put your
investment dollars at risk of losing their purchasing
power.

• Liquidity risk: This is the risk of not being able to
quickly sell or cash-in your investment if you need
access to the money.

• Risks associated with international investing:
Currency fluctuations, political upheavals, unstable
economies, additional taxes--these are just some
of the special risks associated with investing
outside the United States.

Know your personal risk tolerance
How much risk are you willing to take to pursue your
savings goal? Gauging your personal risk
tolerance--or your ability to endure losses in your
account due to swings in the market--is an important
step in your risk management strategy. Because all
investments involve some level of risk, it's important
to be aware of how much volatility you can
comfortably withstand before you select investments.

One way to do this is to reflect on a series of
questions, which may include the following:

• How much do you need to accumulate to
potentially provide for a comfortable retirement?
The more you need to save, the more risk you may
need to take in pursuit of that goal.

• How well would you sleep at night knowing your
investments dropped 5%? 10%? 20%? Would you
flee to "safer" options? Ride out the dip to strive for
longer-term returns? Or maybe even view the
downturn as a good opportunity to buy more
shares at a value price?

• How much time do you have until you will need the
money? Typically, the longer your time horizon,
the more you may be able to hold steady during
short-term downturns in pursuit of longer-term
goals--and the more risk you may be able to
assume.

• Do you have savings and investments outside your
employer plan, including an easily accessed
emergency savings account with at least six
months worth of living expenses? Having a safety
net set aside may allow you to feel more confident
about taking on risk in your retirement portfolio.

Your plan's educational materials may offer
worksheets and other tools to help you gauge your
own risk tolerance. Such materials typically ask a
series of questions similar to those above, and then
generate a score based on your answers that may
help guide you toward a mix of investments that may
be appropriate for your situation.

All investing involves
risk, including the
possible loss of
principal, and there can
be no assurance that any
investment strategy will
be successful.
Investments offering a
higher potential rate of
return also involve a
higher level of risk.
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Develop a target asset allocation
Once you understand your risk tolerance, the next
step is to develop an asset allocation mix that is
suitable for your investment goal while taking your
risk tolerance into consideration.

Asset allocation is the process of dividing your
investment dollars among the various asset
categories offered in your plan, typically stocks,
bonds, and cash/stable value investments. Generally,
the more tolerant you are of investment risk, the more
you may be able to invest in stocks. On the other
hand, if you are more risk averse, you may want to
invest a larger portion of your portfolio in conservative
investments, such as high-grade bonds or cash.

Your time horizon will also help you determine your
risk tolerance and asset allocation. If you're a young
investor with a hardy tolerance for risk, you might
choose an allocation with a high concentration of
stocks because you may be able to ride out
short-term swings in the value of your portfolio in
pursuit of your long-term goals. On the other hand, if
retirement is less than 10 years away and you can't
afford to risk losing money, your allocation might lean
more toward bonds and cash investments. (However,
consider that within the bond asset class, there are
many different varieties to choose from that are
suitable for different risk profiles.)

Be sure to diversify
All investors--whether aggressive, conservative, or
somewhere in the middle--can potentially benefit from
diversification, which means not putting all your eggs
in one basket. Holding a mix of different investments
may help your portfolio balance out gains and losses.
The principle is that when one investment loses
value, another may be holding steady or gaining
(although there are no guarantees).

Let's look at the previous examples. Although the
young investor may choose to put a large chunk of
her retirement account in stocks, she should still
consider putting some of the money into bonds and
possibly cash to help balance any losses that may
occur in the stock portion. Even within the stock
allocation, she may want to diversify among different
types of stocks, such as domestic, international,
growth, and value stocks, to reap any potential gains
from each type.

What about more conservative investors, such as
those nearing or in retirement? Even for these

individuals it is generally advisable to include at least
some stock investments in their portfolios to help
assets keep pace with the rising cost of living. When
a portfolio is invested too conservatively, inflation can
slowly erode its purchasing power.

Understanding dollar cost averaging
Your employer-sponsored plan also helps you
manage risk automatically through a process called
dollar cost averaging (DCA). When you contribute to
your plan, chances are you contribute an equal dollar
amount each pay period, and that money is then used
to purchase shares of the investments you have
selected. This process--investing a fixed dollar
amount at regular intervals--is DCA. As the prices of
the investments you purchase rise and fall over time,
you take advantage of the swings by buying fewer
shares when prices are high and more shares when
prices are low--in essence, following the old investing
adage to "buy low." After a period of time, the average
cost you pay for the shares you accumulate may be
lower than if you had purchased all the shares in one
lump sum.

Remember that DCA involves continuous investment
in securities regardless of their price. As you think
about the potential benefits of DCA, you should also
consider your ability to make purchases through
extended periods of low or falling prices.

Perform regular maintenance
Although it's generally not necessary to review your
retirement portfolio too frequently (e.g., every day or
even every week), it is advisable to monitor it at least
once per year and as major events occur in your life.
During these reviews, you'll want to determine if your
risk tolerance has changed and check your asset
allocation to determine whether it's still on track. You
may want to rebalance--or shift some money from
one type of investment to another--to bring your
allocation back in line with your original target,
presuming it still suits your situation. Or you may want
to make other changes in your portfolio to keep it in
line with your changing circumstances. Such regular
maintenance is critical to help manage risk in your
portfolio.

When developing a plan to manage risk, it may also
help to seek the advice of a financial professional. An
experienced professional can help take emotion out
of the equation so that you may make clear, rational
decisions.

Asset allocation and
diversification are
methods used to help
manage investment risk;
they do not guarantee a
profit or protect against a
loss.

There is no assurance
that working with a
financial professional will
improve your investment
results.
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