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When it comes to funding your 
retirement, you might not know  
what choices are right for you. 
Schwab can help you develop an 
income-generating portfolio that 
makes sense for your current and 
future goals.

We can offer:

• Access to a Financial Consultant who can
partner with you to create a tailor-made
retirement plan

• Guidance from specialists at Schwab who have
ee  no e e of s e fi  n est ent a eas

• A broad range of income products from asset
managers across the industry

• A commitment to straightforward, low pricing
so you can keep more of your money invested

We’re ready to answer your questions.

Visit schwab.com/income 
or call 1-800-305-1455.

Retirement 
income.
Get smart solutions 
and guidance from 
Schwab.
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in good times and bad, learned 
during 46 years in business, serving 
millions of investors just like you.

My belief in these principles 
stems from personal experience. 
A�er graduating from college 
with a degree in �nance—and, in 
retrospect, an in�ated sense of my 
own expertise—I bought my �rst 
investment: an actively managed 
mutual fund with the strongest 
historical returns in its category.

What I failed to understand then 
was the fund’s excessive management 
expenses, 1% annual 12b-1 fee and 
back-end surrender charges. My 
naiveté cost me dearly—and points up 
the importance of principle number 
four: “Minimize fees and taxes.”

Today, we have an abundance of 
information about markets and how 
to manage our personal �nances. 
At the same time, it’s easy to get 
caught up in the day’s headlines.

Which brings me to principle 
number seven: “Ignore the noise.” 
A�er all, sticking to your plan is 
sometimes the best approach of all.

Sincerely,

Laying a Firm 
Foundation
Schwab’s Investing 
Principles help set investors 
up for success.

ard as it is to believe, it’s been 
nearly a decade since the end 

of the Great Recession. Despite the 
intervening years, I know many of 
you feel as uncertain of the market 
now as you did in 2009. That’s 
why I’m so pleased we’ve devoted 
a special section of this issue to 
Schwab’s Investing Principles—a 
collection of seven fundamentals 
essential to investing success.

Our “7 Investing Principles,” starting 
on page 22, are more than the obvious 
maxims, like “let your winners run.” 
Instead, they re�ect our understanding 
of what it takes to be successful 

H

CEO’s NOTE

Walt Bettinger
President & CEO

My belief 
in these 

principles 
stems from 

personal 
experience.
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See page 42 
for important 
information.
(0217-LPUH)
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There is 
no better 
investment.

Refer your friends and family 
to Schwab, and they can get

$100.

To learn more, invite them to:
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• Call 1-800-398-8640, or

• Drop by any Schwab branch. 
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Overvaluing
Ownership
How the endowment e�ect 
works against your better 
judgment.

n a 1990 experiment, co�ee mugs 
were distributed to half the stu-

dents in a university class. Those with 
the mugs were asked to set a selling 
price, and those without the mugs 
were asked to set a buying price. As it 
happened, the buyers and sellers had 
wildly di�erent price expectations: The 
sellers wanted nearly twice what the 
buyers were willing to pay.1

This tendency to overvalue your 

possessions simply because you 
already own them is known as the 
endowment e�ect. When it comes 
to investing, the endowment e�ect 
can cause you to hold on to assets 
that no longer make sense for your 
portfolio and ignore new investment 
opportunities.

“Once you possess an asset, you tend 
to place more value on it than you 
would otherwise,” says Mark Riepe, 

I
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THE BOTTOM LINE

senior vice president at the Schwab 
Center for Financial Research. 

Mark says investors show a natural 
tendency to put money into what they 
already own rather than researching 
new investments. “O�en, they are 
passing up an investment that could 
be a better �t,” he says. 

While the endowment e�ect has 
its bene�ts—you won’t incur a lot 
of trading fees if you’re not jumping 
into and out of investments—they’re 
generally outweighed by the costs.

Mark suggests asking yourself three 
questions when evaluating your cur-
rent investments:

1  Would I buy it today? 
Look at each investment in your port-
folio and ask yourself if you’d be will-
ing to purchase it at its current price. If 
the answer is no, consider selling.

2  What was my rationale  
 for buying? 
Remind yourself of the reasons you 
bought each security in the �rst place. 
If those conditions no longer apply—a 
company with international growth 
aspirations ended up sticking to its U.S. 
strategy, for example—consider selling.

3  Are there better options? 
List three compelling ideas you have 
for new investments—and compare 
them with your current holdings. If 
your current holdings pale in compar-
ison, consider reallocating the money 
to the new investments.

The bottom line  Don’t fall in love with 
your portfolio. Unload holdings that no 
longer �t your investment strategy—
even if you’ve owned them a long time.

For portfolio management solutions that 
can help curb behavioral biases, visit 
schwab.com/portfoliomanagement.

Have questions? Call 866-893-6699 to 
speak to a Schwab fixed income specialist.

LET’S
TALK

LET’S 
TALK See page 42 for important information. ◆ Investors should consider carefully information 

contained in the prospectus, including investment objectives, risks, charges and expenses. 
You can request a prospectus by calling Schwab at 800-435-4000. Please read the prospectus 
carefully before investing. ◆ Lower-rated securities are subject to greater credit risk, default 
risk and liquidity risk. (0217-LPS2)

Higher 
Returns on  
the Horizon?
With interest rates on the 
rise, bank loan funds may  
be poised for takeo�.

espite the 
Federal Reserve’s 

recent rate hike, �xed 
income yields are 
still low by historical 
standards—a reality 
that has prompted 
many investors to turn 
to ever more esoteric 
investment vehicles in 
hopes of higher returns. 
One example: bank 
loans—a type of cor-
porate debt issued by 
companies with poor 
credit ratings. They’re 
private transactions, 
so you don’t purchase 
bank loans directly but 
rather through a mutual 
fund or an exchange-
traded fund.

The underlying loans 
have coupons that 

include a �oating refer-
ence rate—o�en based 
on the three-month 
London Interbank 
O�ered Rate (LIBOR)—
plus a �xed spread to 
compensate for the risk. 
The �oating rate means 
the overall yield rises 
along with short-term 
interest rates, while the 
spread typically boosts 
the yield above that of 
more traditional �xed 
income investments.

Most bank loans 
have a LIBOR “�oor,” 
meaning the reference 
rate will never be set 
below that threshold. 
(Nearly all bank loans 
have a �oor of 1% 
or less.) Once LIBOR 
exceeds that �oor, the 

reference rate is free to 
�oat upward.

LIBOR is closely tied 
to the federal funds 
rate, so it tends to rise 
as the Fed raises rates. 
That was the case a�er 
the Fed’s rate hike late 
last year, when the 
three-month LIBOR 
�nally surpassed the 
1% mark—resulting 
in higher coupons for 
nearly all bank loans.

The bottom line  
Bank loan funds are not 
suitable for everyone. 
But if you’re interested 
in an investment with a 
high relative yield that 
could bene�t from future 
rate hikes, they might be 
worth considering.

D

1Daniel Kahneman, Jack L. Knetsch and 
Richard H. Thaler, “Experimental Tests of the 
Endowment E�ect and the Coase Theorem,” The 
Journal of Political Economy, December 1990.

See page 42 for important information.
(0217-LVU0)
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To make catch-up contributions to your IRA, log in to 
schwab.com/contribute. You have until April 18, 2017, 
to make contributions for the 2016 tax year.

See page 42 for important information. ◆ This information is not intended 
to be a substitute or s eci c individuali ed ta , legal or investment lanning 
advice. here s eci c advice is necessary or a ro riate, chwab recommends 
consulting with a qualified tax advisor, CPA, financial planner or investment 
manager. (0217-LPSZ)

Playing 
Catch-Up
Boosting your retirement 
savings beginning at age 50 
can pay big dividends.

A LITTLE BIT 
CAN GO A 
LONG WAY:

tarting at age 50, investors can 
contribute an extra $1,000 annu-

ally to their Individual Retirement 
Accounts (IRAs)—from $5,500 to 
$6,500—and an extra $6,000 to their 
401(k)s (from $18,000 to $24,000), per 
current IRS rules. That may sound like 
too little, too late—but it’s neither. 
Here's a look at how these so-called 
catch-up contributions can help turbo-
charge your retirement savings.

The bottom line  Taking full 
advantage of catch-up contributions 
can lead to a signi�cantly larger 
portfolio at retirement.

S

7%
Your IRA portfolio 
at retirement is 7% 
greater with catch-up 
contributions.

Your 401(k) portfolio at 
retirement is a whopping 
22% greater with catch-up 
contributions.

22%

$1,000,000

$800,000

$600,000

$400,000

$463,664

$987,013

$807,579

IRA max + catch-up

401(k) max

401(k) max + catch-up

IRA max

$433,758

$200,000

$100,000

ACCOUNT 
BALANCE

AGE

55 6152 58 6450 56 6253 59 6551 57 6354 60 66 67

NEXT 
STEPS

Source: Schwab Center for 
Financial Research. This 
hypothetical example assumes 
an initial account balance of 
$100,000 at age 50, maximum 
annual contributions invested 
at the beginning of each year 
and a 6% annual rate of return 
added at the end of each year. 
It does not reflect the effects 
of fees or inflation. Amounts 
have been rounded to the 
nearest dollar.
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THE BOTTOM LINE

1  Start o� on the right foot 
Have a conversation about money 
early on—“the earlier the better,” Ada 
says. Address any outstanding debt on 
both sides, create a plan for paying it 
down and establish a monthly budget 
that includes saving toward major 
�nancial goals like a new home or 
retirement.

2  Get comfortable talking  
 about money
Financial decisions are rarely “one 
and done.” Make money matters—
large and small—a monthly topic of 
discussion.

3  Agree to no secrets
A marriage is a partnership. You 
wouldn’t hide cash or accounts from 
your business partner, and that applies 
equally to your spouse. It’s not uncom-
mon to maintain separate accounts, of 
course, but by all means be transparent 
about them.

4  Invest together
You and your spouse may have di�er-
ent levels of sophistication and expe-
rience when it comes to investing, 
so take a holistic approach to all of 
your investments and make decisions 
with a mutual understanding of the 
rewards and risks.

5  Plan for the unexpected
Give each other power of attorney 
and make your spouse your health 
care proxy and bene�ciary. Otherwise, 
critical decisions can fall to others or 
assets can go to previously named 
bene�ciaries. What’s more, Individual 
Retirement Accounts (IRAs) le� to 
spouses typically receive a more favor-
able tax treatment. Finally, be sure to 
share user names and passwords in 
case one of you becomes incapacitated.

The bottom line The strongest unions 
are based on honesty—and �nancial 
matters are no di�erent.

any newlyweds treat the topic of money as a sure sign the 
honeymoon’s over. But according to Schwab Financial 

Planners LisAnne Beard and Ada Kok, an early meeting of the minds 
about �nances is key to fostering a lasting union. “It’s important that 
you see eye to eye on �nancial matters right from the beginning,” 
LisAnne says. Here are their top tips for a prosperous partnership.

M

Why Newlyweds Should 
Talk Finances First
 
Speaking openly about money matters means less 
disagreement later on.

See page 42 for important information. 
(0217-LU3F)

Attend a financial workshop together.  
Find one at a Schwab branch near you at 
schwab.com/workshops.

LEARN 
MORE



S P R I N G  2 0 1 7    |    O N  I N V E S T I N G    |    9

penalties), undercutting the bene�ts 
of opening an IRA in the �rst place.

The IRS limits retirement savers to one 
60-day rollover per 12-month period 
(regardless of how many IRA accounts 
they hold) in order to discourage 
abuse of the provision as a short-term 
personal loan strategy. While there 
are some honor-system exceptions for 
those who miss the 60-day window—
including postal error and misplacing 
your disbursement check—you could 
still end up owing penalties and 
taxes if the agency later disputes your 
exceptions.

The bottom line When consolidating 
IRA accounts, it’s best to transfer the 
funds directly between institutions, lest 
the taxman come calling.

See page 42 for important information. 
(0217-LPLK)

Call us at 888-484-5340 or visit 
schwab.com/transfer to transfer 
an existing IRA to Schwab.

Beware 
the 60-Day 
Rollover
Direct transfers are still the
best option when moving 
Individual Retirement 
Accounts (IRAs).

ver time, you may have accu-
mulated multiple IRAs with 

various �nancial institutions, which 
can make it di¨cult to get a clear pic-
ture of your investment performance. 
Moving all your IRAs to a single �rm 
can help—but be careful how you go 
about it. If you act as the middleman, 
you could get hit with a tax bill.

There are two ways to transfer 
an IRA:

A direct (a.k.a. “trustee-to-trustee”) 
transfer, in which the funds never pass 
through the investor’s hands and there 
are no tax consequences.

An indirect transfer (a.k.a. “60-day 
rollover”), in which you liquidate 
your IRA, take possession of the funds 
and have up to 60 days to deposit the 
money into another IRA. Miss the 
60-day window and the funds could 
be subject to ordinary income tax 
(plus any applicable early-withdrawal 

O

NEXT 
STEPS
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state tax benefi ts and other benefi ts not available through this plan. 

As with any investment, it is possible to lose money by investing in this plan.

The Schwab 529 College Savings Plan is available through Charles Schwab & Co., Inc. and is managed by American Century Investment Management, Inc. The plan 
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Tuition, fees, books, room and board. It all adds up, and quickly. 
Whether you are saving for your child, grandchild, or other loved 
ones, a Schwab 529 Plan can offer the tax advantages, professional 
management, and fl exibility you’ll need to pursue your college 
savings goals.

Learn more at Schwab.com/529 or call 1-888-302-1559.

 Saving for college?

Consider the 
benefi ts of a 
Schwab 529 Plan.
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BY CARRIE SCHWAB-POMERANTZ
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Dear Reader,
Your question resonates with me 
because I have always known my 
family was there for me—not just my 
parents, but my grandparents, too. In 
fact, our family has a long tradition 
of one generation helping the next, 
especially when it comes to education, 
a �rst home or a business venture. Per-
sonally, I heartily endorse this spirit of 
generosity and want to continue it for 
my own children and future genera-
tions—provided, of course, they stay 
engaged with their �nances and also 
learn to stand on their own two feet.

That said, like you, I o�en hear 
contradictory opinions about today’s 
younger generations. Are they overin-
dulged, or do they really face greater 
�nancial challenges than previous 
generations? Let’s take a look.

A reality check
The impact of in�ation has certainly 
muddied these discussions, so let’s 
tackle that �rst. The issue is compli-
cated by the fact that in�ation hasn’t 
a�ected all goods and services equally. 
For example, when we compare in�a-
tion-adjusted prices today with prices 
40 years ago, some things, such as milk, 
eggs or even a television, have become 
less expensive on a relative basis, while 
other items, such as gasoline, bread 
and co�ee, have stayed pretty much 
the same. But big-budget items like col-
lege or a new home—precisely those 
things that can help build a prosper-
ous and healthy life—have increased 
dramatically, as demonstrated in the 
table on the next page. So to my mind 
the picture is clear: Young families are 
de�nitely facing a tougher road than 
previous generations.

Establishing a 
family giving 
plan that is fair, 
tax-e�cient and 
values-oriented. 

How One  
Generation 
Can Help  
the Next

A

Dear Carrie, 
I have three amazing children, plus 
�ve grandchildren. My husband 
and I are in a position to help them 
�nancially, but we want to be smart 
(and fair!) about it. I o�en hear that 
today’s young people are overly 
dependent on their parents, but I 
think they are facing a tougher road. 
What do you think?

Q
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ASK CARRIE

And the challenges don’t stop there. 
For example, many young families rely 
heavily on child care. According to the 
Care.com 2016 Cost of Care survey, 
54% of families said they spend more 
than 10% of their household income 
on child care—and one in �ve respon-
dents said they spend a quarter of 
their income or more.

Health care costs have also soared: 
From 1975 through 2015, annual 
health spending rose from $2,097 per 
person in in�ation-adjusted dollars to 
$8,054—a nearly threefold increase.1

Lead with your values
So what is the best way for a parent 
or grandparent to help? Personally, 
whenever I’m facing a �nancial deci-
sion, I start by going back to my core 
values. If you’re like my grandfather, 
who believed a solid education was 
the foundation of a successful life (and 
therefore went on to �nance college 
not only for his grandchildren, but 
for many others as well), you can start 
there. Or perhaps you place a higher 
value on launching a business, travel-
ing the world or having a comfortable 
family home. Fortunately, the possi-
bilities are just about endless—and 
that’s where it gets fun!

Be equitable
You also say you want to be fair in the 
way you help your children. Once 
again, opinions will di�er, but to me 
“fair” nearly always means “equal.” 
One child might currently have a 
greater �nancial need than another, 
but circumstances o�en change. So 
unless you have a good reason to 
believe that a disparity is likely per-
manent, I would encourage you to 
provide each family (or individual) 
with equivalent support.

Just to be clear, this doesn’t mean 
you need to provide each child or 
grandchild with exactly the same gi�. 
One family might need money for a 
�rst home, while another might ben-
e�t more from college funds.

Match your accounts to 
your goals
Once you’ve focused your support, 
it’s also important to pay attention to 
how you structure your gi�.

If you decide to create college funds 
for your grandchildren, a 529 plan 
has many bene�ts worth considering. 
Not only does it provide federal tax-

he or she reaches legal maturity. How-
ever, a custodial account can be a useful 
tool for incidental support.

Alternatively, if you are considering 
a larger gi� to a minor that won’t be 
accessed until sometime in the future, 
you might want to consider a Crum-
mey trust, which allows you to transfer 
wealth to your children during your 

free growth and tax-free withdrawals 
for quali�ed expenses (as well as 
tax-deductible contributions in some 
states), it also carries a special gi�-tax 
exclusion: You can contribute a tax-free 
lump sum of up to $70,000 ($140,000 
per couple) by electing to treat the gi� 
as though it were spread evenly over 
�ve tax years.2 In addition, you can 
contribute up to $200,000 per bene�-
ciary—and if the bene�ciary doesn’t 
deplete the account or chooses not to 
attend college, the funds are transfer-
able to other family members.

A custodial account is another pop-
ular choice, but I o�en warn against 
depositing large sums for two reasons. 
First, a custodial account doesn’t have 
tax advantages. Second, the funds 
become the property of the child when 

lifetime without incurring gi� taxes, 
assuming the amount is equal to or less 
than the annual gi�-tax exclusion.

Share your wisdom
Talk openly with your kids about 
the �nancial challenges you’ve faced, 
where you’ve stumbled and how 
you’ve succeeded. Explain the basics 
of saving and investing. And, above 
all else, help them to understand 
that money is only as valuable as the 
opportunities it can provide. And best 
of all? In the not-too-distant future, 
they’ll be in a position to pass along 
this wisdom to their own kids.

Carrie Schwab-Pomerantz 
(@carrieschwab), CFP®, is president of 
Charles Schwab Foundation and senior vice 
president of Schwab Community Services at 
Charles Schwab & Co., Inc.

See page 42 for important information. ◆ harles chwab oundation is a c  non ro t, 
rivate oundation that is not art o  harles chwab  o., nc., or its arent com any, he 

Charles Schwab Corporation. ◆ s with any investment, it’s ossible to lose money by investing in 
a  lan. dditionally, by investing in a  lan outside o  your state, you may lose ta  bene ts 
o ered by your own state’s lan. (0217-MFE9)

1Marjorie Smith Mueller and Robert M. Gibson, “Age Di�erences in Health Care Spending, Fiscal Year 
1975,” Social Security Administration, 1976; U.S. Department of Health and Human Services, “Health, Unit-
ed States, 2015: With Special Feature on Racial and Ethnic Health Disparities,” 2015. 2In 2017, an individual 
can gi� up to $14,000 a year to an unlimited number of people, without tax or reporting requirements.

*Alan Booth, Child Care in the 1990s: Trends and Consequences; Committee for Economic Development, 
“Child Care in State Economies,” 08/2015. †U.S. Census Bureau, “Median and Average Sales Prices of New 
Homes Sold in United States,” 01/1963–08/2016. ‡National Center for Education Statistics, “Average 
undergraduate tuition and fees and room and board rates charged for full-time students in degree-
granting postsecondary institutions, by level and control of institution: 1963–64 through 2014–15.” 
§Marjorie Smith Mueller and Robert M. Gibson, “Age Di�erences in Health Care Spending, Fiscal Year 
1975,” Social Security Administration, 1976; U.S. Department of Health and Human Services, “Health, 
United States, 2015: With Special Feature on Racial and Ethnic Health Disparities,” 2015.

Young families 
face a tougher 
road

New 
home† 

77%

In�ation-adjusted  
increase  
(1975 vs. 2015)

Child 
care*

(annual)

63%

Health 
care§

(annual)

284%

College‡

(annual)

154%

ind more insights about kids and money 
at schwab.com/parenting.
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The Rise 
of REITs

Real estate investment  
trusts have had a good  

run—but are they  
headed for a tumble?

By Brad Sorensen
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ometimes you don’t know what 
you’ve got until it’s gone. That 

may be the case today for investors in 
�nancial sector index funds. In August 
2016, GICS®—the Global Industry 
Classi�cation Standard for equities 
developed by Morgan Stanley Capital 
International (MSCI) and Standard & 
Poor’s—split o� real estate securities 
from �nancials, creating a new sector 
for the �rst time since GICS was con-
ceived in 1999. By mid-September, the 
mutual funds and exchange-traded 
funds (ETFs) that track these �nancial 
sector indexes had to either drop real 
estate securities altogether or transfer 
those holdings to index funds tracking 
the new sector. (See “What happened 
to my �nancial sector fund?” below.)

While some fund companies com-
municated the changes before they 
occurred, many investors are just 
now waking up to the reality that 
they might owe taxes on capital gains 
related to the shi� in their funds’ hold-
ings. Still others might be wondering 
whether they are underweight or 
overweight in �nancials or real estate 
stocks and need to rebalance.

At times like these, it’s important to 
understand not only what you own in 
your portfolio but whether it still �ts 
your needs. Real estate stocks have 
very di�erent risk-return pro�les from 
�nancials, and the two sectors will 
likely diverge further in the months 
ahead as interest rates rise. So how 
does the new sector work—and what 
are the potential consequences for 
investors?

A look at the new sector
Nearly all of the new real estate 
sector is made up of equity real 
estate investment trusts, or REITs: 
companies that own physical prop-
erty—apartments, malls, storage 
facilities and the like—and typically 
receive rental income. (Real estate 
management and brokerage compa-
nies make up the small remainder of 

the sector. So-called mortgage REITs, 
which purchase mortgages rather 
than physical property, remain in 
the financial sector.)

REITs are required to pay out a 
majority of their taxable income to 
shareholders in the form of dividends. 
As of late 2016, the average dividend 
yield of the S&P U.S. REIT Index was 
4.17%, compared with 2.12% for the 
S&P 500® Index.1 Indeed, The Wall 
Street Journal reported last year that, 
without the bene�t of REITs, the divi-
dend yield of the �nancial sector could 
drop by about 20 basis points, from 
2.28% to 2.08%.2

High dividend yields have helped 

REITs produce attractive returns in 
recent years, which prompted MSCI 
and Standard & Poor’s to consider 
adding the new sector. As of December 
2016, the MSCI U.S. REIT Index, for 
instance, had returned 4.3% on an 
annualized basis over the past 10 years.3

REITs’ future prospects
The question now is whether that 
performance is sustainable. Equity 
REITs have provided attractive income 
streams of late, but it’s important to 
remember that, like all stocks, they 
are subject to volatility—as well as 
additional risks. Here are three major 
factors to keep an eye on: 

1 Rising interest rates
If U.S. interest rates continue to inch 
higher over the next several years, 
real estate companies’ borrowing 
costs will rise with them, potentially 
reducing pro�t margins. Additionally, 
investors have turned to REITs to gen-
erate income in the current low-rate 

1. REAL ESTATE DROP 
Most funds elected to sell o� their real estate investments and 
reinvest the proceeds back into the core �nancial stocks left 
in the existing sector fund. This meant investors in such funds 
had more exposure than before to banks, brokerages, insurers 
and other core �nancial holdings. Given REITs’ price gains in 
recent years, it also means that those investors will likely owe 
capital gains taxes come April 15. Check your related annual 
1099 tax form for more information.

2. REAL ESTATE SWAP 
The remaining funds transferred their real estate holdings to 
stand-alone real estate index funds, which were awarded to 
fund holders through a special dividend of shares. The tax 
treatment of the special dividend will vary from fund to fund, 
so it’s best to check with your fund provider or tax professional 
for speci�c details.

What happened to my financial sector fund?

To adjust to the new real estate sector classi�cation, mutual funds and 
exchange-traded funds that track the Global Industry Classi�cation 
Standard for equities developed by Morgan Stanley Capital International 
and Standard & Poor’s had to either drop real estate securities altogether 
or transfer those holdings to index funds tracking the new sector. Both 
moves have rami�cations for investors’ sector allocations and taxes:

Brad Sorensen, CFA®, 
is managing director 
of market and sector 
analysis at the Schwab 
Center for Financial 
Research.

S

Call 888-484-5340 to 
discuss your real estate 
sector allocation.

LET’S 
TALK
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REITs surge in size
Since 2005, the total market capitalization of U.S. equity real estate investment trusts has 
nearly tripled—from just over $300 billion to roughly $1 trillion.

1S&P Dow Jones Indices, as of 11/30/2016.
2Daisy Maxey, “When REITs Leave, Financial-Sector Funds 
Could Lose Some Yield,” The Wall Street Journal, 08/18/2016.
3MSCI Inc., as of 12/16/2016.

Investors have turned to REITs 
to generate income in the 
current low-rate environment, 
but higher interest rates may 
prompt many to migrate back 
to traditional �xed income 
investments.

See page 42 for important information. ◆ Investing in REITs 
may pose additional risks such as real estate industry risk, 
interest rate risk and liquidity risk. ◆ Risks of REITs are 
similar to those associated with direct ownership of real 
estate, such as changes in real estate values and property 
taxes, interest rates, cash flow of underlying real estate 
assets, supply and demand, and the management skill and 
creditworthiness of the issuer. ◆ Schwab does not provide 
tax advice. Clients should consult a professional tax advisor 
for their tax advice needs. (0217-MT68)
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2006

Equity REITs’ 
total U.S. market 
capitalization reaches 
$400 billion. GICS 
divides REITs into 
seven subcategories: 
diversi�ed, industrial, 
mortgage, o§ce, 
residential, retail and 
specialized.

2016

Equity REITs’ 
total U.S. market 
capitalization 
hits nearly 
$1 trillion. 
Real estate 
(including REITs 
but excluding 
mortgage REITs) 
breaks free 
of �nancials, 
becoming the 
11th GICS sector.

1999

Morgan Stanley Capital 
International (MSCI) and 
Standard & Poor’s launch 
GICS, the Global Industry 
Classi�cation Standard 
for equities. The total U.S. 
market capitalization of 
equity REITs—then part 
of the �nancial sector—
stands at $118 billion.

environment, but higher interest rates 
may prompt many to migrate back to 
traditional �xed income investments.

2  A changing rental market
Home: REITs may experience addition-
al challenges if a signi�cant number of 
renters transition to homeownership. 
The median rent in the U.S. has been 
steadily increasing for nearly a decade. 
If the price di�erence between rents 
and mortgage payments continues 
to shrink, more renters may become 
owners, potentially leaving behind an 
oversupply of rental apartments.

Commercial: Declining sales at brick-
and-mortar shops due to the rise of 
online shopping will likely lower the 
rents malls charge tenants, further 
undercutting equity REITs.

O�ce: The demand for o®ce space 
may decline if the trend toward 
working remotely continues.

3  The current U.S. economic  
 expansion
Although an economic contraction 
isn’t yet on the horizon, all expansions 
eventually lead to a recession. Given 
the cyclical nature of commercial real 
estate, that could mean oversupplies 
of o®ces, malls, factories and other 
commercial properties many REITs 
rely on for income.

To be sure, we don’t believe rental 
markets are in danger of imminent 
collapse. For income-minded inves-
tors, maintaining the same amount of 
exposure that the S&P 500 allocates to 
equity REITs—about 3%—may make 
sense given their historically attractive 
dividend payouts. But we do expect the 
longer-term trends identi�ed above 
to start solidifying over the next two 
years. Consequently, if the percentage 
of real estate holdings in your portfolio 
exceeds that 3% mark, it might be time 
to consider taking some pro�ts. 

Note: All data as of year-end, except 2016, which is as of June 30. Sources: MSCI, “Historical changes to the GICS structure,” 04/28/2006. NAREIT, “Understanding REITs: 
Industry Equity Market Cap Breaks $1 Trillion,” 07/11/2016. NAREIT, “US REIT Industry Equity Market Cap,” year-end 1999 through year-end 2015. Standard & Poor’s, 
“Standard & Poor’s Announces Global Industry Classi�cation Standard (GICS) Changes to the S&P REIT Composite Index,” PR Newswire, 04/10/2006.
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s ETFs have proliferated, so too 
have the questions surrounding 

them. While some queries can be 
technical, they more typically boil 
down to �ve basic questions. Here’s 
your guide to one of the most versatile 
investment vehicles around.
 
1 Do ETFs invest only in 
stocks?

No. While the earliest ETFs invested 
solely in stocks, today they invest in 
everything from U.S. Treasury bonds 

and gold to oil futures and even 
volatility contracts. Although there 
aren’t any ETFs yet that invest in, say, 
collectible wine or �ne art, the range 
of investable assets in ETFs is impres-
sive—and one of the features investors 
appreciate most.

2  How useful are star ratings 
when researching ETFs?

Not very. Actively managed mutual 
funds, index mutual funds and ETFs 
are all lumped together by category for 
star-rating purposes. However, while 
most actively managed mutual funds 
aim to outperform their benchmark 
indexes—and are rated higher when 
they do—most ETFs aim to track their 

Michael Iachini, CFA®, 
CFP®, is vice president 
of mutual fund and ETF 
research at Charles 
Schwab Investment 
Advisory, Inc.

PERSPECTIVES   |    FAQs ABOUT ETFs

The ABCs of ETFs
Answers to your most common questions 
about exchange-traded funds. By Michael Iachini

A

To find our experts’  
ETF picks, visit 
schwab.com/selectlist.

LEARN
MORE



S P R I N G  2 0 1 7    |    O N  I N V E S T I N G    |    1 7

benchmark indexes. So you’d expect 
ETFs to fall in the middle of the pack 
when it comes to performance, with 
actively managed mutual funds either 
outperforming or underperforming 
the benchmark-tracking ETFs. If an 
ETF is rated lower—say, one or two 
stars—this suggests that most actively 
managed mutual funds in the category 
outperformed the benchmark, not 
that the ETF performed poorly. More 
useful factors to consider are an ETF’s 
assets under management, bid-ask 
spread and expense ratio.

3   Do bond ETFs have 
maturity dates, like 
conventional bonds?

Not normally. Most bond ETFs are 
intended to operate in perpetuity 
(just like bond mutual funds). If the 
ETF owns a bond that matures, the 
fund manager ordinarily reinvests the 

$21.49. Neither precludes you from 
buying or selling at the prevailing price; 
however, both tell your broker to exe-
cute your trade right away—unless the 
market moves outside the limits set by 
your “marketable” limit order.

5  Why do ETFs occasionally 
shut down completely—and 
what happens when they do?

Not surprisingly, ETF providers gener-
ally shutter a fund for business reasons. 
For example, this o�en happens when 
an ETF fails to reach or falls below the 
minimum assets under management 
required for pro�tability. When this 
occurs, the provider normally makes 
an announcement weeks in advance, 
at which point many investors liqui-
date their shares. Selling your shares 
before the ETF actually shuts down is 
usually simpler for tax purposes.

Those who retain their shares until 
the fund closes typically receive a cash 
distribution once the ETF’s remain-
ing assets have been liquidated. The 
distribution per share will ordinarily 
be close to the net asset value per out-
standing share at the time of the fund’s 
closing; however, it can be lower if the 
ETF’s assets prove particularly di�cult 
to sell. What’s more, there may be 
tax consequences from receiving this 
distribution if the ETF’s assets sell at 
a value greater than that at which the 
ETF acquired them. 

proceeds in other bonds so that the 
portfolio continues paying interest.

That said, a few bond ETFs attempt 
to “mature” like traditional bonds. 
These ETFs own a basket of bonds 
from various issuers that all mature 
or are expected to be called by the 
issuer in a given year. Once all the 
bonds have matured or been called, 
the ETF closes down and distributes 
the resulting cash to shareholders. 
These ETFs can be useful for investors 
who want a large distribution of cash 
at a predictable point in the future, but 
who desire more diversi�cation than 
any single bond can o�er. Unlike tra-
ditional bonds, however, a bond ETF 
doesn’t promise to pay a particular 
amount at maturity, just your portion 
of the money realized from the bonds 
that mature, based on your number of 
shares.

4  What order type should I 
use when buying or selling 
ETF shares?

It depends entirely on your goals:

 If you’re looking to buy or sell 
quickly, a market order tells your bro-
ker to buy or sell shares immediately. 
This o�ers speed but not price—in 
fact, you could end up buying or sell-
ing at a price you don’t like, especially 
if the market is moving quickly.

 If, on the other hand, you want to 
specify the price at which your shares 
are bought or sold, a limit order is 
likely what you want—though the 
trade might not be executed at all if 
there’s not a market for your stipu-
lated price.

 For those looking to optimize speed 
and price, a “marketable” limit order 
speci�es the most you’re willing to 
pay (generally a little higher than 
the current asking price) or the least 
you’re willing to accept (generally a 
little lower than the current bid price). 
For example, if the ask is $21.55, you 
could place a limit order to buy at 
$21.58; conversely, if the bid is $21.52, 
you could place a limit order to sell at 

See page 42 for important information.
◆ Investors should consider carefully 
information contained in the prospectus, 
including investment objectives, risks, 
charges and expenses. You can request 
a prospectus by calling Schwab at  
800-435-4000. Please read the prospectus 
carefully before investing. ◆ Investment 
returns will fluctuate and are subject to 
market volatility, so that an investor’s shares, 
when redeemed or sold, may be worth more 
or less than their original cost. (0217-LY6V) 
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Kathy Jones 
(@kathyjones) is senior 
vice president and chief 

xed income strategist 
at the Schwab Center 
for Financial Research.

Bonds Get  
a Boost
Winds of change may bring 
higher yields.
By Kathy Jones

J ust last summer, bond investors 
were worried about negative 

interest rates landing on U.S. shores. 
Those concerns were largely due to the 
subzero-interest-rate policies adopted 
by �ve major overseas central banks. 
If they could lower rates below zero, 
could the Federal Reserve be next? 

What a dierence a few months 
make. Global bond markets have 
undergone a major shi�, mainly in 
response to two somewhat surprising 
outcomes—the Brexit vote in the 
United Kingdom and the election of 
Donald Trump in the United States—
which together have all but wiped out 
concerns about negative interest rates 
here at home.

These elections suggest an increas-
ingly populist sentiment around the 
globe—and with it a dierent approach 
to economic stimulus. Instead of reli-
ance on monetary policy, which lowers 
interest rates to stoke the economy, we 
expect an embrace of �scal stimulus, 
which uses tax cuts and increased gov-
ernment spending to fuel expansion. 
This shi� could be a game changer for 
the world’s bond investors, who may 
�nally receive the higher yields they’ve 
been craving.

Let’s take a closer look at how �scal 
stimulus, in�ation and a rising dollar 
might impact bond investors.LET’S 

TALK

Call a Schwab fixed income specialist 
at 866-893-6699 for help with your 
bond investments.

several governments had started loos-
ening their purse strings to stimulate 
their economies, rather than relying 
almost exclusively on low interest 
rates. Rising expectations that gov-
ernments may further shi� away from 
monetary policy in favor of other �scal 
measures1 have already done much 
to li� bond markets worldwide (see 
“Bonds step up,” next page).

Fiscal stimulus
Likely impact:

U.S. bond prices , yields 
Since the Great Recession, central 
banks around the world have pushed 
interest rates to record lows to stimu-
late borrowing and economic activity. 
But these rock-bottom and even nega-
tive interest rates haven’t done much 
to spark global economies, and have 
been hard on savers, especially retir-
ees. Insurance companies and pension 
funds, which invest for income over 
the long run, have also struggled in 
this protracted low-rate environment, 
as have banks, for which lending has 
been far less pro�table.

Even before last year’s elections, 
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1  Reducing the average duration of  
bond portfolios: Buying bonds with 
shorter maturities can help you take 
advantage of rising rates sooner. A 
bond ladder—in which you purchase 
individual bonds with staggered 
maturity dates and reinvest the prin-
cipal in new bonds as each one comes 
due—is one way to accomplish this.

2  Reducing exposure to foreign 
bonds: Foreign bonds generally have 
lower yields than those in the U.S., and 
the value of those priced in their local 
currency may continue to slide in the 
face of a strengthening dollar.

That said, the continued rise of the 
greenback could slow the pace at which 
the Fed raises interest rates, making the 
above strategies less urgent. 

In�ation
Likely impact:

U.S. bond prices , yields
More �scal stimulus means more 
money pouring into the global econ-
omy, which should stimulate demand 
and drive up the cost of goods and 
services. Where bonds are concerned, 
�scal stimulus means governments will 
�nance more debt, creating a greater 
supply of higher-yielding bonds and 
further driving down prices on existing 
ones. What’s more, in�ation and a 
widening budget de�cit mean the Fed 
is likely to raise interest rates more 
rapidly than previously anticipated, 
further pushing up yields on new 
bonds while making existing bonds 
even less attractive.

One caveat: A strengthening U.S. 
dollar (see “The almighty dollar,” 
right) could cause the Fed to slow its 
pace of tightening. That’s because the 
eect of a rising dollar is similar to that 
of a Fed rate hike: It makes U.S. exports 
more expensive on world markets, 
reducing exports and slowing eco-
nomic growth. Meanwhile, a stronger 
dollar lowers import prices, reducing 
in�ation. Consequently, a signi�cant 
rise in the dollar could conceivably 
waylay future rate hikes.

A rising dollar
Likely impact:

Int’l bond prices , yields 
In the U.S., there are signs that 
the dollar’s rise will continue. U.S. 
short-term interest rates are already 
signi�cantly above those in Europe and 
Japan, and the likelihood of even higher 
rates as the U.S. economy continues to 
outpace other major markets could 
make the dollar even more attractive 
relative to other major currencies. 
Combined, these forces could help 
extend the dollar’s rally, with negative 
consequences for many non-dollar-
denominated bonds.

What you can do
With the U.S. economy growing, in�a-
tion edging higher and the prospect of 
�scal stimulus on the horizon, bond 
yields are likely to continue moving 
higher in the short term. That’s a 

mixed blessing for investors. On the 
one hand, higher interest rates will 
push down the price of bonds. On 
the other, higher yields will come as 
welcome relief to investors who’ve 
been waiting years for the increased 
income from their portfolios.

In general, investors can best prepare 
for moderately higher interest rates in 
the year ahead by:

Source: Bloomberg L.P. Values expressed in basis points.

See page 42 for important information.
◆ Past performance is no guarantee 
of future results and the opinions 
presented cannot be viewed as an 
indicator of future performance. 
(0217-LY3R)

Note: The U.S. Dollar Index is a measure of the value of the U.S. dollar relative to a basket of foreign currencies.  
Source: Bloomberg L.P. Daily data as of 11/21/2016.

The almighty dollar 
The greenback continues to gain strength.
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Whether you invest at 
the top or the bottom, 
in the long run getting 
into the market 
has historically 
beaten sitting on the 
sidelines. Here’s how 
$10,000 invested in 
the S&P 500® Index 
at �ve market peaks 
(a.k.a. “bad” timing) 
and �ve market 
troughs (a.k.a. 
“perfect” timing)— 
and held through 
year-end 2015—
performed against the 
same amount held in 
a cash equivalent.

IS THERE 
EVER 
A “BAD” 
TIME TO 
INVEST?

Call us at 
888-484-5340 
to discuss your 
investment 
strategy.

LET’S 
TALK

A

Over the very  
long haul—25 
years—the value  
of $10,000 invested 
at the market’s 
peak would have 
surpassed a cash  
equivalent by 
381%.

+381%

B

After 17 years, a 
$10,000 investment at 
the top of the market 
would have been worth 
14% less than the same 
amount invested at the 
bottom of the market—
but 80% more than a 
cash equivalent.

+80%

B

Peak 
07/17/1998
Trough
08/31/1998
Decline 
–19.3%
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See page 42 
for important 
information. ◆ This 
chart represents 
a hypothetical 
investment and is for 
illustrative purposes 
only. ◆ Dividends 
and interest are 
assumed to have 
been reinvested, and 
the example does not 
reflect the e ects 
of taxes, expenses 
or fees. The actual 
annual rate of return 
will fluctuate with 
market conditions.  
◆ Past performance 
is no guarantee 
of future results. 
(0117-PLKF)

INFOGRAPHIC BY JASON LEE
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Source: Schwab 
Center for 
Financial 
Research. Stocks 
are represented 
by the S&P 
500, and cash 
equivalents by 
the Ibbotson 
U.S. 30-day 
Treasury Bill 
Index. Indexes 
are unmanaged, 
do not incur 
fees or expenses, 
and cannot 
be invested in 
directly.

C

Had you invested at the 
peak preceding the dot-
com bubble, after 15 years 
your $10,000 investment 
still would have ended 
up 42% ahead of a cash 
equivalent...

+42%

D

...and had you invested at 
the peak preceding the 
Great Recession, after 
eight years you would 
have ended up 54% ahead 
of a cash equivalent.

+54%

E

Even over a relatively 
short term—less than 
�ve years—$10,000 
invested at the market’s 
peak would have bested 
a cash equivalent by 66%.

+66%

C  
Peak  
03/24/2000
Trough  
10/9/2002
Decline  
–49.1%

D

Peak  
 10/9/2007
 Trough  
 03/9/2009
Decline  
–56.8%

E

Peak  
04/29/2011
Trough 
10/3/2011
Decline  
–19.4% 

  Cash equivalent (invested at peak)         Bad timing (invested at peak)         Perfect timing (invested at trough)(invested at peak)       (invested at peak)       
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Note: Original data based on 1,269 observations from a special retirement planning module for the 2004 Health and Retirement Study targeting Americans over 50. Source: “Financial Literacy 
and Planning: Implications for Retirement Wellbeing,” 05/2011, page 29. ©2011 by Annamaria Lusardi and Olivia S. Mitchell. All rights reserved.

Non-planners

Average 
total net 
worth3X

Successful planners

Successful planning can help propel net worth: In a 
study of Americans over 50, successful planners—those 
who stuck with their plans—achieved an average total  
net worth three times higher than those who didn’t plan.

1. Establish a financial plan based
    on your goals

Be realistic about your goals
 Review your plan at least annually
 Make changes as your life circumstances change

7THE FUNDAMENTALS YOU NEED FOR INVESTING SUCCESS.

INVESTING 
PRINCIPLES

See page 42 for important information. ◆ Past performance is no indication of future results. 
◆ Indexes are unmanaged, do not incur fees and expenses, and cannot be invested in directly. 
◆ iversi cation strategies do not ensure a ro t and do not rotect against losses in declining 
markets. ◆ Examples provided are for illustrative purposes only and are not intended to be 
reflective o  results you can e ect to achieve. (0217-RC2D)

For videos and more on Schwab’s 
seven Investing Principles, visit 
schwab.com/principles.
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2015

Fees can eat away at returns: If $3,000 had been 
invested in the S&P 500 every year for 10 years—and 
then left invested for another 10 years with no additional 
contributions—lowering fees by three-quarters of a 
percentage point would have yielded an additional $8,500.

Asset classes perform differently: $100,000 invested 
in U.S. large-cap stocks in 1995 would have nearly 
quintupled over 20 years. A more moderate allocation 
would have captured much of that growth with less 
volatility over the same period.

It pays to invest early: Maria and Ana invested $3,000  
every year on January 1 for 10 years, starting in 1996  
and 2006, respectively. But even though Maria stopped 
when Ana started, Maria ended up $31,000 ahead of Ana  
by year-end 2015—because she was invested longer.

ource  chwab enter or inancial esearch, with data rom orningstar. he hy othetical investor invests ,  on the rst day o  anuary every year or  years. eturns are assessed a ee at 
year-end. The hypothetical portfolio is invested entirely in the S&P 500 from 01/01/1996–12/31/2015. In scenarios involving fees, those fees are paid annually for 20 years. Chart does not take into 
account possible taxes.

4. Minimize fees and taxes
Markets are uncertain; fees are certain

  Pay attention to net returns
  Minimize taxes to maximize returns

ource  chwab enter or inancial esearch, with data rom orningstar. he inde es used are  arclays . . ggregate ond ed income , itigrou  onth . . bills cash e uivalents ,  
EAFE® et o  a es international stocks , ussell ® small ca  stocks  and   large ca  stocks . he moderate allocation is  ed income,  large ca  stocks,  international 
stocks,  small ca  stocks and  cash e uivalents.

Fixed income Cash equivalents

Moderate allocationLarge-cap stocks
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3. Build a diversified portfolio  
based on your tolerance for risk

 Know your comfort level with temporary losses
Understand that asset classes behave differently

 Don’t chase past performance

Source: Schwab Center for Financial Research, with data from Morningstar. The hypothetical portfolio is invested entirely in the S&P 500® Index from 01/01/1996–12/31/2015 for Maria, and 
rom  or na. he end amount includes ca ital a reciation and dividends. aria’s average annual rate o  return is .  na’s is . . ividends are assumed to be 

reinvested when received. ees and e enses would lower returns. he actual rate o  return fluctuates with market conditions.

2. Start saving and investing today
 Maximize what you can afford to invest
 Time in the market is key
 Don’t try to time the markets—it’s nearly impossible

 Total contributions  Total earnings

$100k

$80k

$60k

$40k

$20k

$0
20 years: Maria 10 years: Ana

$83,458

$52,228
$53,458

$22,228

$30,000 $30,000

No fees 0.75% fee 1.5% fee
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Number of years

202 64 8 10 12 14 16 18

$100k

$80k

$60k

$40k

$20k

$0
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Progress toward your goal is more important than 
short-term performance: Over 20 years, markets went  
up and down—but a long-term investor who stuck to her 
plan would have been rewarded.

If left unattended, a portfolio can “stray”: If a portfolio 
that began in 2002 with a 50/50 stock/bond allocation had 
been allowed to drift to a 60/40 allocation over the next 
five years, it would have suffered larger losses in 2008 
than had it been rebalanced regularly.

Defensive asset classes have performed better when 
stocks break down: During two recent downturns, 
defensive assets rose while U.S. stocks fell.

Press makes noise to sell advertising
 Markets fluctuate
 Stay focused on your plan

 Be disciplined about your tolerance for risk
 Stay engaged with your investments

Understand that asset classes behave differently

 Modest temporary losses are okay, but recovery from significant  
losses can take years

 Use cash investments and bonds for diversification
Consider options as a hedge against market declines—certain  
options strategies can be designed to help you offset losses1

7. Ignore the noise

6. Rebalance your portfolio regularly

5. Build in protection against
    significant losses

Source: Schwab Center for Financial Research, with data from Morningstar. The chart illustrates the growth of $100,000 invested in the Schwab Moderate Allocation Model. The asset allocation 
plan is weighted averages of the performance of the indexes used to represent each asset class in the plans and is rebalanced annually. Returns include reinvestment of dividends and interest. 
he inde es re resenting each asset class are  arclays . . ggregate ond ed income , itigrou  onth . . bills cash e uivalents ,   et o  a es international stocks , 
ussell  small ca  stocks  and   large ca  stocks . he oderate llocation is com osed o   ed income,  large ca  stocks,  international stocks,  small ca  

stocks and  cash e uivalents.

ource  chwab enter or inancial esearch, with data rom orningstar. he ort olio above was com osed o   stocks and  bonds on , and was not rebalanced through 
. sset class allocations were derived rom a weighted average o  the total monthly returns o  inde es re resenting each asset class. he inde es re resenting the asset classes are 

arclays . . ggregate ond bonds  and   stocks . eturns assume reinvestment o  dividends and interest. ebalancing may cause investors to incur transaction costs and, when 
rebalancing a nonretirement account, ta able events may be created that may increase your ta  liability. ebalancing a ort olio cannot ensure a ro t or rotect against a loss in any given market 
environment.

’98
Global  
financial 
crisis
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Credit crunch
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1 tions carry a high level o  risk and are not suitable or all investors. ertain re uirements must be met to trade o tions through chwab. lease read the tions isclosure 
Document titled “Characteristics and Risks of Standardized Options” before considering any option transaction. Call Schwab at 1-800-435-4000 for a current copy or access it 
online at htt www.o tionsclearing.com about ublications character risks.js . u orting documentation or any claims or statistical in ormation is available u on re uest. 
◆ nvesting involves risks, including loss o  rinci al. edging and rotective strategies generally involve additional costs and do not ensure a ro t or guarantee against loss.

ource  chwab enter or inancial esearch, with data rom orningstar. he two eriods were selected to show how de ensive asset classes er ormed when . . stocks decreased by more than  
annually within the last  years . nde es re resenting each asset class are  iti reasury ill onth cash e uivalents , arclays . . reasury  ear  reasuries ,   recious 

etals  recious metals , arclays lobal ggregate . . ond  international bonds  and    . . stocks . eturns assume reinvestment o  dividends and interest. ees and e enses 
would lower returns. nternational investments may involve greater risk than . . investments due to currency fluctuations, un oreseen olitical and economic events, and legal and regulatory structures in 
foreign countries. Such circumstances can potentially result in a loss of principal.

2002 2007

Stocks Bonds

Risk tolerance Portfolio risk

Stocks Bonds

Risk tolerance Portfolio risk

  Cash equivalents      Treasuries      Precious metals

  International bonds      U.S. stocks
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Randy Frederick 
(@randyafrederick), left, is 
vice president of trading and 
derivatives at the Schwab Center 
for Financial Research.

Lee Bohl, CMT, is trading 
services manager at Charles 
Schwab & Co., Inc.

Trading 
Near the 
Bells
 
Tips for navigating 
the market’s frenzied 
open and close.
By Randy Frederick and Lee Bohl

f the �rst and last hours of the trading day seem 
like the most hectic, it’s because they are. On a 

typical day, more shares trade hands in the �rst hour 
than during any other, as orders placed when the mar-
ket was closed are processed. Volume tends to pick 
back up at the end of the day, as institutional investors 
look to close out positions or enter new ones.

Higher volume is generally good for active traders: 
More shares are available to trade, and that extra 
liquidity leads to tighter bid-ask spreads. But if 
you’re not careful, trades can quickly move against 
you, which is why most long-term investors should 
consider trading near the middle of the day, when 
conditions are generally calmer.

Even seasoned traders can �nd buying and selling 
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TRADING

near the bells a bit like sur�ng when 
waves are biggest—if you misread the 
conditions, you can easily get hurt. 
What’s more, the spikes in volume at 
these times happen for fundamentally 
di�erent reasons, so strategies that help 
you successfully navigate the market’s 
open may work against you at its close.

After the opening bell
Higher volume doesn’t always mean 
higher volatility, because there can 
still be an equilibrium between buy-
ers and sellers for a particular stock. 
But when news breaks a�er hours, 
an imbalance between buy and sell 
orders may cause a stock to open 
dramatically higher or lower than its 
price at the previous close.

Speci�cally, a stock with negative 
news o�en “gaps lower,” or opens 
much lower than it closed. In these 
cases, the stock tends to continue 
falling for the �rst �ve to 10 minutes 
as traders join the selling. This is typ-
ically followed by a recovery period 
for the next 20 minutes or so as the 
overnight gap is “�lled” by the uptrend 
(unless the news pushing the stock 
lower is truly disastrous). If you’re 
long the stock, it may be best to wait to 
see if it’s going to keep falling or start 
rallying. One way to protect yourself 
against further declines is to set a stop 
order under the lowest price reached 
in the �rst 10 minutes.

Stocks that “gap up,” on the other 
hand, may present a great selling 
opportunity. Like downward trends at 
the open, upward trends tend to reverse 
themselves a�er the �rst �ve to 10 min-
utes, so you’ll want to take advantage 
of the upside before the stock moves 
lower. In these situations, using a trail-
ing stop that rises along with the stock 
may help maximize your selling price.

In either case, you should know 
by 10 a.m. ET whether the opening 
trend will hold or reverse itself. One 
clue is the strength of the trend line. 
If the line is steep—think 45 degrees 

or greater—then the trend is likely 
to continue. But if it’s relatively �at, 
there’s a greater likelihood that the 
trend will �zzle out.

Before the closing bell
While price trends can break either 
way in the opening hour, they tend to 
build consensus in the closing hour. 
Stocks that have been trending up 
typically keep rising, while stocks that 
have been tracking lower o�en plumb 
new depths.

This is largely because end-of-day 
trading tends to be dominated by 
institutional investors. Index-fund 
managers generally trade near the 
close in order to match the returns of 
their benchmark. And mutual funds 
typically wait to execute trades so 
they know how much cash they need 
to raise to cover the day’s redemptions 
or, conversely, how much cash from 
new in�ows they have to invest.

Both of these factors tend to reinforce 

the direction prices have been heading 
over the course of the day. Indeed, if the 
market as a whole has been exhibiting 
a general uptrend, more o�en than not 
it will continue to move higher in the 
last hour. If you planned to sell a prof-
itable position, this may be a good time 
to do it. You never know what news 
might hit a�er the close, and there’s 
always the potential for the stock to 
gap lower the next trading day. On the 
other hand, end of day is generally not 
a great time to add a position, even one 
with a clear positive trend.

Two caveats: Big news during the 
day—say, a Federal Reserve interest 
rate announcement—can upset these 
market tendencies. And when reversals 
do occur in the �nal hour, they tend to 
be severe. For example, if the market 
has been moving lower and then starts 
to recover, nervous traders may begin 
snapping up shares to close out their 
short positions in what is called a “short 
squeeze,” pushing prices dramatically 
higher. On the �ip side, those with long 
positions may move to sell if prices 
that have been trending higher face 
resistance in the �nal minutes. Either 
way, it’s wise to wait until the last 10 to 
15 minutes to determine whether the 
day’s trend will hold or reverse.

Reducing your exposure
Generally speaking, we believe traders 
should never use more than 5% of 
their account for a single trade. During 
the especially �tful opening and 
closing hours, it may make sense to 
lower that exposure to no more than 
1%. And while there’s no guarantee 
that a stop order will be executed at 
or near the stop price, stop orders can 
help protect you against signi�cant 
declines—especially when you’re not 
available to actively monitor your 
positions during trading hours. 

See page 42 for important information.  
◆ Investing involves risks, including loss of 
principal. Hedging and protective strategies 
generally involve additional costs and do 
not ensure a profit or guarantee against 
loss. ◆ The trailing stop feature should 
not be confused with the stop order (order 
type). All StreetSmart Edge alerts with 
trailing stops or other conditional orders 
will be entered as a market order type 
(same day only). (0217-MB69)

RUSH HOURS
9:30–9:40 a.m. Stocks that open 
higher or lower than they closed 
typically continue rising or falling for 
the �rst �ve to 10 minutes…

9:40–10:00 a.m. …before reversing 
course for the next 20 minutes—
unless the overnight news was 
especially signi�cant.

10:00 a.m. In either case, you should 
know by this time whether the 
opening trend will hold or reverse 
itself.

3:00–4:00 p.m. While price trends 
can break either way in the opening 
hour, they tend to build consensus  
in the closing hour—barring big 
news during the trading day.

For more trading insights, attend a live online 
trading event hosted by Schwab’s trading 
experts at schwab.com/liveonline.

LEARN
MORE



Do you have The American 
Funds AdvantageSM?
Our equity funds have beaten their Lipper peer 
 indexes in 10- and 20-year periods*:

10-year periods 20-year periods

91%91% 95%95%

“  We’re always aiming to beat the market over the long term. That 
isn’t easy. But our  low management fees**, high manager tenure 
and proven investment approach have helped  us do it very well. 
And that’s the real advantage  — we pursue superior results so our 
investors can pursue their real-life goals.” — Keiko McKibben

Put our experience to work for you.

*Based on Class A share results for rolling periods through December 31, 2015.  Periods covered are the shorter of the fund’s 
lifetime or since the comparable Lipper index inception date (except Capital Income Builder and SMALLCAP World Fund, for 
which the Lipper average was used). Our fi xed-income funds have beaten their indexes 58% for 10-year periods and 58% for 
20-year periods.

**On average, our management fees were in the lowest quintile 68% of the time, based on the 20-year period ended 
December 31, 2015, versus comparable Lipper categories, excluding funds of funds.

Investments are not FDIC-insured, nor are they deposits of or guaranteed by a bank or any other 
entity, so they may lose value.   

Investors should carefully consider investment objectives, risks, charges and expenses. This and other important information 
is contained in the fund prospectuses and summary prospectuses, which can be obtained from a fi nancial professional and 
should be read carefully before investing. 

© 2016 American Funds Distributors, Inc. 

Keiko McKibben 
 Investment Analyst
17 years’ experience
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American 
Funds
Advantage
Make it yours
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Test Your 
Investing 
Smarts

How long 
do bull and 
bear markets 
for stocks 
generally last?
A  Bears last two times longer  

than bulls

B Bulls last four times longer 
than bears

C  They’re just about equal

3 True or false: You’re more 
likely to believe a market 
event will happen again in 
the near future because it 
occurred in the recent past.

A  True

B  False

SHARPEN YOUR FINANCIAL KNOW-HOW WITH OUR 10- QUESTION QUIZ.

2 Over the past 25 years, 
which investing method has 
consistently generated the 
worst returns for long-term 
investors?

A  Investing a lump sum at market 
peaks

B Investing a lump sum at market 
troughs

C  Staying in cash and not investing 
at all

4  Which of the following 
statements about bonds 
are true?

A  When interest rates rise, bond 
prices rise

B Bonds never outperform stocks

C Bonds don’t make sense for young 
or aggressive investors

D  All of the above

E  None of the above

When the Financial Industry 
Regulatory Authority (FINRA)  
asked �ve fundamental 
�nance questions in 2016, 
fewer than one in six 
respondents answered them 
all correctly.1

Let’s say you’re one of the 
people with a perfect score. 
Beyond the basics, how 
much do you know? Take  
our quiz to find out.

Answers  
on page 31

1
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5 What information can 
you find in a mutual fund’s  
prospectus?

A The fund’s fee structure

B The fund’s historical returns

C The fund’s investment objectives

D The fund’s investment risks

E All of the above

6 True or false: You can make 
money in the bond market even 
when yields are negative.

A  True

B  False

10 A 25-year-old who 
invests $100 per month and 
sees that investment grow 
6% per year will accumulate 
$138,000 by age 60.2 Which 
of the following scenarios 
would result in a similar 
portfolio balance?

A  A 35-year-old who invests $200 
per month until age 60

B A 45-year-old who invests $480 
per month until age 60

C  A 55-year-old who invests $1,990 
per month until age 60

D All of the above

9

What 
does the 
Sharpe 
Ratio 
measure?
A A company’s 

earnings before 
interest, taxes, 
depreciation and 
amortization relative 
to its stock price

B  A mutual fund’s 
return relative to its 
benchmark

C  The return a mutual 
fund manager 
produced relative to 
the risk he or she took 
to earn that return

8 On average, how 
much greater is the 
net worth of people 
who planned for 
retirement than that 
of those who didn’t?

A  Twice as great

B  Three times as great

C  Four times as great

7 Over the long term, what’s 
likely to be the better investment: 
stocks or your home?

A  Stocks

B  Your home

TEST YOUR INVESTING SMARTS
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1 Answer: B | While sustained market declines 
may feel like they last forever, they’re generally brief 
compared with sustained periods of gain. Over the 
past 50 years, for example, bull markets have lasted 
an average of 1,820 days, compared with just 433 
days for bear markets.3 In other words, those with a 
20-year investing horizon can a�ord a bad year or 
two, while those with far fewer years probably 
can’t. So be sure to stay on top of your portfolio—
and make adjustments as your time horizon and 
circumstances change.

2 Answer: C | Even investors with terrible timing, 
who entered the market when prices were highest, 
came out ahead of those who stayed on the sidelines. 
For proof positive, see page 20.

3 Answer: A | This behavioral tendency, known as 
“recency bias,” can skew your perception of the 
market and impact your long-term performance. It’s 
particularly detrimental a�er a big stock market 
decline: Many investors who assume the market will 
dip again miss out on the recovery. That’s not to say 
you should try to time the market—which is risky, at 
best—but you should be aware of behavioral biases 
that might otherwise work against you.

4 Answer: E | Despite the fact that the U.S. bond 
market is nearly twice the size of the U.S. stock mar-
ket, bonds are still a relatively misunderstood invest-
ment vehicle. Many people incorrectly assume that 
bonds are only for retirees or extremely conservative 
investors, when in reality there are many di�erent 
kinds of bonds with varying bene�ts, risks and uses.

5 Answer: E | Reviewing prospectuses can tell you 
a lot—including which funds delivered, even during 
downturns. Keep in mind, however, that past per-
formance doesn’t guarantee future success, so make 
sure a fund’s other attributes—such as its fees and 
objectives—also �t your investment strategy.

6 Answer: A | Investors can still turn a pro�t on a 
bond with a negative interest rate if there’s de�ation. 
For example, if a bond yields –1%, but the consumer 

price index falls by 2%, your purchasing power 
would still increase. You could also come out ahead if 
the price of the bond rises due to demand and you 
choose to sell it before the bond matures at face 
value. For example, if you bought a bond that yields 
–1% for $100 and sold it a year later for $102, your 
overall return would be 1%.

7 Answer: A | Homes and land have actually 
underperformed the stock market over the past 
century—signi�cantly so. According to Yale 
University economist Robert Shiller, in�ation- 
adjusted home prices rose an average of 0.6% a year 
from 1915 to 2015.4 By contrast, the Dow Jones 
Industrial Average o�ered an average real total 
return of 6.8% a year during roughly the same period 
(1914–2014).⁵

8 Answer: B | The di�erence between planning 
and not planning can be profound. According to a 
study by the National Bureau of Economic Research, 
the average planner saved $410,000, compared with 
just $122,000 for the average nonplanner.⁶

9 Answer: C | Successful mutual fund managers 
produce returns in excess of the risks they take, and 
that’s e�ectively what the Sharpe Ratio measures. 
The higher the number, the better a fund’s risk-
adjusted returns. Schwab’s online mutual fund 
screener (available at schwab.com/fundscreener) 
can sort funds by their Sharpe Ratio, highest to 
lowest. But remember: The Sharpe Ratio is just one 
measure; you should consider other factors—like 
fees, sector exposure and your overall asset 
allocation—before making a decision.

10 Answer: D | The sooner you start investing, the 
more you can bene�t from the power of compound-
ing—and the less you’ll need to set aside along the 
way. In fact, experts generally agree that if you start 
in your 20s, investing 10% of your income each 
month should be enough to build a comfortable 
retirement portfolio, whereas starting in your 30s 
means you’ll need to save and invest 15%–20% of 
your income to achieve the same results.

1FINRA, “Financial Capability in the United States 2016,” 07/2016. ²This example is hypothetical and is provided for illustrative 
purposes only. It is not intended to represent a speci�c investment product. Returns are prior to fees and taxes, and assume 
no reinvestment of dividends or interest. 3Schwab Center for Financial Research, with data from Bloomberg L.P. The market 
is represented by daily price returns of the S&P 500® Index. A bear market is de�ned as a period with a cumulative decline 
of at least 20% from the previous peak close. Its duration is measured as the number of days from the previous peak close to 
the lowest close reached a�er it has fallen at least 20%. Periods between bear markets are designated as bull markets. Past 
performance is no guarantee of future results. 4Robert Shiller, “Why Land and Homes Actually Tend to Be Disappointing 
Investments,” The New York Times, 07/17/2016. ⁵Alex J. Pollock, “The Stock Market in 100-Year Perspective,” American 
Enterprise Institute, 08/25/2015. ⁶Original data based on 1,269 observations from a special retirement planning module for 
the 2004 Health and Retirement Study targeting Americans over 50. Source: “Financial Literacy and Planning: Implications for 
Retirement Wellbeing,” 05/2011, page 29. ©2011 by Annamaria Lusardi and Olivia S. Mitchell. All rights reserved.

See page 42 for important information. 
◆ Investors should consider carefully 
information contained in the prospectus, 
including investment objectives, risks, 
charges and expenses. You can request a 
prospectus by calling Schwab at 800-435-
4000. Please read the prospectus carefully 
before investing. ◆ Past performance is no 
guarantee of future results. (0217-MW2R)

How’d 
you do?The answers—and why they matter
0–4 correct
It might be time 
to brush up on the 
basics.

5–7 correct
Not bad, but 
there’s room for 
improvement.

8–10 correct
Bravo! You’re a 
well-informed 
investor.

Regardless of 
how you scored, 
there’s always 
more to learn:

Turn to page 22 for 
Schwab’s “7 Investing 
Principles”—the 
fundamentals for 
investing success.

 Sign up for 
workshops in your 
area on investing, 
retirement, trading 
and more at schwab.
com/workshops.
 

 Find a wealth of 
articles, infographics, 
podcasts and videos 
available at schwab.
com/insights.
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but it can be a boon to the younger one 
(who, for planning purposes, should 
expect to live longer). That’s because 
Social Security allows the survivor to 
collect the deceased’s checks for life 
a�er reaching the full age of retirement 
(between 65 and 67, depending on 
when you were born). So, by putting o� 
Social Security payments, older part-
ners lock in the higher rate not just for 
themselves but also for their surviving 
spouses. “That’s a biggie,” Tim says.

Retirement savings
It’s a fact that many Americans are liv-
ing longer. The 2010 census found 1.9 
million people over age 90, compared 
with 720,000 in 1980.2 As a result, 
investors who once planned for a 
15- or 20-year retirement may now be 
looking at 30 years or more.

One common investment solution 
that makes sense for many is to 
stick with stocks for longer. But Rob  
Williams, director of income planning 
at the Schwab Center for Financial 
Research, cautions against radically 
reallocating to stocks in retirement. He 
recommends starting with the more 
traditional mix of 60% stocks and 40% 
bonds and cash investments, then 
adjusting the allocation as necessary 
based on the age of the younger spouse.

“A �nancial planner can help you 
determine the appropriate allocation 
for your needs,” Rob says. “You might 
�nd that a larger stock allocation is 
appropriate for your circumstances, 
but it’s best to talk to a professional 
before you make that leap.”

More important, he says, is to 
consider moving at least some of your 
savings into a Roth IRA. Unlike other 

Maybe one partner loves her job, 
while the other can’t wait to quit. 
Maybe one is in good health, while the 
other must retire for medical reasons. 
Most o�en, however, couples retire at 
di�erent times because of an age gap.

“If there are 10 or more years 
between you and your spouse, you’re 
probably going to have to bridge di�er-
ences in retirement funding and health 
care coverage for the younger spouse 
a�er the older spouse retires,” says Tim 
Cunningham, a �nancial planner in 
Schwab’s Denver o�ce. “By adjusting 
your approach to Social Security and 
pension payments, tweaking retire-
ment savings and possibly contribut-
ing money to a health savings account 
(HSA), you can help ensure that your 
savings sustain you both.”

Social Security
Although payments are determined 
by a complex formula that factors 
in age, number of years worked and 
annual earnings, the program cur-
rently pays more if you wait to collect. 
Start receiving checks at the earliest 
possible age of 62, and you’ll get a 
maximum monthly bene�t of $2,153 
in 2017 (with an incremental increase 
every year therea�er). Wait until 70—
beyond which there is no incremental 
bene�t—and you’re eligible for as 
much as $3,538.1

Postponing payments until age 70 
may not be ideal for the older spouse, 

BRIDGING THE RETIREMENT GAP

LET’S 
TALK

Need help planning a two-step retirement? 
Call us at 888-484-5340 to discuss how 
different time horizons can impact your 
investment strategy.

 Health care 
If you’re the younger spouse, 
consider a triple-tax-advantaged 
health savings account: 
contributions are tax-deductible; 
capital gains, dividends and 
interest accumulate tax-free; and 
you pay no tax on withdrawals for 
approved medical expenses.

 Pensions
Consider a Joint and Survivor 
Annuity, which allows you to 
cover a surviving spouse in return 
for a lower monthly bene�t.

 Portfolio allocation
Consider sticking with stocks for 
longer. It’s best to start with a 
traditional mix of 60% stocks and 
40% bonds and cash, then adjust 
your allocation depending on the 
age of the younger spouse.

  Roth IRAs
Consider moving at least 
some savings into a Roth IRA. 
They’re exempt from IRS-
mandated required minimum 
distributions, so the money can 
stay invested longer, potentially 
achieving greater gains for the 
surviving spouse.

 Social Security
If you’re the older and higher-
earning spouse, consider waiting 
to collect until age 70. That way, 
you lock in higher payments for 
both yourself and your surviving 
partner, who can collect your 
bene�t for life starting at full 
retirement age (see chart, right).

FIVE CONSIDERATIONS  
FOR SPOUSES RETIRING AT  
DIFFERENT TIMES.

YOUR  
STAGGERED- 
RETIREMENT 
CHECKLIST
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full advantage of an HSA. To do so:

 First, purchase a health insurance 
policy with a high deductible, which 
can be far less expensive than those 
that cover every bump and scrape. 
Generally, the higher the deductible, 
the lower the premium.

 Second, start contributing up to 
$3,400 annually for individuals and 
$6,750 for families to an HSA. If the plan 
is company-sponsored, you can make 
before-tax contributions straight from 
your paycheck; if not, contributions are 
tax deductible.

 Third, consider investing your HSA 
funds, just as you would with other 
retirement savings.

“When you pay for medical expenses 
out of your HSA, you’re using  
triple-tax-advantaged money,” Tim 
says, because you got an up-front 
tax deduction, you pay no tax on the 
withdrawal, and capital gains and 
interest are also untaxed.

What’s more, you can pull money 
out of an HSA for nonmedical spending 
without penalty beginning at age 65 
(though it’s taxed as ordinary income). 
And if you get saddled with a medical 
bill for more than you’ve saved, you 
can make a once-in-a-lifetime transfer 
from your IRA to your HSA without tax 
consequences.

Planning
Lastly, it’s imperative that all cou-
ples—whether retiring separately 
or together—begin preparing for 
retirement at the earliest opportunity. 
Share with each other your dreams 
of the ideal retirement—and then 
consult a �nancial planner to begin 
charting out a realistic road map. A�er 
all, the sooner you start, the likelier 
you are to get there. 

1Social Security Administration, “Workers With 
Maximum-Taxable Earnings.”
2U.S. Census Bureau, “Census Bureau Releases 
Comprehensive Analysis of Fast-Growing 
90-and-Older Population,” 11/17/2011.

See page 42 for important information. 
(0217-MP0F)

Individual Retirement Accounts, 
Roth IRAs are exempt from the 
required minimum distributions 
mandated by the IRS beginning at 
age 70½—so that money can stay 
invested longer, potentially accruing 
greater gains for the surviving spouse. 
(For more on retirement-oriented tax 
strategies, see “Lowering Your Taxes 
in Retirement,” page 36.)

Pensions
If you participate in a pension, you’ll 
have to choose a distribution plan 
when you retire. One of those choices 
might be what’s called a Joint and 
Survivor Annuity, which lets you 
cover a surviving spouse in exchange 
for a lower monthly bene�t. These 
annuities factor in a spouse’s age, 
so covering a younger one can take a 

serious bite out of the elder’s current 
bene�ts. That said, this strategy may 
suit couples who don’t require the full 
pension bene�t to make ends meet in 
the short term, but rather are primarily 
concerned with the long-term funding 
of the younger spouse’s retirement.

Health care
In many couples, the older spouse is 
o�en the one with the company-spon-
sored health insurance plan—and if 
he or she retires at 65, the couple may 
lose that coverage. However, while 
the elder is eligible for Medicare, the 
younger is on the hook for her or his 
own health insurance. “That cost can 
be signi�cant, especially if the younger 
spouse won’t be eligible for Medicare 
for 10 years or more,” Tim says.

In cases like this, he suggests taking 

WAITING TO COLLECT PAYS
A higher Social Security payment bene�ts not just the older partner but also the 
surviving spouse, who’s eligible to collect the deceased’s checks for life after 
reaching full retirement age (FRA).
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LOWERING YOUR TAXES IN RETIREMENT

because those too are based on your income.
The solution lies in tax strategies you can employ 

before and a�er 70½ that can help you keep more of 
your hard-earned savings.

STRATEGY 1

Withdraw before age 70½

Once you reach 59½, you can withdraw funds from 
tax-deferred accounts without paying the 10% early 
withdrawal penalty. The withdrawals are still taxed as 
ordinary income, but over time they will reduce the size 
of your tax-deferred accounts—and hence your RMDs 
once you reach 70½. (See “Cutting RMDs down to 
size,” right.) Tapping those funds prior to age 70½ may 
also help put o� your Social Security bene�t, which 
increases in size the later you take it, up to age 70.

Of course, before taking early withdrawals you’ll 
want to assess your income tax situation at age 59½. 
If you’re still working, for example, you’ll want to be 
careful not to withdraw so much that you’re pushed 
into a higher tax bracket. Your Social Security bene�ts 
could also push you into a higher tax bracket once 
you begin collecting them, but keeping your RMDs 
low means less of your income would be subject to 
the higher tax rate.

STRATEGY 2 

Convert to a Roth IRA

Converting a traditional IRA or 401(k) plan into a 
Roth IRA before you reach 70½ is perhaps the most 
appealing strategy for reducing the potential tax con-
sequences of RMDs, Kevin says. That’s because Roth 
IRAs are funded by a�er-tax dollars and so are exempt 
from RMDs during the owner’s lifetime under current 
tax law. And when you do withdraw the funds, both 
the principal and earnings are tax-free. (Keep in mind 
that converting to a Roth IRA is a taxable event, and 

At 18, you’re eligible to vote. At 21, you’re eligible to 
drink alcohol. And at 65, you’re eligible to collect 
Social Security bene�ts.1

The age of 70½ might not seem like much against 
such celebrated benchmarks, but it’s hugely sig-
ni�cant nonetheless. It’s the age at which retirees 
face mandatory withdrawals from their retirement 
accounts—and the taxes that go with them. It’s not 
uncommon for retirees in a low tax bracket to jump 
into a higher bracket once they reach 70½.

“Many retirees go through life focused on how 
much money they need to live comfortably once they 
stop working,” says Kevin Trisler, CFP®, a �nancial 
planner with Schwab’s Wealth Strategies Group in 
Indianapolis. “But far fewer extend their planning 
discipline to managing their taxes in retirement. As 
a result, they end up having to live o� less than they 
were counting on.”

The main challenge is centered on managing 
income from the required minimum distributions 
(RMDs) the IRS requires you to take from 401(k)s and 
SEP, SIMPLE and traditional Individual Retirement 
Accounts (IRAs) once you reach 70½. (Technically, 
you have until April 1 of the following year, but 70½ is 
the trigger, and waiting means you’ll have to take two 
distributions in the �rst full year, potentially bumping 
you into a higher tax bracket.) 

In general, your age and account value determine 
the amount you must withdraw; fail to withdraw the 
full amount and you’ll be hit with a penalty of 50% of 
the di�erence between the distribution amount you 
did take and the one you should have taken.

“If possible, retirees should try to stay below the 
25% tax bracket, given the signi�cant tax advantages,” 
Kevin says. (See “What’s your tax bracket?” at right.) If 
your income pushes above the 25% bracket, not only 
do you pay more taxes on your regular income, but 
you’ll also owe taxes on the long-term capital gains 
in your nonretirement accounts. That’s because those 
in the 10% and 15% tax brackets pay no capital gains 
taxes. Jump into the 25% tax bracket or higher, how-
ever, and you’ll be assessed between 15% and 20% on 
your long-term capital gains.

What’s more, a higher adjusted gross income can 
increase the taxes on your Social Security bene�t, as well 
as phase out certain exemptions and itemized deduc-
tions. It can also increase your Medicare premiums, 

LET’S 
TALK

Call us at 888-484-5340 to 
discuss your retirement strategy.

WHAT’S YOUR TAX BRACKET?
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outside your retirement accounts.)
Generally speaking, the deduction for charitable 

giving is limited to 50% of your adjusted gross income 
when you donate cash, and 30% when you donate 
appreciated securities. Nevertheless, Kevin o�en 
advises high-income clients to donate appreciated 
securities in their non-IRA accounts because they are 
otherwise subject to capital gains taxes.

Once you reach 70½, however, it may make more 
sense to simply donate part or all of the RMD (up to 
$100,000) to reduce your taxable income. The IRA 
custodian can make a quali�ed charitable distri-
bution (QCD) directly from your IRA. For the 2016 
tax year, if you �le a joint return, each spouse can 
exclude up to $100,000 in QCDs from her or his gross 
income. “QCDs count toward satisfying any RMD 
that you would otherwise have to receive from your 
IRA,” Kevin says, “so they’re a great option if you’re 
philanthropically minded.” 

that you shouldn’t use your IRA or 401(k) funds to pay 
the conversion taxes.)

There are two situations in which such a conversion 
makes sense. The �rst is when you’re certain you’ll be 
in a higher bracket when you eventually withdraw 
the money—which is o�en the case once you factor in 
RMDs and Social Security, according to Kevin. And the 
second is when you don’t need the money, you aren’t 
concerned about paying income taxes, and you’re 
converting in order to leave your heirs an income-tax-
free Roth IRA.

STRATEGY 3 

Make a charitable contribution

If you are considering a full or partial conversion to a 
Roth IRA, you may be able to reduce the resulting tax 
hit by making a charitable donation in the same year 
as the conversion. (The donation has to come from 

1You can start collecting reduced Social Security bene�ts at age 62. Full retirement age is between 65 and 67, depending on birth year. Go to ssa.gov for full details.

See page 42 for important information. ◆ This information does not constitute and is not intended to be a substitute for specific individualized tax, legal or 
investment planning advice. Where specific advice is necessary or appropriate, Schwab recommends consulting with a qualified tax advisor, CPA, financial 
planner or investment manager. ◆ Schwab wealth strategists and senior financial planners are employees of Schwab Private Client Investment Advisory, 
Inc., a Registered Investment Advisor and an affiliate of Charles Schwab & Co., Inc. ◆ Consultations with wealth strategists are available only to clients 
with at least $1 million at Schwab or who are enrolled in Schwab Private Client. (0217-MHNA)

Source: RMDs were determined using Schwab’s RMD calculator (schwab.com/rmdcalculator). Examples assume single taxpayer �ling status, a starting portfolio of $250,000 
and a 6% annual rate of return. Fees and expenses are not included.

Age

Drawing down tax-deferred accounts without penalty starting at 59½ can reduce your 
required minimum distributions at 70½—and keep you below the 25% tax bracket.
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IMPORTANT DISCLOSURES

Find this issue and archives  
of On Investing at  
schwab.com/oninvesting.

ONLINE

The information provided here is for general informational 
purposes only and should not be considered an 
individualized recommendation or personalized 
investment advice. The investment strategies mentioned 
here may not be suitable for everyone. Each investor 
needs to review an investment strategy for her or his 
own particular situation before making any investment 
decision. 

All expressions of opinion are subject to change without 
notice in reaction to shifting market conditions. Data 
contained herein from third-party providers is obtained 
from what are considered reliable sources. However, 
its accuracy, completeness or reliability cannot be 
guaranteed. 

This information does not constitute and is not intended 
to be a substitute or s eci c individuali ed ta , legal 
or investment lanning advice. here s eci c advice 
is necessary or appropriate, Schwab recommends 
consulting with a uali ed ta  advisor, , nancial 
planner or investment manager. (p. 8, 9)

Fixed income securities are subject to increased loss of 
principal during periods of rising interest rates. Fixed 

income investments are subject to various other risks, 
including changes in credit quality, market valuations, 
liquidity, prepayments, early redemption, corporate 
events, ta  rami cations and other actors. . , , 

, , 

iversi cation strategies do not ensure a ro t and do 
not rotect against losses in declining markets. . 

harles chwab nvestment dvisory, nc., is an a liate 
o  harles chwab  o., nc. . 

he chwab enter or inancial esearch is a division 
o  harles chwab  o., nc. . , , , , 

, ,  

Index definitions
The Barclays Global Aggregate Ex-U.S. Bond TR Index 
is designed to be a broad-based measure of global 
investment grade ed income markets outside o  the 
U.S. ◆ The Barclays U.S. Aggregate Bond Index is a 
market-value-weighted index of taxable investment-
grade ed rate debt issues, including government, 
corporate, asset-backed and mortgage-backed securities, 
with maturities of one year or more. ◆ The Barclays U.S. 
Treasury 3-7 Year TR Index measures the performance 
of public obligations of the U.S. Treasury that have a 
remaining maturity between three and seven years. ◆ 
The Citigroup U.S. 3-Month Treasury Bill Index measures 
monthly total return equivalents of yield averages that 
are not marked to market. he onth reasury ill 
nde  consists o  the last three three month reasury bill 

issues. ◆ The Ibbotson U.S. 30-day Treasury Bill Index is 
an unweighted index which measures the performance 
o  one month maturity . . reasury ills. ach month a 
one-bill portfolio containing the shortest-term bill having 
not less than one month to maturity is constructed. To 
measure holding period returns for the one-bill portfolio, 
the bill is priced as of the last trading day of the previous 
month-end and as of the last trading day of the current 
month. ◆ The MSCI EAFE® (Europe, Australasia, Far East) 
Index is a ree float adjusted market ca itali ation inde  
designed to measure the equity market performance 
o  develo ed markets, e cluding the . . and anada. 
t consists o   develo ed market country inde es  
ustralia, ustria, elgium, enmark, inland, rance, 
ermany, reece, ong ong, reland, srael, taly, 
a an, the etherlands, ew ealand, orway, ortugal, 

Singapore, Spain, Sweden, Switzerland and the United 
Kingdom. ◆ The MSCI U.S. REIT Index is a free-float-
adjusted market capitalization index comprising equity 

s. he inde  re resents about  o  the . . 
 universe. ◆ The Russell 2000® Index measures 

the performance of the small-cap segment of the U.S. 
e uity universe. he ussell  nde  is a subset o  
the Russell 3000® Index, representing approximately 

 o  the total market ca itali ation o  that inde . t 
includes a ro imately ,  o  the smallest securities, 
based on a combination of their market cap and current 
index membership. ◆ The S&P 500® Index is a market-
ca itali ation weighted inde  com rising  widely 
traded stocks chosen for market size, liquidity and 
industry group representation. ◆ The S&P GSCI Precious 
Metals TR Index provides investors with a reliable and 
publicly available benchmark for investment performance 
in the precious metals market. ◆ The S&P U.S. REIT Index 
de nes and measures the investable universe o  ublicly 
traded real estate investment trusts domiciled in the 
United States.

nde es are unmanaged, do not incur ees or e enses, 
and cannot be invested in directly.

 harles chwab  o., nc. ll rights reserved. 
ember . (0217-S1RU)



Exclusive new 
mortgage rate 
discounts for 
Schwab clients

Call 1-877-490-6837 or visit schwab.com/mortgagerates to get started.

In order to participate, you must agree that the lender, Quicken Loans, may share your information with Charles Schwab Bank. 

This offer is subject to change or withdrawal at any time and without notice. Nothing herein is or should be interpreted as an obligation to lend. Loans are subject to credit and property 
approval. Other conditions and restrictions may apply. Hazard insurance may be required. 

IRA account balance eligibility and the IRA benefits package are not available for clients of independent investment advisors. Details for the discount program available for these clients 
can be found by visiting www.schwab.com/advisors.

Only one discount eligible per loan. Discounts available for all Adjustable-Rate Mortgage (ARM) loan sizes and selected Jumbo Fixed-Rate loans. Discount for ARMs applies to initial 
fixed-rate period only or to the margin, depending upon the eligible loan. Qualifying balance based on combined Schwab brokerage (including Schwab IRAs®) and Schwab Bank 
account balances, including the following retirement account types: Traditional, Roth, Rollover, and Inherited IRAs. Clients who utilize an eligible IRA account balance to qualify for 
certain discounts may qualify for one special IRA benefits package per loan. IRA benefits package eligibility applies only to clients with combined eligible assets at Schwab Brokerage 
and Schwab Bank greater than $250,000 for Refinance loans, while Purchase loans are not eligible. This IRA benefits package includes a $200 bonus award into your Schwab IRA 
account with the largest balance and an in-depth personal financial plan analysis, to include a detailed review of your IRA(s), by a Certified Financial Planner™. This information does 
not constitute and is not intended to be a substitute for specific individualized tax, legal, or investment planning advice. Where specific advice is necessary or appropriate, Schwab 
recommends consultation with a qualified tax advisor, CPA, financial planner, or investment manager.

Eligible balance must be verified 15 days prior to your anticipated closing for an on-time close. If you deposit your eligible assets with less than 15 days remaining before closing, 
your closing date may be delayed, and your eligibility to receive the promotional rate may be affected. You must apply and lock your interest rate after 9/1/2016 to qualify for the 
discount offer.

Charles Schwab Bank and Charles Schwab & Co., Inc. are separate but affiliated companies and subsidiaries of The Charles Schwab Corporation. Investment products are offered by 
Charles Schwab & Co., Inc. (Member SIPC). Charles Schwab & Co., Inc. does not solicit, offer, endorse, negotiate, or originate any mortgage loan products and is neither a licensed 
mortgage broker nor a licensed mortgage lender. Home lending is offered and provided by Quicken Loans Inc., Equal Housing Lender (NMLS 3030). Quicken Loans Inc. is not affiliated 
with The Charles Schwab Corporation, Charles Schwab & Co., Inc., or Charles Schwab Bank. Deposit and other lending products are offered by Charles Schwab Bank, Member FDIC  
and Equal Housing Lender. 

Quicken Loans is licensed in all 50 states. Quicken Loans Nationwide Mortgage Licensing System #3030. Restrictions may apply. Equal Housing Lender. Lending services provided by 
Quicken Loans Inc., a subsidiary of Rock Holdings Inc.

Charles Schwab Bank, 211 Main Street, San Francisco, CA 94105

©2016 Charles Schwab Bank. All rights reserved. Member FDIC. Equal Housing Lender. 
RAP (0217-R9PB) ADP92439-02 (12/16)

Investor Advantage Pricing
 you’re loo ing to purc ase a ome or re nance, our n estor d antage 
ricing o ers ne  mortgage rate discounts on eligible ome loans, based on 

the assets in your Schwab Bank and brokerage accounts. With lower monthly 
payments, you’ll a e more reedom to in est

Brokerage Products: Not FDIC-Insured • No Bank Guarantee • May Lose Value
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Cutting Through the Jargon
 

Our seven Investing Principles help clarify a complex world.

provide an objective way to assess securities; and 
introduced dozens of investment solutions and 
online tools in an e�ort to provide transparent 
guidance and choices that don’t require a Ph.D. in 
economics to understand. 

Of course, if you’re an enthusiast who likes to 
dig into the details—and I know many of you are—
there are plenty of particulars on schwab.com. But 
for many of us, investing is less about the journey 
than the destination. That’s what I like about our 
seven Investing Principles: They’re a clear road map 
for �nancial success—and the better life that can 
come with it.

At its heart, investing isn’t especially complicated. 
More than anything, it’s about establishing goals and 
putting in place a plan to help achieve them. Our 
Investing Principles were conceived with precisely 
those needs in mind. And if you do want help, 
remember we’re always just a phone call away.

n my opinion, one of the biggest barriers to 
�nancial success is jargon. The language of 

investing is o�en so needlessly complex that it gets 
in the way of what’s truly important. In fact, over the 
40-plus years I’ve been in this business, I’ve learned 
that the best guidance is usually the simplest. That’s 
why we’ve distilled our best time-tested ideas down 
to seven straightforward Investing Principles you 
can easily understand and immediately put to good 
use. Turn to page 22 for the full list.

At Schwab, we’ve always been dedicated to 
making investing accessible. I wrote my �rst book, 
How to Be Your Own Stockbroker, back in 1984, at a 
time when trustworthy investment guidance was 
di�cult to come by and self-directed investing was 
considered a novelty. Since then, we’ve created 
the Schwab Center for Financial Research, whose 
experts write many of the articles you see in this 
magazine; launched Schwab Equity Ratings® to 

I

ON YOUR SIDE

See page 42 
for important 
information.
(0217-RC3T)

Charles R. Schwab
Founder & Chairman



i ersification strategies do not ensure a profit and do not protect against losses in declining markets. 
Schwab Intelligent ortfolios charges no ad isor  fees. Schwab affiliates do earn re enue from the underl ing assets in Schwab Intelligent ortfolios accounts. This re enue 
comes from pro iding ad isor  and other ser ices for Schwab T s  and pro iding ser ices related to certain third part  T s that can be selected for the portfolio, and 
from the cash feature on the account. e enue ma  also be recei ed from the market centers where T  trade orders are routed for e ecution.
There is no guarantee the intended goal, or the duration of future withdrawals associated with those goals, will be reached. 
Schwab in estment professionals are emplo ees of Charles Schwab & Co., Inc.

lease read the Schwab Intelligent ortfolios disclosure brochures at intelligent.schwab.com disclosurebrochure for important information.

Brokerage Products: Not FDIC-Insured • No Bank Guarantee • May Lose Value

Schwab Intelligent ortfolios is made a ailable through Schwab ealth In estment d isor , Inc. S I , a registered in estment ad isor. ortfolio management 
ser ices are pro ided b  Charles Schwab In estment d isor , Inc. CSI . S I  and CSI  are affiliates of Charles Schwab & Co., Inc. Schwab  and subsidiaries of 
The Charles Schwab Corporation.
Charles Schwab & Co., Inc. and Charles Schwab Bank are separate but affiliated companies and subsidiaries of The Charles Schwab Corporation. Brokerage products, 
including the Schwab ne® brokerage account, are offered b  Charles Schwab & Co., Inc., ember SI C. eposit and lending products are offered b  Charles Schwab 
Bank, ember IC and an ual ousing ender.

 Schwab ealth In estment d isor , Inc. ll rights reser ed. CC  S
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The Cards under this program are issued by American Express Bank, FSB and not Charles Schwab & Co., Inc. (“Schwab”).  Schwab is the broker dealer subsidiary of 
The Charles Schwab Corporation. Brokerage products, including the Schwab One® brokerage account, are offered by Schwab, Member SIPC. 

*The Platinum Card® from American Express Exclusively for Charles Schwab and the Charles Schwab Investor Credit Card® from American Express are only available to 
you if you maintain an eligible account at Schwab (an “eligible account”). An eligible account means (1) a Schwab One® or Schwab General Brokerage Account held in 
your name or in the name of a revocable living trust where you are the grantor and trustee or (2) a Schwab Traditional, Roth or Rollover IRA that is not managed by an 
independent investment advisor pursuant to a direct contractual relationship between you and such independent advisor. Eligibility is subject to change.

American Express may cancel your Card Account and participation in this program, if you do not maintain an eligible account. 

Charles Schwab & Co. Inc, 211 Main Street, San Francicso, CA 94105

©2017 Charles Schwab & Co., Inc. All rights reserved. Member SIPC.

RAP ADP94411-00 (0217-NZYF) (02/17)

The Charles Schwab Cards from American Express are only available to clients who maintain an eligible Schwab IRA or brokerage account.*

Apply today, call 1-866-912-8258 or visit www.schwab.com/cards

Brokerage Products: Not FDIC Insured • No Bank Guarantee • May Lose Value

Schwab Investor Card®  

from American Express
American Express 
Platinum Card® for Schwab 

The Charles Schwab 
Cards from 
American Express

Seamlessly compatible, the Charles Schwab Cards from American Express are
designed to work with your Schwab account.
Both Cards offer rewards that can be deposited by Schwab into an eligible Schwab account, while giving you the 
service and reliability of an American Express® Card.

The Cards under this program are issued by American Express Bank, FSB and not Charles Schwab & Co., Inc. (“Schwab”).  Schwab is the broker dealer subsidiary of 
The Charles Schwab Corporation. Brokerage products, including the Schwab One® brokerage account, are offered by Schwab, Member SIPC. 

*The Platinum Card® from American Express Exclusively for Charles Schwab and the Charles Schwab Investor Credit Card® from American Express are only available to 
you if you maintain an eligible account at Schwab (an “eligible account”). An eligible account means (1) a Schwab One® or Schwab General Brokerage Account held in 
your name or in the name of a revocable living trust where you are the grantor and trustee or (2) a Schwab Traditional, Roth or Rollover IRA that is not managed by an 
independent investment advisor pursuant to a direct contractual relationship between you and such independent advisor. Eligibility is subject to change.

American Express may cancel your Card Account and participation in this program, if you do not maintain an eligible account. 

Charles Schwab & Co. Inc, 211 Main Street, San Francicso, CA 94105

©2017 Charles Schwab & Co., Inc. All rights reserved. Member SIPC.

RAP ADP94411-00 (0217-NZYF) (02/17)

The Charles Schwab Cards from American Express are only available to clients who maintain an eligible Schwab IRA or brokerage account.*

Apply today, call 1-866-912-8258 or visit www.schwab.com/cards

Brokerage Products: Not FDIC Insured • No Bank Guarantee • May Lose Value

Schwab Investor Card®  

from American Express
American Express 
Platinum Card® for Schwab 

The Charles Schwab 
Cards from 
American Express

Seamlessly compatible, the Charles Schwab Cards from American Express are
designed to work with your Schwab account.
Both Cards offer rewards that can be deposited by Schwab into an eligible Schwab account, while giving you the 
service and reliability of an American Express® Card.
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