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Reducing the IRS’ Bite with Tax-Efficient Funds
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Dividends and Total Return

Income is important to consider when choosing an in-
vestment. Especially important for investors approaching
retirement, income can add meaningfully to one’s total
return, which comprises income and price return (capital
appreciation). Investors can pursue income returns in
many ways including bonds, real estate investment trusts,
and stocks.

Stock income is typically paid in the form of a monthly,
quarterly, annual, or special cash dividend, which can be
used to finance current consumption or to reinvest. Divi-
dends are typically expressed in terms of yield. Like an
interest rate, yield is represented as a percentage rate and
is calculated by taking the annual cash dividend divided
by a stock’s current price. For example, a stock trading at
$20 with a future annual cash dividend of $1 would have
a dividend yield of 5%.

Keep in mind, though, that there is no guarantee a divi-
dend will be paid, even if a certain company has a con-
sistent dividend-paying track record. A company can in-
crease, decrease, and even eliminate dividends altogether,
depending on its financial situation. Furthermore, if a
dividend is declared, the company has to pay dividends
for preferred shares first, before any common share divi-
dends can be paid.

Although stocks can be a source of income return, not all
stocks are created equal in this regard. Some companies
distribute significantly more of their profits in the form
of dividends than others, and some don’t distribute divi-
dends at all. The following image demonstrates this
point. Historically, dividend-earning stocks— represented
by Morningstar’s Dividend Composite Index—have had
compound annual returns of 6.6%, while large stocks
have had compound annual returns of 4.3%. Additional-
ly, higher-yielding companies—represented by Morn-
ingstar’s Dividend Leaders Index—have outperformed
large stocks: Dividend Leaders Index components had a
compound annual return of 9.0% compared with 4.3%
for large stocks during the period studied. For investors
looking both for income and total returns, dividend pay-
ing stocks can be a reasonable place to invest.

Page 2

800

Although higher-yielding stocks have demonstrated an
ability to outperform large stocks, all that glitters is not
gold. Dividends are paid at a company’s discretion, and
exceptionally high yields can indicate a potential divi-
dend cut. For example, had investors been lured to many
high-yielding bank stocks in late 2008, they would have
been sorely disappointed when many banks subsequently
cut their dividends as profitability declined during the
credit crisis. When looking at dividend-paying stocks,
investors should focus on reasonable dividend yields
with companies that have the earnings power to increase
their dividend distributions over time. Many large com-
panies with recognizable brand names have demonstrat-
ed an ability to offer this slow and steady income distri-

bution to shareholders.

Dividend-Paying Stocks
May Provide Better Returns
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This is for illustrative purposes only and not indicative of any investment. Assumes
reinvestment of all income and no transaction costs or taxes. An investment cannot be
made directly in an index. Past performance is no guarantee of future results. Returns and
principal invested in stocks are not guaranteed. Dividends are not guaranteed and are
paid solely at a company’s discretion

Source: Large Stocks—Standard & Poor’s 500®, which is an unmanaged group of
securities and considered to be representative of the stock market in general;
Dividend-Paying Stocks—Momingstar Dividend Composite Index; High-Yield
Dividend-Paying Stocks—Momingstar Dividend Leaders Index. Stocks in both indexes
have a consistent record of dividend payment, have the ability to sustain their dividend
payments and are weighted in proportion to the total pool of dividends available to
investors. The Morningstar Dividend Composite Index captures the performance of all
stocks in the U.S. Market Index. The Momingstar Dividend Leaders Index captures the
performance of the 100 highest-yielding stocks



Three-Step Checklist for Turbulent Markets

When the stock market experiences extreme volatili-
ty, an investor’s best bet is to focus his/her energy on
factors that can be controlled. Unfortunately, many
investors panic-sell and lose their money. When the
market rebounds, many investors are left wondering
if it’s the right time to get back in.

Your best bet during turbulent markets is an invest-
ment of time. You want to invest in time to see
where you stand now, and, if you determine changes
are in order, thoroughly research your options. Here
is a three-step checklist to manage your investments
during turbulent markets.

Step 1: Check adequacy of cash reserves.

The best way to manage your portfolio during vola-
tile markets is to make sure you have adequate cash
on hand to cover your near-term needs. This way,
your long-term stock investments can ride out the
market ups and downs, but you can take comfort in
knowing that they won’t affect your ability to fund
short-term cash needs.

Step 2: Check your long-term positioning.

Once you've done the liquidity check, the next step
is to check the asset allocation of your long-term as-
sets. Market sell-offs can be alarming for retirees and
people getting close to retirement simply because
they typically have more money invested, compared
with their younger counterparts. Checking your long
-term positioning helps you put things into perspec-
tive so that you can make sound investment deci-
sions for your future.

Step 3: Initiate defensive hedges with care.

During turbulent markets, investors may initiate de-
fensive strategies like selling out of stocks and buying
into the so-called “safe” investments like gold. Gold
and treasuries can serve as a legitimate defensive role
in a portfolio; however, these investments may have
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already enjoyed a sizable run-up. If you're moving
into either, do so with caution, and only after you've
checked your existing exposure to those asset classes.

Treasuries are guaranteed by the full faith and credit
of the U.S. government as to the timely payment of
principal and interest. Debt securities are subject to
credit/default risk and interest-rate risk (they have
varying levels of sensitivity to changes in interest
rates). In general, the price of a debt security tends
to fall when interest rates rise and rise when interest
rates fall. Securities with longer maturities and mort-
gage securities can be more sensitive to interest rate
changes.

Gold/commodity investments will be subject to the
risks of investing in physical commodities, including
regulatory, economic and political developments,
weather events, natural disasters, and market disrup-
tions. Exposure to the commodities markets may
subject the investment to greater volatility than in-
vestments in more traditional securities, such as
stocks and bonds.

Page 3



Take Advantage of Tax-Deferred
Accounts

One of the main reasons why retirement accounts are
so beneficial is the power of tax deferral. In a tax-
deferred investment vehicle, such as a 401(k) plan or
an IRA, your earnings are not taxed until you begin
withdrawing money from your account in retirement.
Consider the image. A hypothetical value of $10,000 is
invested in both a taxable and a tax-deferred account.
The difference in value between the two accounts be-
comes quite substantial after 20+ years. For investors
with a long investment horizon, a tax-deferred portfo-
lio is an excellent choice.

Wealth by Numbers

America has long been known as the land of opportunity
and the promise of a better life to people from all over
the world. Recently, however, many Americans feel
robbed of opportunities and better lives by the top 1% of
their own. This growing income inequality has led to
problems and civil unrest, as demonstrated by the
“Occupy Wall Street” movement.

The table presents household income distribution data
from the U.S. Census Bureau. Given that the poverty
threshold for a two-member household is around
$14,000, it appears that approximately 13.7% of Ameri-
cans are poor. At the other end of the income spectrum,
3.9% are rich, with household incomes higher than

$200,000.
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Benefits of Deferring Taxes
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Withdrawals of tax-deferred accumulations are subject to ordinary income taxes.
A 10% federal tax penalty may apply to withdrawals made before age 59%.
Retums and principal invested in stocks are not guaranteed

Source: This hypothetical example is for an investor in the 28% bracket using the
2011 tax code (estimated to become the 31% tax bracket in 2013). $10,000 s
invested in stocks at the beginning of year 1 (2012). Assumes an 8% annual total
return (6% price retum and 2% income return) and a 15% tax rate on capital gains
and dividends in year 1 (2012) after which the rates revert to 20% and the
investor’s marginal tax rate, respectively. The investment is taxed at a 28%
marginal tax rate in year 1 (2012} and then reverts to 31%. Taxes are assessed
yearly on the taxable account but only at the end of the period on the tax-deferred
account. Estimates are not guaranteed
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Source: U.S. Census Bureau, Current Population Survey, 2011 Annual Social and
Economic Supplement. Poverty threshold also from the U.S. Census Bureau.
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