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CEO’s NOTE

What’s Your 
Fee Weight?
Small expenses can be a drag  
on your portfolio over time.

F ees are one of the most 
important factors in investing. 
As I often say, investing 

outcomes aren’t certain. Fees are. 
Wise investors always look to 

minimize the fees they pay. After 
all, when you invest, you’re putting 
your hard-earned money on the 
line. It’s only natural that you’d 
want any returns to end up in your 
pocket, not someone else’s.

Unfortunately, it can be difficult 
to pin down true investing costs, 
beyond perhaps looking at the 
annual operating expenses on your 
mutual funds or exchange-traded 
funds (ETFs). If only that were 
the end of it. Fees and expenses 
can creep up all over the place—in 
trading commissions, sales loads 
for mutual funds and excessive 
markups on bonds—and they can 
even be buried in complex products 
like alternative investments or 
hedge funds.

So what can you do? Start by 
asking questions. And listen for 
answers that don’t make sense. 
Statements like “don’t worry about 
fees, we don’t charge any,” or “fees 
don’t really matter, what counts  

are your net returns,” might not hold 
up under scrutiny. 

The reality is that high fees or 
expenses can be a real drag on your 
investments’ growth over your lifetime. 

Consider the case of a hypothetical 
30-year-old investor with a $100,000 
portfolio who is earning average 
returns of about 6% a year and plans 
to retire at age 70. If she pays annual 
investment expenses of 2% over the 
next 40 years, she’ll end up with 
about $458,000.1 However, cut that 
annual expense load to 1% and her 
portfolio would grow to $688,000—
50% more.

This isn’t cause for despair. 
Expenses are an unavoidable part of 
investing, after all. But it is a reason 
to be careful. We all benefit when we 
ask tough questions: Is a lower-cost 
alternative available? Am I getting 
good value for my money? Do I 
understand exactly what I am paying 
for and what I am receiving in return?

At Schwab, we welcome questions 
like this. We are committed to fee 
transparency and driving down 
investment costs. And we bring that 
commitment to life through our 
low-commission or commission-

free offerings and low investment-
advisory fees.

So ask us your tough questions. 
Talk with your Schwab Consultant 
about ways you can reduce your 
expenses and increase the value  
you receive. Don’t let a lot of small 
costs drain your portfolio. You  
have choices.

Sincerely,

Walt Bettinger
President & CEO

1Schwab Center for Financial Research. The example is hypothetical and provided for illustrative purposes only. It is not representative of any specific investment or product 
and takes no account of dividends, interest or taxes. Past performance is no guarantee of future results. 

See page 42 for important information. 
(0116-C1P1)
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Avoid Tax Surprises 
From Mutual  
Fund Distributions
When you buy a mutual fund and where  
you hold it can make a difference.

M utual funds are 
one of America’s 
favorite investment 

vehicles. According to the 
2015 Investment Company Fact 
Book, nearly half of all U.S. 
households own mutual funds.  
Much of this popularity is due 
to the diversification benefits 
mutual funds can provide by 
offering exposure to multiple 
stock or bond investments in a 
single fund.

Another characteristic that 
makes mutual funds attractive  
is the way they distribute 
income. Funds are required  
to pay out the majority of their 
capital gains and dividends to 
shareholders each year, which 
is an appealing feature for 
investors looking to generate 
income. For investors focused 
more on saving, however,  
these distributions could  
result in surprise tax bills in  
two situations:

Holding mutual funds in a 
taxable account. If you hold 
mutual funds in a taxable 
account, the fund’s annual 
distribution could result in a 
significant tax bill come April, 
even if dividends are reinvested 
automatically. If you’re investing 
in a mutual fund that has a 
history of making large annual 

For example, if your income after taxes 
is $75,000 this year but you spend $85,000, 
you have a deficit of $10,000. To cover 
the difference, you would likely borrow 
$10,000, which would add to your debt. 

If you reduce your spending next year 
to $80,000, you’ve cut your deficit in half, 
but you’re still spending $5,000 more than 
you’re earning, which means your debt 
still increased by 50%. In fact, after two 
years, your debt net of interest has grown 
to $15,000.

It’s likely you’ve heard about deficit 
and debt in the context of the federal 
government. When a news article cites 
the federal budget deficit, it’s referring to 
a single year’s shortfall, or the difference 
between what the government takes in 
from taxes and what it spends. 

In order to fund the difference, the 
government borrows the money and adds 
to its debt. Each year that the government 
runs a deficit, it has to borrow more 
money, which in turn increases the 
national debt.

The national deficit has improved 
markedly since the last recession—from 
about 10% of gross domestic product 
(GDP) to less than 3% today. National 
debt, however, stands at around 100% of 
GDP. “And if you think that’s bad, total 
credit market debt—which includes 
public sector, private sector, financial and 
nonfinancial debt—is about 350% of GDP,” 
says Liz Ann Sonders, Charles Schwab’s 
Chief Investment Strategist.1

“History shows that when debt is 
in this high a zone, economic growth 
suffers,” says Liz Ann. That’s because as 
government debt grows, there’s less money 
to invest in the private sector. -

Deficit vs. Debt:  
What’s the 
Difference?
Clearing up confusion about these 
two related terms.

D eficit and debt, while related, 
are not interchangeable 
terms. Put simply, a deficit 

is a shortfall of money coming in 
(income) relative to money going 
out (expenses). Debt, on the other 
hand, is the cumulative sum of money 
borrowed to cover deficits.

NEXT STEPS:
Find more commentary 

on the markets and 
economy at schwab.com/

OIcommentary. 

1Figures are as of 1/13/2016.

See page 42 for important information.
Examples provided are for illustrative purposes only  
and not intended to be reflective of results you can  
expect to achieve.

(0116-BDWN)
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Avoid Tax Surprises 
From Mutual  
Fund Distributions
When you buy a mutual fund and where  
you hold it can make a difference.

M utual funds are 
one of America’s 
favorite investment 

vehicles. According to the 
2015 Investment Company Fact 
Book, nearly half of all U.S. 
households own mutual funds.1 
Much of this popularity is due 
to the diversification benefits 
mutual funds can provide by 
offering exposure to multiple 
stock or bond investments in a 
single fund.

Another characteristic that 
makes mutual funds attractive  
is the way they distribute 
income. Funds are required  
to pay out the majority of their 
capital gains and dividends to 
shareholders each year, which 
is an appealing feature for 
investors looking to generate 
income. For investors focused 
more on saving, however,  
these distributions could  
result in surprise tax bills in  
two situations:

Holding mutual funds in a 
taxable account. If you hold 
mutual funds in a taxable 
account, the fund’s annual 
distribution could result in a 
significant tax bill come April, 
even if dividends are reinvested 
automatically. If you’re investing 
in a mutual fund that has a 
history of making large annual 

distributions, it may make  
sense to hold the fund in a  
tax-advantaged account like a 
401(k) or an IRA, where the 
funds can grow tax-free until 
you’re ready to make  
withdrawals in retirement.

Buying mutual funds just 
before the year-end distribution. 
If you purchase the fund at the 
end of the year and the fund 
issues a year-end distribution, 
you could be subject to capital 
gains on the distribution without 
having actually earned any gains 
on the fund.

For example, let’s say you 
purchase a fund at the end of the 
year for $50 per share. The next 
day, the fund distributes $5 per 
share, which reduces the net asset 
value (NAV) to $45 per share. 
You reinvest the distribution, 
which brings the total value 
of your investment back to 
$50 per share ($45 NAV + $5 
distribution). However, you still 

1Investment Company Institute, 2015 Investment Company Fact Book, 55th edition.

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.
Examples provided are for illustrative purposes only and not intended to be reflective of 
results you can expect to achieve.

(1215-B7GU)

NEXT STEPS
Get more 
insights into 
taxes and your 
finances at 
schwab.com/
OItax.

owe capital gains taxes on the 
$5 distribution, despite really 
just breaking even. 

The lesson here is not to 
avoid mutual funds, but rather 
to understand how they’re 
taxed and what you can do to 
avoid unnecessary tax bills. 
In many cases, knowing when 
to purchase the fund and in 
which account to hold it can 
make all the difference. -
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How Does 
Each Sector 
Perform?

T H E  B U S I N E S S  C Y C L E

t h e b u s i n e s s cyc l e t y p i ca l ly m ov e s 
through four phases: early expansion, maturing 
expansion, late expansion and recession. 
Historically, certain sectors have tended to 
outperform the broader stock market during certain 
phases. These phases are typically more consistent 
in developed countries than in developing countries.

As an investor, it’s important to understand that 
sector performance varies from year to year due to 
changes in the business cycle and other factors. Be 
sure to diversify your portfolio across equity sectors.

Consumer 
Discretionary

Industrials

Information
Technology

Financials

EARLY EXPANSION

EARLY + MATURING EXPANSION

EARLY + MATURING EXPANSION

EARLY, MATURING + LATE 
EXPANSION

Aerospace and Defense • Building Products • 
Electrical Equipment and Machinery • Construction 
and Engineering Services • Transportation Services

Software and Information Technology Services • 
Technology Hardware and Equipment • Electronic 
Equipment and Instruments • Semiconductors

Automobiles • Household Durable Goods • 
Textiles and Apparel • Hotels, Restaurants and 
Leisure • Consumer Retailing

Exploration and Production, Refining and  
Marketing, Transport and Storage of Oil, Gas, Coal 
and Consumable Fuels • Oil and Gas Equipment

Construction and manufacturing activity 
typically increase alongside global 
economic growth.

A strengthening economy often leads to 
growing loan demand and declining loan 
delinquency rates. Banks can benefit from 
rising interest rates by lending at higher rates, 
and insurance companies can increase returns 
earned on collected policyholder premiums.

Banks, Thrifts and Mortgage Finance • 
Consumer Finance • Insurance • Investment 
Banking and Brokerage

Chemicals • Construction Materials • 
Metals, Minerals and Mining Products • 
Packaging Products

Amid rising economic activity, investors 
anticipate job growth and low interest rates, 
which can boost consumer spending on 
discretionary items.

Renewed economic growth often encourages 
companies to invest in technology upgrades 
and consumers to buy new technology 
devices—purchases that are usually 
postponed during a recessionary period.

An improving global economy typically boosts 
energy demand, leading to higher oil prices. 
The payoff takes time to filter through, and 
typically results in better sector performance 
later in the cycle.

Rising economic growth often boosts business 
confidence, which can result in new building 
projects, machinery purchases, increased 
airline travel and shipments.

Source: Schwab Center for Financial Research. 
Sectors are based on the Global Industry 
Classification Standard (GICS®), developed by 
MSCI and Standard & Poor’s. This is a hypothetical 
illustration of a typical business cycle; not all 
cycles follow the same pattern or progress in the 
same sequence. Often, phases can be identified 
only in retrospect. 

See page 42 for important information. 
Past performance is no guarantee of 
future results. 
(0116-BUF5)
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THE BUSINESS  
CYCLE EXPLAINED

EARLY EXPANSION

Economy starts to grow as 
employment and profits rise.

MATURING EXPANSION

Economic growth peaks, and 
inflation pressures may appear.

LATE EXPANSION

Economic growth slows. Interest 
rates may be higher in response 
to inflation signs seen during 
maturing expansion.

recession

Economic activity contracts. Jobs 
may be eliminated, and interest 
rates may begin to decline.

Energy

Health Care

Telecommunication
Services

UtilitiesMaterials

Consumer 
Staples

EARLY + MATURING EXPANSION
LATE EXPANSION

LATE EXPANSION + RECESSION RECESSION

RECESSIONLATE EXPANSION + RECESSIONLATE EXPANSION

Software and Information Technology Services • 
Technology Hardware and Equipment • Electronic 
Equipment and Instruments • Semiconductors

Exploration and Production, Refining and  
Marketing, Transport and Storage of Oil, Gas, Coal 
and Consumable Fuels • Oil and Gas Equipment

Most people will find a way to pay for 
necessary health care treatment even during 
tough economic times, although elective 
procedures often decline.

Historically, telecoms’ government-regulated  
fixed-line business has generated stable income 
even during recessions. However, consumer 
migration to cellphones has shifted the sector 
toward more variable wireless communications, 
potentially increasing its sensitivity to economic 
conditions and changing its position in future cycles.  

Consumers usually cut spending on other items 
before they stop paying utility bills.

Construction and manufacturing activity 
typically increase alongside global 
economic growth.

Consumers typically buy items like 
food, soap and laundry detergent 
regardless of economic conditions.

A strengthening economy often leads to 
growing loan demand and declining loan 
delinquency rates. Banks can benefit from 
rising interest rates by lending at higher rates, 
and insurance companies can increase returns 
earned on collected policyholder premiums.

Chemicals • Construction Materials • 
Metals, Minerals and Mining Products • 
Packaging Products

Health Care Providers and Services • Equipment 
and Supplies • Pharmaceuticals, Biotechnology 
and Life Sciences

Electric, Gas and Water Utilities • Independent 
Power Producers • Energy Traders

Renewed economic growth often encourages 
companies to invest in technology upgrades 
and consumers to buy new technology 
devices

An improving global economy typically boosts 
energy demand, leading to higher oil prices. 
The payoff takes time to filter through, and 
typically results in better sector performance 
later in the cycle.

Beverages, Food and Tobacco Products • 
Household Nondurable Goods • Personal 
Products • Food and Drug Retailing

Communication Services

LET’S TALK
Call 888-484-5340 
to talk to a Schwab 
professional about your 
sector allocation.

OI-Su16-Q2-7
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Change 
Your 
Frame of 
Reference
A look at how the 
“framing effect”  
could influence your 
investment decisions.

I n the world of psychology, the 
“framing effect” refers to a mental 
bias that leads us to process and 

react to information based on the 
way it is presented. For investors, this 
bias is particularly important because 
it can influence how we perceive 
investment performance.

To understand the framing effect, 
consider these two scenarios:
A.One of your investments, XYZ, 

increases in value by $50 over the 
course of the year, but loses $20 
of that gain due to some year-end 
market volatility.

B. One of your investments, XYZ, 
increases in value by $50 over the 
course of the year. The markets hit 
a rough patch near the end of the 
year, but you’re able to hold on to 
$30 of your gain.

The outcomes are the same, yet 
people are more likely to prefer 
scenario B because it is presented as a 
gain instead of a loss.

The framing effect is a natural 
tendency of human perception and 
isn’t inherently bad. That said, it’s 
important to be aware of this bias 
whenever possible. When making 
investment decisions, try to avoid 

M any investors see the U.S. 
health care sector as a 
potential defensive play during 

turbulent markets. The idea is partly 
that much demand for medical care is 
recession-proof—people still visit the 
doctor’s office even when the economy 
is struggling. There’s also a demographic 
argument: demand for health care from 
the country’s large and aging Baby 
Boomer population has been viewed as 
good for the health care business and, by 
extension, health care stocks.

But the health care sector may no 
longer be as “defensive” as it was in 
the past, says Brad Sorensen, Director 
of Market and Sector Analysis at the 
Schwab Center for Financial Research. 

Can Health Care Stocks 
Maintain Their Vigor?
They may not be as defensive as they once were.

He sees two factors at work here: 
volatility arising from the biotech 
industry, and an uncertain regulatory 
environment.

Many investors are intrigued by the 
potential for new medical treatments 
emerging from biotech businesses. 
That these hoped-for breakthroughs 
don’t always pan out has led to 
volatility in biotech stocks—they led 
the market correction in August 2015 
after being driven up by investors in 
the preceding months. “There are a lot 
of exciting things going on in biotech, 
but the reality is that many of the 
treatments are still in their infancy and 
have yet to demonstrate their efficacy 
or secure federal approval,” Brad says.

1Brian Blase, “Downgrading the Affordable Care Act: 
Unattractive Health Insurance and Lower Enrollment,” 
Mercatus Center at George Mason University, 
11/19/2015.

See page 42 for important information.
(1215-B6F0)

DO THE RESEARCH 
Log in to schwab.com/
OIsectors and select  
“health care” to begin  
searching for stocks.

Meanwhile, the implementation of 
the Affordable Care Act continues to 
generate uncertainty. “Some investors 
believed the mandatory nature of the 
law would help certain areas of the 
health care sector perform better,” 
Brad says. Indeed, early signs seemed 
to indicate hospital earnings would 
benefit as more people gained insurance. 
But enrollment in state exchanges has 
since fallen well short of expectations,1 
causing some health care providers to 
dial back their earnings expectations.

In addition, high-profile drug-price 
increases are bringing heightened 
political and public scrutiny to 
pharmaceutical companies. Brad 
believes the government is likely to 
get more involved in the sector in 
the months and years to come. “The 
government’s goal is to make health 
care more affordable for Americans, 
not more profitable for health care 
companies,” he says.

According to Brad, these 
developments suggest health care stocks 
could be more volatile than they have 
been in the past. 

“Investors looking for defensive 
opportunities might consider 
information technology (IT) or 
financials,” Brad says. “IT demand is 
proving more resilient than in the past, 
and both bank and consumer balance 
sheets appear healthy.” -

OI-Su16-Q2-8
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Change 
Your 
Frame of 
Reference
A look at how the 
“framing effect”  
could influence your 
investment decisions.

I n the world of psychology, the 
“framing effect” refers to a mental 
bias that leads us to process and 

react to information based on the 
way it is presented. For investors, this 
bias is particularly important because 
it can influence how we perceive 
investment performance.

To understand the framing effect, 
consider these two scenarios:
A. One of your investments, XYZ, 

increases in value by $50 over the 
course of the year, but loses $20 
of that gain due to some year-end 
market volatility.

B. One of your investments, XYZ, 
increases in value by $50 over the 
course of the year. The markets hit 
a rough patch near the end of the 
year, but you’re able to hold on to 
$30 of your gain.

The outcomes are the same, yet 
people are more likely to prefer 
scenario B because it is presented as a 
gain instead of a loss.

The framing effect is a natural 
tendency of human perception and 
isn’t inherently bad. That said, it’s 
important to be aware of this bias 
whenever possible. When making 
investment decisions, try to avoid 

LET’S TALK
Call 888-484-5340 to 
learn about portfolio 
management solutions 
that can help reduce 
the impact of the 
framing effect. 

See page 42 for important information. 
Examples provided are for illustrative purposes  
only and not intended to be reflective of results  
you can expect to achieve.

(0116-BMJS)

focusing on unrealized gains or losses. 
Instead, consider the future prospects 
of your investment and whether 
the factors that led you to acquire it 
have meaningfully changed. If they 
have, it might be time to consider 
selling, regardless of how much the 
investment has lost or gained in the 
short term. If not, you could stay the 
course and make a point to repeat this 
exercise at regular intervals in order to 
keep the framing effect at bay. -

Brian Blase, “Downgrading the Affordable Care Act: 
Unattractive Health Insurance and Lower Enrollment,” 
Mercatus Center at George Mason University, 
11/19/2015.

Meanwhile, the implementation of 
the Affordable Care Act continues to 
generate uncertainty. “Some investors 
believed the mandatory nature of the 
law would help certain areas of the 
health care sector perform better,” 
Brad says. Indeed, early signs seemed 
to indicate hospital earnings would 
benefit as more people gained insurance. 
But enrollment in state exchanges has 
since fallen well short of expectations,  
causing some health care providers to 
dial back their earnings expectations.

In addition, high-profile drug-price 
increases are bringing heightened 
political and public scrutiny to 
pharmaceutical companies. Brad 
believes the government is likely to 
get more involved in the sector in 
the months and years to come. “The 
government’s goal is to make health 
care more affordable for Americans, 
not more profitable for health care 
companies,” he says.

According to Brad, these 
developments suggest health care stocks 
could be more volatile than they have 
been in the past. 

“Investors looking for defensive 
opportunities might consider 
information technology (IT) or 
financials,” Brad says. “IT demand is 
proving more resilient than in the past, 
and both bank and consumer balance 
sheets appear healthy.” 
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Dear Reader,

T his is a great question 
simply because there are 
so many parents—and 

families—in your situation. In 
fact, in 2015 some 71% of college 
seniors graduated with student 
loans, with debt averaging 
$35,000 per student.1 The loan 
balances are much higher for 
graduate students, more along 
the lines of what your daughter 
is facing.

I admire your desire to 
support your child’s hard work 
and achievement, and to help 
her move confidently into the 
next phase of her life. Before you 
make a commitment, however, 
it is important for you to take a 
step back and think carefully not 
only about your own finances—
now and in the future—but your 
daughter’s finances, as well. Let’s 
walk through the steps.

Make sure that your 
retirement is secure
First on your list is crunching 
your retirement numbers. The 
standard recommendation is 
to withdraw roughly 4% of 
your retirement nest egg in 
the first year of retirement 
(with adjustments for inflation 
thereafter) if you want your 
money to last for 30 years or 
so (assuming a moderate asset 

Dear Carrie,
My daughter graduated  
from nursing school with 
$50,000 in student loans.  
I am extremely proud of  
her achievement and 
grateful she now has a 
rewarding and well-paying 
job. Even so, the loan 
payments take a big chunk 
of her income every month, 
and I’d like to help her pay 
down the debt. What do I 
need to consider? 
—A Reader

The Student-Debt Dilemma
What factors should you weigh before helping a child with student loans?
BY CARRIE SCHWAB-POMERANTZ

allocation). For example, if you 
saved $1 million, you could 
withdraw up to $40,000 in  
your first year. 

Next, mock up a retirement 
budget. Will the proceeds from 
your portfolio combined with 
other secure income cover 
your expenses? Only if you can 
answer with a resounding “yes” 
should you proceed.

Examine the pros and 
cons objectively
Personal finance can be a 
tricky business, because it often 
involves emotions as well as 
math. As you work your way 
through your decision, here are a 
few things to think about:

-- The upside is that interest 
rates are generally low and 
interest on your daughter’s 
loans may be tax-deductible 
(up to $2,500 of interest is 
deductible if your modified 
adjusted gross income 
is less than $80,000 for 
single filers, or less than 
$160,000 for married couples 
filing jointly). Certainly, 
extreme student debt can be 
burdensome, but it’s not in 
the same camp as credit card 
or other consumer debt.

-- Because student loans often 
have low interest rates 
compared to other forms 
of unsecured debt, it’s 
important to think through 

--

--

Walk through  
the mechanics
If you’ve taken the preceding 
steps and are confident that 
you want to move ahead, it’s 
time to take a closer look:

--

--

OI-Su16-Q2-10
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allocation). For example, if you 
saved $1 million, you could 
withdraw up to $40,000 in  
your first year. 

Next, mock up a retirement 
budget. Will the proceeds from 
your portfolio combined with 
other secure income cover 
your expenses? Only if you can 
answer with a resounding “yes” 
should you proceed.

Personal finance can be a 
tricky business, because it often 
involves emotions as well as 
math. As you work your way 
through your decision, here are a 
few things to think about:

The upside is that interest 
rates are generally low and 
interest on your daughter’s 
loans may be tax-deductible 
(up to $2,500 of interest is 
deductible if your modified 
adjusted gross income 
is less than $80,000 for 
single filers, or less than 
$160,000 for married couples 
filing jointly). Certainly, 
extreme student debt can be 
burdensome, but it’s not in 
the same camp as credit card 
or other consumer debt.
Because student loans often 
have low interest rates 
compared to other forms 
of unsecured debt, it’s 
important to think through 

whether paying them off is 
the best use of your money. 
If you confidently believe 
you could earn a higher 
return by investing your 
money, then that is another 
possibility to consider. Or if 
you or your daughter have 
other, higher-interest loans, 
it would make more sense to 
pay those off first.

-- This doesn’t have to be an 
all-or-nothing situation. Of 
course, it would be ideal if 
you could wipe out all of 
your daughter’s debt in one 
fell swoop. However, if that 
doesn’t seem prudent, you 
might be able to eliminate a 
significant chunk of her debt 
(and her monthly payments) 
with a partial payoff.

-- Likewise, you don’t have to 
pay off all of the debt at once. 
If you are comfortable making 
a partial payment now, you 
could include additional 
payments in your budget over 
the next year or series of years.

Walk through  
the mechanics
If you’ve taken the preceding 
steps and are confident that 
you want to move ahead, it’s 
time to take a closer look:

-- First, make an inventory of 
all the debt. Many students 
have a combination of 
several federal and private 
loans, with different interest 
rates and terms. You’ll need 
this big-picture view before 
you make any decisions. 

-- When you’re selecting 
which loans to pay off, 

it’s almost always best to 
pay off the ones with the 
highest interest rates first. 
However, private loans 
may have a variable rate 
(federal loans are mostly 
fixed), and others may be 
eligible for consolidation 
into a lower-rate loan. 
Also be on the lookout for 
“gotchas.” For example, 
although it’s uncommon, 
some private loans carry a 
prepayment penalty.

-- Find out if any of the loans 
are eligible for forgiveness. 
Many nurses, teachers 
and other public service 
employees are eligible 
for a variety of state and 
federal loan-forgiveness 
programs. Investigate 
this before you make any 
payments. Timetables and 
other requirements vary 
according to the program, 
so pay attention to the 
details. Given that your 
daughter is a nurse, this 
would be a great way  
to trim her debt from  
the get-go.

-- If you gift your daughter 
more than $14,000 in one 
year, the balance over that 
amount will count against 
your lifetime gift and estate 
tax exclusion (with that 
exclusion now set at over 
$5 million, it’s a nonissue 
for most people). Realize, 
however, that even though 
no tax is due, gifting any 
individual more than 
$14,000 in one year requires 
you to file a gift tax return 
(IRS Form 709). Likewise,  

if you and your spouse 
combine your gift, you 
must file a gift tax return 
regardless of the amount.

A final thought: Share 
your know-how
Your daughter is one lucky 
woman to have such a 
generous and caring parent. 
If you ultimately decide that 
you can help pay off her 
student loans, you can top 
off that gift by helping her 
take charge of the rest of 
her finances. Does she have 
an emergency fund? Is she 
saving for retirement? Is she 
aspiring to other professional 
or personal goals? By 
eliminating or minimizing 
her monthly loan payments, 
and then encouraging her to 
save and plan for the future, 
you are also putting her in the 
enviable position of being able 
to help secure her goals and 
finances for years to come. -

Carrie Schwab-Pomerantz, 
CFP®, is President of Charles 
Schwab Foundation and Senior 
Vice President of Schwab 
Community Services at Charles 
Schwab & Co., Inc.

LET’S TALK
Call us at  
888-484-5340  
to get started  
on your 
financial plan.

1Edvisors, 2015.

See page 42 for important 
information.
Charles Schwab Foundation is a 501(c)(3) 
nonprofit, private foundation that is not part 
of Charles Schwab & Co., Inc., or its parent 
company, The Charles Schwab Corporation.

Examples provided are for illustrative 
purposes only and not intended to be 
reflective of results you can expect to achieve.

(0116-BBRF)
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Are ETFs 
Risky?
Why you shouldn’t be afraid 
of exchange-traded funds.
BY MICHAEL IACHINI

E xchange-traded funds (ETFs) have 
taken the investing world by storm. 
These baskets of stocks, bonds or other 

assets became available only in the early 
1990s, but they have already attracted more 
than $2 trillion in assets.1 Investors have 
flocked to ETFs because they’re relatively easy 
to trade—like stocks, they’re bought and sold 
on an exchange—and can provide broad or 
niche market exposure at a relatively low cost.  

Not everyone is convinced of ETFs’ 
appeal, however. Certain commentators 
have even suggested that ETFs might not 
reliably perform the way they’re supposed 
to or could actually destabilize markets 
during periods of market turbulence. 

For the most part, such concerns 
are likely overblown. Like any other 
investment, ETFs involve risks, and 
investors should approach them as carefully 
as they would any other asset. But it’s worth 
taking a closer look at how ETFs work, how 
things might go wrong and some defensive 
steps investors could consider. 

How do ETFs work?
The vast majority of ETFs, especially 
those most popular with investors, are 
pretty simple products. They own a bunch 
of stocks or bonds, aiming to reflect 
everything that’s available in a particular 
market. They don’t change what they own 

very often, as they’re usually just trying to 
match a certain index, or benchmark. For 
example, a broad-market stock ETF might 
seek to mimic the performance of the  
S&P 500® Index by holding the same stocks. 

One attraction of ETFs is that they 
generally charge fairly low fees. Another is 
that they can be traded throughout the day, 
unlike mutual funds, which trade only at 
the end of the day. If you want to buy or sell 
an ETF, you can place an order with your 
broker in much the same way you would 
buy or sell a stock. You’ll probably pay a 
commission for this trade, unless you choose 
one of the ETFs your broker makes available 
commission-free. 

So why do some investors worry about 
ETFs, and why is this worry misplaced?

Market disruptions 
The answer has to do with the fact that 
markets occasionally go awry, as was the 
case last August. Let’s revisit that incident to 
clarify what went wrong. 

On the morning of August 24, 2015, 
dozens of ETFs suffered extremely sharp 
losses. Strangely, the underlying shares the 
ETFs were supposed to track hadn’t fallen 
by anywhere near as much. In other words, 
these ETFs were temporarily trading for less 
than the sum of their parts.   

The causes of this temporary 
“dislocation” are complex: The turmoil 
in the markets caused some exchanges to 
halt and then restart trading in different 
stocks and ETFs. As a result, it became 
difficult to work out price changes. The 
bid/ask spread—the difference between 
what buyers will pay and sellers will accept 
for an asset—widened, and investors’ 
automatic stop-loss orders were triggered at 
increasingly lower levels. That led to more 
temporary trading halts, causing losses to 
cascade down through the markets.   

One could argue that this incident had 
more to do with the rules governing how 
markets function, or how traders behave in 
those markets (for example, setting up stop-
loss orders without limits), than it did with 
any fundamental characteristic of ETFs. 

Steps for investors
Investors may find it reassuring that 
a variety of stakeholders—exchange 
operators, regulators, market makers and 
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 Index by holding the same stocks. 
One attraction of ETFs is that they 

generally charge fairly low fees. Another is 
that they can be traded throughout the day, 
unlike mutual funds, which trade only at 
the end of the day. If you want to buy or sell 
an ETF, you can place an order with your 
broker in much the same way you would 
buy or sell a stock. You’ll probably pay a 
commission for this trade, unless you choose 
one of the ETFs your broker makes available 
commission-free. 

So why do some investors worry about 
ETFs, and why is this worry misplaced?

The answer has to do with the fact that 
markets occasionally go awry, as was the 
case last August. Let’s revisit that incident to 
clarify what went wrong. 

On the morning of August 24, 2015, 
dozens of ETFs suffered extremely sharp 
losses. Strangely, the underlying shares the 
ETFs were supposed to track hadn’t fallen 
by anywhere near as much. In other words, 
these ETFs were temporarily trading for less 
than the sum of their parts.   

The causes of this temporary 
“dislocation” are complex: The turmoil 
in the markets caused some exchanges to 
halt and then restart trading in different 
stocks and ETFs. As a result, it became 
difficult to work out price changes. The 
bid/ask spread—the difference between 
what buyers will pay and sellers will accept 
for an asset—widened, and investors’ 
automatic stop-loss orders were triggered at 
increasingly lower levels. That led to more 
temporary trading halts, causing losses to 
cascade down through the markets.   

One could argue that this incident had 
more to do with the rules governing how 
markets function, or how traders behave in 
those markets (for example, setting up stop-
loss orders without limits), than it did with 
any fundamental characteristic of ETFs. 

Steps for investors
Investors may find it reassuring that 
a variety of stakeholders—exchange 
operators, regulators, market makers and 

investors—are working on improvements 
to help reduce the risk of future market 
disruptions. But investors should still take 
independent steps to help protect their ETF 
investments against potential problems in 
the market:  

1 Know what you own. With the broad-
market ETFs of stocks and bonds 

that make up the core of most investors’ 
portfolios, the amount of risk you can expect 
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1Investment Company Institute data as of 11/25/2015. 
2PowerShares S&P 500 Low Volatility ETF data from Bloomberg as of 1/12/2016.

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.

Some specialized exchange-traded funds can be subject to additional market risks. 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.
(1215-B73B)

will be similar to what you would get from 
any other investment in those markets.
However, some ETFs are riskier by design. 
They might target exotic or narrow markets 
or employ risky strategies. Examples include 
leveraged and inverse ETFs, exchange-traded 
notes (ETNs), and ETFs focused on assets, 
such as commodities or high-yield bonds. 
These ETFs aren’t for everyone, and if you 
decide to invest in them, do your homework 
first and understand all of the risks involved.

2 Keep calm. When markets were chaotic 
back in August and ETFs dropped, 

investors who scrambled for the exits may 
have suffered pretty significant losses. 
For example, one ETF tracking large U.S. 
companies dropped roughly 46% from its 
previous close in the first 15 minutes of the 
trading day on August 24, but by an hour 
later it was down only 5% from its previous 
close.2 Investors who didn’t trade during 
that hour were unaffected, but investors who 
panicked and sold may have lost a significant 
amount of money.

3 Check the market. If you’re trading 
ETFs, you need to pay attention to 

what’s happening in the broader market. If 
a particular ETF is moving sharply but the 
stocks it’s tracking aren’t, you might want to 
proceed with caution. 

4 Consider limit orders. With a limit 
order, you can set a minimum price 

you will accept to sell an ETF in a falling 
market or a maximum price you will pay to 
buy an ETF. Defensive tools like this could 
help you avoid having a trade go through 
at an unexpectedly low price if the market 
experiences another dislocation.

Don’t let fear limit your choices
In the end, ETFs are just another tool  
to help you invest your money. They tend 
to be a pretty low-cost way to invest, and 
lowering investment costs is a good thing. 
Don’t let scary headlines frighten you away 
from tools that might save you money and 
help you reach your investing goals. -

Michael Iachini, CFA®, CFP®, is  
Managing Director of Mutual Fund  
and ETF Research at Charles Schwab 
Investment Advisory, Inc.

“Don’t let scary 
headlines frighten 

you away from 
tools that might 
save you money 

and help you 
reach your  

investing goals.”

DO THE RESEARCH
To find our experts’ 
ETF picks, visit 
schwab.com/
OIselectlist.
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Geography, 
Growth and 
Municipal Bonds
Location matters when investing in munis.
BY ROB WILLIAMS AND COOPER J. HOWARD

M unicipal bonds are issued by state, 
city and local governments to 
generally fund daily operations 

or to build specific projects such as roads, 
bridges or hospitals. To thoroughly analyze 
them, you can delve into the issuer’s 
budgetary practices, unfunded liabilities, tax 
collection record, the viability of the project  
and so on.

Reviewing the elements above is 
important, but at the simplest level, consider 
where the bond issuer is located. You’ve 
probably heard the real estate agent’s 
mantra: “location, location, location.” As 
with real estate investing, understanding 

the economics of a region is important 
to investing in muni bonds. Knowing 
which cities and states are expanding or 
contracting, and why, can help you make 
smarter investment decisions. 

Look for areas that are growing
Cities and states with strong, expanding 
economies are often in healthy fiscal shape, 
which supports their ability to make debt 
payments. Their muni bonds may be good 
prospects for investors. The cities whose 
economies have grown the fastest in recent 
years all had these characteristics:

 - Steadily increasing populations 
 - Relatively skilled workforces 
 - Diverse industries
For example, Dallas–Fort Worth, Austin, 

San Francisco, Denver and Seattle were 
among the cities with the fastest growth in 
inflation-adjusted gross domestic product 
(GDP) in 2014, according to the latest 
metro-area data published by the U.S. 
Bureau of Economic Analysis.1 Population 
growth in those cities also was relatively 
strong: Austin’s population grew by 3% in 
2014, followed by Denver (2%), Dallas–
Fort Worth (1.9%), Seattle (1.6%) and 
San Francisco (1.4%).2 

An area’s growth trajectory should be 
more important for muni investors than its 
total size. For example, Austin had the fastest 
population growth (13.2%) of any major U.S. 
metro area from 2010 to 2014,3 even though 
it ranked just 35th in size. Meanwhile, 
Austin’s real GDP grew by 6.1% in 2014—
more than twice the 2.3% average for all U.S. 
major metropolitan areas.4 By comparison, 
GDP for the New York-Newark metropolitan 
area, easily the nation’s largest, grew just 
2.4% in 2014.5 

The areas with the fastest GDP growth 
also tend to have diverse economies. For 
example, Seattle is home to many major 
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 2.9 to 24.1    

 1.7 to 2.9

 0.7 to 1.7

 -0.6 to 0.7

 -7.5 to -0.6

  Nonmetropolitan
      areas

U.S. metropolitan area average = 2.3

corporations in different industries, such 
as Boeing, Amazon, Microsoft, Starbucks 
and Nordstrom—giving it footholds in 
the aerospace, e-commerce, technology, 
restaurant and consumer retailing industries.

In general, cities and states with strong, 
stable economic and population growth 
and a diverse business base are better 
able to weather economic downturns and 
have greater flexibility to meet their debt 
service—a plus for muni investors.

Invest cautiously in riskier areas
Investors should exercise caution when 
investing in areas with slowing or negative 
growth. We are also cautious about areas 
that have a high reliance on one industry 
with little economic diversity. 

Detroit, for example, has long been highly 
dependent on the automotive industry. 
When the automotive industry was in 
trouble, it took Detroit down with it. From 
1990 to 2004, Detroit’s population declined 
nearly 34%, even as the U.S. population 
grew by 28%.6 The slump left Detroit unable 
to cover its expenses, and the city filed for 
bankruptcy protection in 2013.

More recently, we’ve seen areas highly 
dependent on oil and gas—Alaska, 
Oklahoma, North Dakota and West 
Virginia—suffer as the price of oil has 
plunged more than 65% since mid-
2014.7 Texas, which has a large oil and 
gas industry but also a diverse economy, 
has fared better. Severance taxes—or 
taxes on the extraction of nonrenewable 
resources—account for only 11% of the 
state’s taxes, compared to 54% of North 
Dakota’s and 72% of Alaska’s.8

The Philadelphia Federal Reserve Bank’s 
state coincident indexes—a summary of 
state-level economic indicators, such as 
the unemployment rate and average hours 
worked in manufacturing—provide a sense 
of which state economies are improving and 
which are worsening. As of November 2015, 
economic conditions were worse than in the 
previous three months for Wyoming, North 
Dakota and Alaska, states whose economies 
rely heavily on oil and gas revenue. 

Cities with aging manufacturing industries, 
most of which are in the Rust Belt, also 
carry more risks. These cities generally have 
declining populations and a higher-than-
average number of residents living below the 
poverty line, which usually results in lower tax 
revenues for the municipality. This can mean 
the municipality has less flexibility to meet its 
debt service—a red flag for bondholders.

We would also caution against boom-and-
bust areas. Growth is a good thing, but only 
if it’s steady and sustainable. We believe you 
should be careful of cities that grew quickly 
during the housing boom, for example. 
Some cities added many new homes without 
a corresponding expansion in the job base or 

Select Rust Belt cities that  
have seen population declines

AREA
1990 

POPULATION 
ESTIMATE

2014 
POPULATION 

ESTIMATE

CHANGE IN 
POPULATION

Akron 223,019 197,859 –11.3%
Buffalo 328,123 258,703 –21.2%
Chicago 2,783,726 2,722,389 –2.2%
Cincinnati 364,040 298,165 –18.1%
Cleveland 505,616 389,521 –23.0%
Detroit 1,027,974 680,250 –33.8%
Milwaukee 628,088 599,642 –4.5%
Pittsburgh 369,879 305,412 –17.4%
Toledo 332,943 281,031 –15.6%
National average 248,709,873 318,857,056 28.2%

Source: U.S. Census Bureau. Data as of 8/31/2015 for 2014 estimates and as of
5/21/2012 for 1990 estimates. For illustration only. Sorted alphabetically.

Fastest-growing economies: Austin, Denver, 
Dallas–Fort Worth, Seattle and San Francisco 
Percent change in real GDP by metropolitan area, 2014 vs. 2013

Source: U.S. Bureau of Economic Analysis, as of 9/23/2015.

San  
Francisco

Austin

Dallas– 
Fort 
Worth

Seattle
Denver
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1U.S. Bureau of Economic Analysis, Real Gross Domestic Product by Metropolitan Area (2014 change from 
2013), as of 9/23/2015. 
2U.S. Census Bureau, Estimates of Resident Population Change and Rankings: July 1, 2013 to July 1, 2014. 
Data as of 5/21/2015. 
3U.S. Census Bureau, Cumulative Estimates of Resident Population Change and Rankings: April 1, 2010 to 
July 1, 2014. Data as of 5/21/2015. 
4U.S. Bureau of Economic Analysis, Real Gross Domestic Product by Metropolitan Area (2014 change from 
2013), as of 9/23/2015. 
5Ibid. 
6U.S. Census Bureau. Data as of 8/31/2015 for 2014 estimates and as of 5/21/2012 for 1990 population 
estimates. 
7Bloomberg, change in price for West Texas Intermediate (WTI) crude oil futures contracts from 7/1/2014 to 
1/5/2016. 
8U.S Census Bureau, 2014 Annual Survey of State Government Tax Collections, as of 4/16/2015. 
9U.S. Bureau of Labor Statistics, Metropolitan Area Employment and Unemployment, November 2015. Data 
as of 12/30/2015. 
10U.S. Bureau of Labor Statistics, Employment Situation, November 2015. Data as of 12/4/2015.

See page 42 for important information.
(0116-BPG8)

Where to start? 
When you evaluate potential  
muni investments, you’ll want to  
do the following:

 - Start with the credit rating. We 
suggest a rating of A (Standard & 
Poor’s)/A2 (Moody’s) or better. 

 - Stick with areas that have 
stable or steadily increasing 
populations. Those close to 
diverse and growing employment 
centers are also more attractive.

 - Consider investing in areas not 
dominated by one industry. This 
is a little tricky, as it requires 
knowledge of the area. Areas 
with diversified economies are 
generally less vulnerable to 
economic shocks. Plus, they tend 
to recover more quickly from 
economic declines.

 - Seek portfolio diversification. 
We suggest avoiding 
concentration in any particular 
region or security. 

 - Consider the tax implications.  
If you live in a state or city with 
high income taxes, then you  
may want to stick with muni 
bonds from that state to retain 
the tax benefits.

corporations in different industries, such 
as Boeing, Amazon, Microsoft, Starbucks 
and Nordstrom—giving it footholds in 
the aerospace, e-commerce, technology, 
restaurant and consumer retailing industries.

In general, cities and states with strong, 
stable economic and population growth 
and a diverse business base are better 
able to weather economic downturns and 
have greater flexibility to meet their debt 
service—a plus for muni investors.

Investors should exercise caution when 
investing in areas with slowing or negative 
growth. We are also cautious about areas 
that have a high reliance on one industry 
with little economic diversity. 

Detroit, for example, has long been highly 
dependent on the automotive industry. 
When the automotive industry was in 
trouble, it took Detroit down with it. From 
1990 to 2004, Detroit’s population declined 
nearly 34%, even as the U.S. population 
grew by 28%.  The slump left Detroit unable 
to cover its expenses, and the city filed for 
bankruptcy protection in 2013.

More recently, we’ve seen areas highly 
dependent on oil and gas—Alaska, 
Oklahoma, North Dakota and West 
Virginia—suffer as the price of oil has 
plunged more than 65% since mid-
2014.

The Philadelphia Federal Reserve Bank’s 
state coincident indexes—a summary of 
state-level economic indicators, such as 
the unemployment rate and average hours 
worked in manufacturing—provide a sense 
of which state economies are improving and 
which are worsening. As of November 2015, 
economic conditions were worse than in the 
previous three months for Wyoming, North 
Dakota and Alaska, states whose economies 
rely heavily on oil and gas revenue. 

Cities with aging manufacturing industries, 
most of which are in the Rust Belt, also 
carry more risks. These cities generally have 
declining populations and a higher-than-
average number of residents living below the 
poverty line, which usually results in lower tax 
revenues for the municipality. This can mean 
the municipality has less flexibility to meet its 
debt service—a red flag for bondholders.

We would also caution against boom-and-
bust areas. Growth is a good thing, but only 
if it’s steady and sustainable. We believe you 
should be careful of cities that grew quickly 
during the housing boom, for example. 
Some cities added many new homes without 
a corresponding expansion in the job base or 

local economy. Those municipalities tended 
to be among the most exposed to the drop 
in home construction and property values. 
Although the housing market has bounced 
back from the lows of 2008, some of these 
areas have not fully recovered. For example, 
the unemployment rate for Stockton, 
California, was 8.6% in November 2015,9 
well above the national average of 5%.10

Location matters
Favorable demographics and a strong, 
diverse economic base can support an 
issuer’s ability to make coupon payments 
and eventually repay investors’ principal. 
That’s important for investors who 
are using municipal bonds as part of a 
diversified portfolio, where munis’ benefits 
include potential tax savings (their 
interest is usually exempt from federal—
and often state and local—income tax) 
and sometimes higher yields than other 
comparable taxable investment-grade fixed 
income investments. -

Rob Williams is Managing Director of  
Income Planning at the Schwab Center for 
Financial Research.

Cooper J. Howard, CFA®, is Senior Research 
Analyst of Fixed Income and Income Planning 
at the Schwab Center for Financial Research.

“Cities and 
states with 
strong, 
expanding 
economies are 
often in healthy 
fiscal shape, 
which supports 
their ability 
to make debt 
payments.”

LET’S TALK
For help with  
your bond 
investments, call 
866-893-6699 
to speak with a 
Schwab Fixed 
Income Specialist.
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Are Preferred 
Securities 
Right for You?
With relatively high yields, preferred 
securities may be attractive to 
income-seeking investors.
BY COLLIN MARTIN

T he era of exceptionally low interest 
rates has been difficult for income-
focused investors. When rates are 

low, generating meaningful returns from 
your fixed income investments can be tough. 
The situation has driven some yield-hungry 
investors to look beyond bonds to alternate 
sources of income.

Preferred securities—hybrid investments 
that share certain characteristics of 
both stocks and bonds—are one such 
alternative. These securities can carry either 
investment-grade or sub-investment-grade 
ratings. But we prefer preferred securities 
with investment-grade ratings, which tend 
to offer higher yields than other comparable 
investment-grade fixed income assets. 
For example, the average coupon rate of 
the investment-grade securities in the 
BofA Merrill Lynch Fixed Rate Preferred 
Securities Index is 6.2%, compared with 
4.3% for the Barclays U.S. Corporate  
Bond Index.1 So, might preferreds be an 
attractive alternative?

It’s worth asking, especially now. Even 
after the Federal Reserve raised interest rates 

in late 2015, they are still low by historical 
standards and are likely to remain that way 
for some time. 

Here we’ll take a closer look at how 
preferred securities work and how they’ve 
fared in past rising-interest-rate cycles. 
We’ll also discuss a few considerations to 
keep in mind when adding them to the 
income-generating part of a portfolio.

How do preferreds work?
Like a common stock, a preferred security 
can represent an ownership stake in a 
company, entitling its holder to a share 
of the profits (in the form of coupon 
payments). “Preferred” refers to the order 
in which investors can expect to get paid. 
Bondholders typically get first dibs on any 
coupon payments, followed by holders of 
preferred securities. Owners of common 
stock get paid out of what’s left. 

Then there are the bond-like features. 
Preferred securities make coupon 
payments at either a predetermined 
fixed or variable coupon rate—though 
there’s no guarantee coupons will always 
be paid, as we’ll see below. Most have 
maturities, which tend to be long, 
though many don’t (these are perpetual 
preferred securities). They also have 
a par value—or face value—which is 
generally the amount promised to an 
investor when (or if ) the securities 
mature or are repaid. 

What are the risks?
There are a few potential cons to keep in 
mind. For example, preferred securities 
tend to have: 

 - Less growth potential than common 
stocks. Preferred securities don’t grow 
more valuable if the issuing company 
expands or becomes more profitable. 
In fact, they generally don’t rise too far 
above their par value.

-

A look at yields
Such risks are the main reason preferred 
securities—which, like bonds, generally 
carry a credit rating—tend to be lower 
rated than bonds, even if they’re from the 
same issuer. It’s also why investors demand 
higher yields. 

For example, the BofA Merrill Lynch 
Fixed Rate Preferred Securities Index, 
a broad gauge of the investment-grade 
preferred securities market, has a 4.4% 
average yield-to-worst (the lowest  
yield an investor can expect with a 
callable security).  That’s higher than 
most investment-grade bonds, as you’ll 
see in the chart above.

What happens if rates  
continue to rise?
Preferred securities, like most other 
fixed income investments, are sensitive 
to interest rate changes. After all, the 
relative attractiveness of a fixed stream of 
payments can change if yields on other 
assets rise or fall. Generally, when rates 
go up, the prices of existing fixed income 
assets fall (and vice versa), bringing their 
yields closer to those on securities issued 
at the new prevailing rate.

What does that mean now, if the Fed 
continues to raise rates? Although past 
performance is no guarantee of future 
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results, past cycles offer a few clues. 
We looked at how investment-grade 
preferred securities performed during the 
24 months following the last three Fed 
rate-increase cycles in 1994, 1999 and 
2004 (see chart on page 20). 

While returns were negative early in 
the 1994 and 1999 cycles, cumulative total 
returns turned positive 12 to 14 months 
after the first rate hike. During the 2004 
cycle, prices actually rose, so total returns 
never turned negative. 

In all three cases, total returns were 
strongly positive within two years’ time. 
Why? Total returns come from both price 
changes and coupon payments. Even if 
preferred securities’ prices slip after a hike, 
those coupon payments can help drive 
returns over time.

 - Weaker guarantees than bonds. 
Though rare, a company can decide to 
suspend its dividend payment if it hits 
a rough patch. This isn’t an option with 
traditional bonds, short of a default. In 
the event of a bankruptcy, corporate 
bond owners are repaid before holders 
of preferred securities. Preferred 
securities also tend to be “callable,” 
meaning they can be retired prior to 
maturity at a specified price after a 
specified date.

A look at yields
Such risks are the main reason preferred 
securities—which, like bonds, generally 
carry a credit rating—tend to be lower 
rated than bonds, even if they’re from the 
same issuer. It’s also why investors demand 
higher yields. 

For example, the BofA Merrill Lynch 
Fixed Rate Preferred Securities Index, 
a broad gauge of the investment-grade 
preferred securities market, has a 4.4% 
average yield-to-worst (the lowest  
yield an investor can expect with a 
callable security).2 That’s higher than 
most investment-grade bonds, as you’ll 
see in the chart above.

 
What happens if rates  
continue to rise?
Preferred securities, like most other 
fixed income investments, are sensitive 
to interest rate changes. After all, the 
relative attractiveness of a fixed stream of 
payments can change if yields on other 
assets rise or fall. Generally, when rates 
go up, the prices of existing fixed income 
assets fall (and vice versa), bringing their 
yields closer to those on securities issued 
at the new prevailing rate.

What does that mean now, if the Fed 
continues to raise rates? Although past 
performance is no guarantee of future 

How do preferreds stack up against 
other investment-grade bonds?

Note: Yield represents yield-to-worst for all indexes except master limited partnerships 
(MLPs) and real estate investment trusts (REITs), which are dividend yields.

Source: Barclays, as of 1/8/2016. Indexes representing the investment types are 
Barclays U.S. Corporate High-Yield Bond Index (high-yield corporate), BofA Merrill Lynch 
Fixed Rate Preferred Securities Index (preferreds), Barclays U.S. Corporate Bond Index 
( investment-grade corporate), Barclays U.S. MBS Index (agency mortgage-backed) and 
Barclays U.S. Treasury Bond Index (Treasuries).
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First of all, given where we are in the 
interest rate cycle, it may make sense 
to have a longer time horizon for your 
preferred securities investments. If the 
Fed raises rates further, prices could 
dip, and it may take time for returns to 
turn positive. 

Second, investing in these securities 
can be complicated. There are many 
different types of preferred structures, 
and different securities can have very 
different characteristics. For example, 
repayment guarantees can vary. Some 
offer to make up for any missed 
dividends, while others don’t. Some 
offer floating rates that adjust with 
interest rates. 

As a result, it may make sense to 
focus on actively managed, rather than 
passive, investment strategies as this 
complex market responds to any future 
changes in volatility and interest rates. -

Collin Martin, CFA®, is Director of 
Fixed Income at the  Schwab Center for 
Financial Research.

LET’S TALK 
Call a Schwab Fixed Income 
Specialist at 866-893-6699 to 
determine if preferred securities 
are right for your portfolio.

1Data as of 1/8/2016.
2Yield-to-worst is the lower of the yield-to-maturity or yield-to-call. It’s the lowest yield an investor will receive, barring default.

See page 42 for important information.
Past performance is no guarantee of future results.

Preferred stocks (1) generally have lower credit ratings than a firm’s individual bonds; (2) generally have a lower claim to assets than a firm’s individual bonds; (3) often have 
higher yields than a firm’s individual bonds due to these risk characteristics; (4) are often callable, meaning the issuing company may redeem the stock at a certain price after 
a certain date. Please call a fixed income specialist at 800-626-4600 to obtain call information before investing in preferred stocks.

The BofA Merrill Lynch Fixed Rate Preferred Securities Index tracks the performance of fixed-rate U.S. dollar (USD)-denominated preferred securities issued in the U.S. 
domestic market.

The Barclays US Mortgage Backed Securities (MBS) Index tracks agency mortgage backed pass-through securities (both fixed-rate and hybrid ARM) guaranteed by Ginnie 
Mae (GNMA), Fannie Mae (FNMA), and Freddie Mac (FHLMC). The index is constructed by grouping individual TBA-deliverable MBS pools into aggregates or generics based on 
program, coupon and vintage.

The Barclays US Treasury Bond Index includes public obligations of the U.S. Treasury. Treasury bills are excluded by the maturity constraint but are part of a separate Short 
Treasury Index. In addition, certain special issues, such as state and local government series bonds (SLGs), as well as U.S. Treasury TIPS, are excluded.

(0116-BNPD)

Preferreds can generate positive returns 
over longer investing horizons

Note: Cumulative total returns are using monthly data for the BofA Merrill Lynch Fixed 
Rate Preferred Securities Index from February 1994 through January 1996 (1994 cycle), 
July 1999 through June 2001 (1999 cycle) and July 2004 through June 2006 (2004 cycle). 
Returns assume reinvestment of interest and capital gains. Indexes are unmanaged, do 
not incur fees or expenses, and cannot be invested in directly. Past performance is no 
indication of future results. 

Source: Schwab Center for Financial Research and Morningstar EnCorr. 

What to think about  
before investing
Preferred securities can be an 
aggressive complement to your core 
fixed income holdings. But before 
investing, consider the following:
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L et’s set aside for a moment the question 
of what political changes the upcoming 
election may portend and consider a 

topic that may be of more interest to traders: 
How do elections affect the stock market?  

Researchers have looked at this issue from 
a lot of different angles: Do equity markets 
prefer a Democratic or a Republican 
president? Is a victory by an incumbent or 
a challenger better? What about a divided 
versus a cohesive Congress? 

Not all of this research has yielded 
actionable insights. Stock returns are the 
result of many different factors, so it’s not 
always possible to establish a direct link 

Stocks 
and the 
Presidential 
Election
A look at how the market  
has performed during past 
election cycles. 
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Market performance by year in election cycle
ELECTION 
YEAR + 1

ELECTION 
YEAR + 2

ELECTION 
YEAR + 3

ELECTION 
YEAR

Number  
of up years 9 11 15 13
Number of  
down years 7 6 2 3

Average return 6.5% 7.0% 16.4% 6.6%
Source: Schwab Center for Financial Research with S&P 500 data from 1/1/1950 through 12/31/2015. 
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third year in all but two of the 17 cycles 
covered by our research, delivering 
average returns of 16.4%. 

The chart to the left shows the S&P 500 
at the start (green line) and finish (red 
line) of each presidential election year 
since 1950. 

Financials, utilities thrive  
in election years
If we drill down into this data a little 
further, we can see that different sectors 
tend to do well at different points in the 
election cycle. Historical data comparing 
sector performance isn’t available as 
far back as the data for overall market 
performance, but we do have figures 
going back to 1992, giving us 23 years of 
information to analyze. 

As you can see in the table to the 
right, the financial sector has been the 
top performer during election years, 
followed by utilities. Why the relative 
outperformance? Both of these sectors are 
highly regulated. Perhaps it’s because very 
little gets done politically during election 
years, meaning that there are likely to be 
fewer new regulations for these sectors 
than in other years. But again, politics 
and elections aren’t the only factors 
affecting sector returns.

Consumer staples, energy and health 
care have also done reasonably well in 
election years. 

Looking ahead  
Will this year look anything like election 
years past? It’s impossible to say. But 
traders may still want to keep these 
patterns in the back of their minds as they 
research and execute their strategies in the 
months ahead. 

1Schwab Center for Financial Research with S&P 500 data 
from 1/1/1950 to 12/31/2015. The period covered by our 
research starts in a second year of an election cycle and 
ends in a third year. 

See page 42 for important information.
(0116-BGMT)

between developments in the stock market 
and the world of politics.

Nevertheless, we have been able to 
identify a few historical patterns in how 
markets have fared during different phases 
of the “election cycle,” or the four years 
leading up to each election. Of course, 
what happened in the past isn’t necessarily 
a guide to what will happen in the future, 
and the question of why such patterns  
exist remains a subject of debate. But 
traders may still find it interesting to take 
a closer look.  

 
Breaking down the cycle
We looked at how the benchmark S&P 
500® Index performed during presidential 
election cycles going back to 1950 and found 
the last year of the cycle—that is, the actual 
election year—has generally been good for 
equities.1 The S&P 500 rose 81% of the time 
and posted an average return of 6.6%. 

It’s worth pointing out that these results 
include the most bearish election year in the 
data set, 2008, when the S&P 500 dropped 
37%. That year coincided with the collapse of 
Lehman Brothers and saw some of the worst 
losses of the recent financial crisis. 

The first year of the cycle, which 
coincides with the first year of the 
presidential term, has historically been the 
toughest environment for stocks. In the 
16 cycles studied, only 9 finished with the 
S&P 500 in the black. This 56% success rate 
is only marginally better than a coin flip, 
though the 6.5% average return in those 
years compares favorably with rates in other 
years of the cycle.

The third year of the cycle—the year 
before the actual election—was generally 
the best one for equities. They rose in the 

Stock market action in presidential election years

Source: Schwab Center for Financial Research with S&P 500 data.
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Sector performance in election cycle
ELECTION 
YEAR + 1

ELECTION 
YEAR + 2

ELECTION 
YEAR + 3

ELECTION 
YEAR

Financials 15.7% 4.5% 8.1% 8.8%

Utilities 3.7% 0.3% 12.8% 6.2%

Consumer 
staples 8.5% 8.3% 10.2% 6.1%

Energy 13.9% 2.4% 19.9% 4.6%

Health care 13.1% 10.4% 14.3% 4.5%

Industrials 14.9% 3.2% 18.5% 3.5%

Consumer 
discretionary 19.9% 9.4% 13.7% 1.1%

Materials 14.7% 4.7% 16.7% –3.5%

Information 
technology 18.3% 15.7% 36.1% –4.3%

Telecom-
munications 5.7% 7.9% 13.5% –6.0%

Source: Strategas Research Partners using S&P 500 data from 1/1/1992 through 12/31/2014.  
Past performance is no guarantee of future results.

third year in all but two of the 17 cycles 
covered by our research, delivering 
average returns of 16.4%. 

The chart to the left shows the S&P 500 
at the start (green line) and finish (red 
line) of each presidential election year 
since 1950. 

Financials, utilities thrive  
in election years
If we drill down into this data a little 
further, we can see that different sectors 
tend to do well at different points in the 
election cycle. Historical data comparing 
sector performance isn’t available as 
far back as the data for overall market 
performance, but we do have figures 
going back to 1992, giving us 23 years of 
information to analyze. 

As you can see in the table to the 
right, the financial sector has been the 
top performer during election years, 
followed by utilities. Why the relative 
outperformance? Both of these sectors are 
highly regulated. Perhaps it’s because very 
little gets done politically during election 
years, meaning that there are likely to be 
fewer new regulations for these sectors 
than in other years. But again, politics 
and elections aren’t the only factors 
affecting sector returns.

Consumer staples, energy and health 
care have also done reasonably well in 
election years. 

Looking ahead  
Will this year look anything like election 
years past? It’s impossible to say. But 
traders may still want to keep these 
patterns in the back of their minds as they 
research and execute their strategies in the 
months ahead. -
1Schwab Center for Financial Research with S&P 500 data 
from 1/1/1950 to 12/31/2015. The period covered by our 
research starts in a second year of an election cycle and 
ends in a third year. 

See page 42 for important information.
(0116-BGMT)

NEXT STEPS
Stay abreast of the markets with 
Charting the Markets, a live analysis 
and Q&A session about current 
market action. Join us Tuesdays 
at 7 p.m. ET and Thursdays at 1:30 
p.m. ET. Sign up at schwab.com/
OItradinglearningcenter. 

 
Breaking down the cycle
We looked at how the benchmark S&P 
500® Index performed during presidential 
election cycles going back to 1950 and found 
the last year of the cycle—that is, the actual 
election year—has generally been good for 
equities.1 The S&P 500 rose 81% of the time 
and posted an average return of 6.6%. 

It’s worth pointing out that these results 
include the most bearish election year in the 
data set, 2008, when the S&P 500 dropped 
37%. That year coincided with the collapse of 
Lehman Brothers and saw some of the worst 
losses of the recent financial crisis. 

The first year of the cycle, which 
coincides with the first year of the 
presidential term, has historically been the 
toughest environment for stocks. In the 
16 cycles studied, only 9 finished with the 
S&P 500 in the black. This 56% success rate 
is only marginally better than a coin flip, 
though the 6.5% average return in those 
years compares favorably with rates in other 
years of the cycle.

The third year of the cycle—the year 
before the actual election—was generally 
the best one for equities. They rose in the 
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THE CASE FOR DIVE RSIFICATION A DIVERSIFIED 
PORTFOLIO HELPS 
SMOOTH RETURNS.

I
t’s been a volatile few years. 
Concerns about Greece’s 
potential exit from the euro, 
Puerto Rico’s debt default, 
China’s slowing growth and 
the Federal Reserve raising 
rates have all contributed 
to big swings in the market. 
Not only has the market 

overall been up and down, 
individual asset classes have 
swung significantly, as well.  

Times like these prove why 
the adage “don’t put all your 
eggs in one basket” is so vital to 
investing. An investment that 
performs well one month or 
year might be a poor performer 
the next. For example, emerging 
market stocks were the top-
performing asset class in 2012 but 
have ranked toward the bottom 
every year since. Core bonds, 
which include Treasury bonds, 
agency bonds and mortgage-
backed bonds, ranked near the 
bottom in 2012 and 2013 but 
toward the top in 2014 and 2015.  
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1.3%

TIPS
13.2%

High Yld
Bonds
5.3%

EM Bonds
12.3%

REITs
36.7%

U.S. Sm Cap
18.3%

EM Bonds
12.3%

U.S. Sm Cap
18.4%

Int’l Dev
11.2%

TIPS
–2.4%

Int’l Dev
31.8%

High Yld
Bonds
15.1%

EM Bonds
7.0%

Int’l Dev
17.3%

U.S. Sm Cap
4.9%

Core Bonds
0.6%

Core Bonds
11.6%

T-Bills
4.1%

Core Bonds
10.3%

High Yld
Bonds
29.0%

Commodities
17.3%

REITs
12.1%

U.S. Lg Cap
15.8%

Int’l Dev
Bonds
11.0%

EM Bonds
–14.8%

REITs
28.6%

U.S. Lg Cap
15.1%

High Yld
Bonds
5.0%

U.S. Sm Cap
16.3%

High Yld
Bonds
7.4%

EM Bonds
4.8%

T-Bills
0.0%

T-Bills
6.0%

U.S. Sm Cap
2.5%

REITs
3.6%

U.S. Lg Cap
28.7%

Int’l Dev
Bonds
12.5%

Diversified U.S. Lg Cap
2.1%

High Yld
Bonds
15.8%

T-Bills
0.1%

High Yld 
Bonds
2.5%

TIPS
–1.4%

U.S. Sm Cap
-3.0%

EM
–2.6%

High Yld
Bonds
–1.4%

EM
–6.2%

Int’l Dev
Bonds
19.4%

U.S. Lg Cap
10.9%

TIPS
2.8%

T-Bills
4.8%

T-Bills
4.7%

REITs
–38.0%

TIPS
11.4%

Core Bonds
6.5%

Commodities
–1.2%

Core Bonds
4.2%

EM
–2.6%

EM
–2.2%

High Yld 
Bonds
–5.3%

U.S. Lg Cap
–9.1%

U.S. Lg Cap
–11.9%

Int’l Dev
–15.9%

TIPS
8.4%

TIPS
8.5%

High Yld
Bonds
2.7%

Core Bonds
4.3%

High Yld 
Bonds
1.9%

Int’l Dev
–43.4%

Int’l Dev
Bonds
7.5%

TIPS
6.3%

U.S. Sm Cap
–4.2%

Int’l Dev  
Bonds
4.1%

Int’l Dev
Bonds
–3.1%

Int’l Dev
Bonds
–3.1%

Int’l Dev
Bonds
–6.0%

Int’l Dev
–14.2%

Int’l Dev
–21.4%

U.S. Sm Cap
–20.5%

Core Bonds
4.1%

Core Bonds
4.3%

Core Bonds
2.4%

TIPS
0.4%

U.S. Sm Cap
–1.6%

Commodities
–46.5%

Core Bonds
5.9%

Int’l Dev
Bonds
4.9%

Int’l Dev
–12.1%

Commodities
0.1%

EM Bonds
–4.1%

Int’l Dev
–4.9%

EM
–14.9%

EM
–30.8%

Commodities
–31.9%

U.S. Lg Cap
–22.1%

T-Bills
1.1%

T-Bills
1.2%

Int’l Dev
Bonds
–8.7%

Commodities
–15.1%

REITs
–16.8%

EM
–53.3%

T-Bills
0.2%

T-Bills
0.1%

EM
–18.4%

T-Bills
0.1%

TIPS
–8.6%

Commodities
–33.1%

Commodities
–32.9%

How do select asset classes compare to a diversified portfolio?
This chart shows the annual returns of various asset classes, ranked in order of best to worst performance by year 
since 2000. A diversified portfolio, indicated with yellow boxes, holds each of the asset classes and avoids the 
performance peaks and valleys that you get with many individual asset classes.

Why consider  
global allocation?
The short answer is that it’s almost 
imposssible to avoid international 
exposure in today’s globally 
interlinked economy. Nearly half 
the revenues of the U.S. companies 
in the S&P 500® Index come from 
overseas. And more than half the 
world’s market capitalization now 
lies outside the U.S. 

“If you don’t invest globally, 
you’re narrowing your opportunity 
set and ignoring an important tool 
to help manage volatility,” says 
Anthony. “Though not without 
risk, a global allocation provides 
diversification benefits and is one 
of the underpinnings of modern 
wealth management.”

Why does  
diversification work?
A diversified portfolio includes 
allocations to many different asset 
classes, so it can benefit from 
owning strong performers without 
bearing the full effect of holding 
only low performers. 

“By avoiding the extreme peaks 
and valleys of each individual asset 
class, a diversified portfolio helps 
smooth returns. Over the long run, 

Asset class performance represented by annual total returns for the following indexes: S&P 500  net 
of taxes (Int’l Dev), MSCI Emerging Markets Index  (Commodities), Barclays U.S. Treasury Inflation-Linked Bond Index (TIPS), 
Barclays U.S. Aggregate Bond Index (Core U.S. Bonds), Barclays U.S. Corporate High Yield Bond Index (High Yld Bonds), Barclays Global Aggregate Ex-USD TR Index (Int’l Dev 
Bonds), Barclays Emerging Markets USD Bond TR Index (EM Bonds), Citigroup U.S. 3-Month T-Bill Index (T-Bills). Diversified allocation based on total returns with taxable 
bonds model allocation (24% U.S. stocks, 21% int’l stocks, 25% core bonds, 1% U.S. inflation-protected securities, 5% int’l developed country bonds, 10% U.S. corporate high-
yield bonds, 5% int’l emerging markets bonds, 4% commodities, 5% cash). Returns assume reinvestment of dividends, 
interest and capital gains. Indexes are unmanaged, do not incur fees or expenses, and cannot be invested in directly. Please see Disclosure section for more information about 
the market indexes and asset allocations used. 

Source: Schwab Center for Financial Research with data provided by Morningstar, Inc.

“Over the long run, there’s no discernable pattern to the 
rotation among the top performers, so it doesn’t make much sense 
to concentrate all your investments in a particular region or asset 
class,” says Anthony Davidow, Asset Allocation Strategist at the 
Schwab Center for Financial Research. 

A globally diversified portfolio—one that puts its “eggs” in many 
“baskets”—is better positioned to weather large month-over-month 
market gyrations and provide a more stable set of returns over time.

it will generally perform better than 
a portfolio concentrated in a single 
asset class,” says Anthony.

To illustrate the value of 
diversification, let’s focus on two 
extreme periods. The first is the 
bursting of the tech bubble in the late 
1990s. Investors who held large-cap 
stocks (as measured by the S&P 500) 
experienced a tumultuous 45% drop 
from peak to trough. A blended 
portfolio of 60% stocks, 35% bonds 
and 5% cash saw a significantly 
smaller loss of 22%. If we look at the 
Great Recession of 2007–2009, we 
see similar results: The S&P 500 fell 
51% from peak to trough, while the 
blended portfolio fell 31%.  

The only “free lunch”  
in finance
Nobel Prize-winning economist 
Harry Markowitz was the first 
to demonstrate that a diversified 
portfolio can deliver improved 
performance with less risk relative 
to individual asset classes—with 
no additional cost. The notion of 
getting something for nothing is 
nearly unheard of in the field of 
investing. And it’s why Markowitz 
famously called diversification “the 
only ‘free lunch’ in finance.”
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2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Commodities
49.7% 

REITs
12.8%

Commodities
32.1%

EM
55.8%

REITs
31.5%

EM
34.0%

REITs
35.9%

EM
39.4%

Core Bonds
5.2%

EM
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REITs
28.5%
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13.6%

EM
18.2%

U.S. Sm Cap
38.8%

REITs
30.4%
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REITs
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20.2%
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26.3%
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11.6%
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4.1%
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11.4%
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U.S. Lg Cap
–9.1%
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–21.4%
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4.1%
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Core Bonds
2.4%
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Commodities
–46.5%
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5.9%
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–12.1%

Commodities
0.1%
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–4.1%
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–4.9%

EM
–14.9%

EM
–30.8%

Commodities
–31.9%

U.S. Lg Cap
–22.1%
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1.1%
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1.2%

Int’l Dev
Bonds
–8.7%

Commodities
–15.1%

REITs
–16.8%

EM
–53.3%

T-Bills
0.2%

T-Bills
0.1%

EM
–18.4%
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0.1%

TIPS
–8.6%

Commodities
–33.1%
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How do select asset classes compare to a diversified portfolio?
This chart shows the annual returns of various asset classes, ranked in order of best to worst performance by year 
since 2000. A diversified portfolio, indicated with yellow boxes, holds each of the asset classes and avoids the 
performance peaks and valleys that you get with many individual asset classes.

Asset class performance represented by annual total returns for the following indexes: S&P 500® Index (U.S. Lg Cap), Russell 2000® Index (U.S. Sm Cap), MSCI EAFE® net 
of taxes (Int’l Dev), MSCI Emerging Markets IndexSM (EM), MSCI U.S. REIT Index (REITs), S&P GSCI® (Commodities), Barclays U.S. Treasury Inflation-Linked Bond Index (TIPS), 
Barclays U.S. Aggregate Bond Index (Core U.S. Bonds), Barclays U.S. Corporate High Yield Bond Index (High Yld Bonds), Barclays Global Aggregate Ex-USD TR Index (Int’l Dev 
Bonds), Barclays Emerging Markets USD Bond TR Index (EM Bonds), Citigroup U.S. 3-Month T-Bill Index (T-Bills). Diversified allocation based on total returns with taxable 
bonds model allocation (24% U.S. stocks, 21% int’l stocks, 25% core bonds, 1% U.S. inflation-protected securities, 5% int’l developed country bonds, 10% U.S. corporate high-
yield bonds, 5% int’l emerging markets bonds, 4% commodities, 5% cash). Past performance is no guarantee of future results. Returns assume reinvestment of dividends, 
interest and capital gains. Indexes are unmanaged, do not incur fees or expenses, and cannot be invested in directly. Please see Disclosure section for more information about 
the market indexes and asset allocations used. 

Source: Schwab Center for Financial Research with data provided by Morningstar, Inc.

 there’s no discernable pattern to the 
rotation among the top performers, so it doesn’t make much sense 
to concentrate all your investments in a particular region or asset 
class,” says Anthony Davidow, Asset Allocation Strategist at the 
Schwab Center for Financial Research. 

A globally diversified portfolio—one that puts its “eggs” in many 
“baskets”—is better positioned to weather large month-over-month 
market gyrations and provide a more stable set of returns over time.
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 Blend of 60% stocks/35% bonds/5% cash            All stock

’99 ’00 ’01 ’02 ’03 ’04 ’05 ’06 ’07 ’08 ’09 ’10 ’11 ’12 ’13 ’14 ’15

$220,000

PO
RT

FO
LI

O 
   V

AL
U

E

$200,000

$180,000

$160,000

$140,000

$120,000

$100,000

$80,000

$60,000

$40,000

$216,105 

–51%
–45%

$189,042 
TECH WRECK
The S&P 500 
experienced 
a 45% loss 
versus 22% for a 
blended portfolio.

–22%
GREAT RECESSION
The S&P 500 saw 
an equity market 
meltdown of 51% 
versus 31% for a 
blended portfolio.

–31%

The right mix of assets for you 
and your goals should be based 
on your risk tolerance, cash flow 
needs, investing experience and time 
horizon, among other factors. And 
you should revisit your allocation 
periodically, or whenever your goals 
or objectives change. -

See page 42 for important information.
Diversification strategies do not ensure a profit and 
do not protect against losses in declining markets.

Examples provided are for illustrative purposes only 
and not intended to be reflective of results you can 
expect to achieve.

(0116-BGH7)

Diversification can reduce volatility over time

Stocks are represented by total annual returns of the S&P 500 Index, bonds are represented by total annual returns of the Barclays U.S. Aggregate 
Bond Index, and cash is represented by total annual returns of the Citigroup U.S. 3-Month T-Bill Index. The portfolio is rebalanced annually. 
Returns include reinvestment of dividends, interest and capital gains. Indexes are unmanaged, do not incur fees or expenses, and cannot be 
invested in directly. Diversification does not eliminate the risk of investment losses. Past performance is no indication of future results. 

Source: Schwab Center for Financial Research, with data provided by Morningstar, Inc.

 
What a globally diversified  
portfolio looks like
Today, asset allocation has evolved 
beyond domestic stocks, bonds 
and cash to include global equities, 
fixed income and nontraditional 
investments.

 - Equities: Large caps, small caps  
and international, including 
emerging markets

 - Fixed income: Treasuries,  
corporate bonds, municipal  
bonds, international bonds, 
emerging market bonds and  
high-yield bonds 

 - Non-traditional investments: 
Commodities, real estate investment  
trusts (REITs) and others

“Strategic asset allocation requires 
a long-term view, and it shouldn’t 
be unduly influenced by short-term 
considerations,” says Anthony. “This 
is an exercise for the long haul that 
requires patience and discipline.” 

“By avoiding the 
extreme peaks 
and valleys of 

each individual 
asset class, 
a diversified 

portfolio helps 
smooth returns.”

 —Anthony Davidow

NEXT STEPS 
Need help structuring your 
portfolio? Schwab’s portfolio 
management services  
offer ongoing investment 
advice and a wide range  
of investing strategies.  
Call 888-484-5340 or visit  
schwab.com/OIportfolio 
management to learn more.
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A Closer 
 
Investment 
Costs
INVESTMENT COSTS AND THEIR 
IMPACT ON YOUR PORTFOLIO.

Y
ou know that 
investment 
costs can add 
up over the 
decades—
you’ve heard 
it a thousand 

times. But the reality is that your 
money could be invested for  
far longer than the standard  
30-year period that many  
people cite when they talk  
about your all-in cost. 

To digest the full impact that 
all your investing costs can 
have, you should consider them 
over the course of 40 or even 50 
years. True, expense ratios have 
dropped in recent years, but it 
pays to ask the professionals  
you work with to run the 
numbers so you can weigh the 
full impact of all the expenses 
you may be paying in light of 
your overall financial goals.

Because while you no  
doubt keep an eye on expense 
ratios and management fees, 
savvy investors should be aware 
of all the costs associated with 
their portfolio.

Look at
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45 55 65 75 85

AGE

 1% annual investing cost
 2% annual investing cost

$1M

$1.6M

$2.7M

$4.3M

$7M

$4.8M

$3.2M

$2.2M

$1.5M

$1M

See page 42 for important information.

Investors should carefully consider information contained in the prospectus, including 
investment objectives, risks, charges and expenses. You can request a prospectus by 
visiting schwab.com or 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. Unlike mutual funds, shares of ETFs 
are not individually redeemable directly with the ETF. Shares are bought and sold at market price, which 
may be higher or lower than the net asset value.

(0116-BV6K)

“After all,  
costs 

represent 
dollars that 
aren’t being 

invested.”
—Michael Iachini,  

Managing Director of 
Mutual Fund and  

ETF Research

HYPOTHETICAL COSTS OVER 
YOUR INVESTING LIFESPAN
Consider what could happen over the course 
of four decades of investment: Suppose 
that at age 45, you invest $1 million in a 
professionally managed portfolio. If you 
assume a 6% rate of return and all-in costs 
of, say, 2% a year, you’ll end up with about 
$4.8 million by the time you’re 85.

However, in this hypothetical example, 
if your all-in cost was only 1% a year, your 
investment would grow to about $7 million 
after 40 years, a difference of $2.2 million. 
And that’s huge.

Granted, investment costs are a part of 
financial life. Often you pay more for a 
particular manager’s or advisor’s skill. But 
as you can see from these numbers, given 
not only your portfolio’s costs but also those 
costs over an extended period of time, it’s 
truly essential to be fee-smart.

“After all, costs represent dollars that 
aren’t being invested,” says Michael Iachini, 
Managing Director of Mutual Fund  
and ETF Research for Charles Schwab 
Investment Advisory.

CAVEAT INVESTOR
“Many investors don’t fully understand their 
investment costs,” says Anthony Davidow, 
Asset Allocation Strategist at the Schwab 
Center for Financial Research. “If you are 
signing up for an advisory program, read 
the advisory agreement. If you are buying a 
mutual fund or exchange-traded fund (ETF), 
look at the prospectus.”

What costs should you look for when 
going through those documents, and what 
can you do about them? While you may 
not pay these charges directly, they still 
affect your return. The key is to be aware 
of what you’re paying and, when necessary, 
investigate lower-cost options. Here are some 
common examples of investment costs:

 - Commission: Paid when buying or  
selling a security through a financial 
institution, in compensation for services. 
“The smaller your investment and the 
more frequently you trade, the more 
important the commission becomes. 
Look for ETFs or mutual funds that trade 
commission-free if you plan to make a 
small investment or hold the investment 
short term,” says Michael.

 - Markup: Paid when a broker acting in 
a principal capacity sells you a security 
(typically a fixed income security) or you 
participate in a foreign exchange trade at a 
price that is higher than the market price.

 - Sales load: Paid to a financial institution 
for buying or selling securities (typically 
mutual funds) on your behalf.  

 - Investment advisory fee: Paid annually 
for an investment advisor managing your 
portfolio or providing advice. 

 - Annual operating expenses: Paid for the 
management and marketing of investment 
products such as mutual funds and ETFs. 
These expenses can include management 
fees, 12b-1 fees (paid by the fund out of 
fund assets to cover distribution expenses 

-  An expense for operating and 
administering a 401(k) plan, which is in 
addition to the commissions and annual 
operating expenses of the investments 
that you may hold in your plan.

While a more passive, low-cost 
portfolio will likely come with lower  
fees, that’s only one layer of costs. Paying 
for financial advice can bring its own 
charges, with the potential to erode 
investment returns. As with any other 
kind of fee, it’s important to know what 
you’re paying for and that you’re getting 
good value for your money.  

TAKING OWNERSHIP
Anthony encourages investors to 
understand all their investments costs. 
Some fees are transparent but others are 
imbedded and difficult to understand. 
He recommends asking questions and 
advocating for clarity about investment 
costs. So don’t be shy about asking your 
financial professional what you’re really 
paying. It matters—a lot. 

What you pay lowers 
what you earn
A difference of 1% in investment costs can 
reduce returns by $2.2 million over time.1

1Assumes a 6% rate of return.

The example is hypothetical and provided for illustrative purposes only. It is not intended to 
represent a specific investment product. Dividends and interest are assumed to have been 
reinvested, and the example does not reflect the effects of taxes. Past performance is no 
guarantee of future results. 
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See page 42 for important information.

Investors should carefully consider information contained in the prospectus, including 
investment objectives, risks, charges and expenses. You can request a prospectus by 
visiting schwab.com or 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. Unlike mutual funds, shares of ETFs 
are not individually redeemable directly with the ETF. Shares are bought and sold at market price, which 
may be higher or lower than the net asset value.

(0116-BV6K)

NEXT STEPS
Learn what questions 
to ask about 
investment fees at 
schwab.com/OIfees.

“Many investors don’t fully understand their 
investment costs,” says Anthony Davidow, 
Asset Allocation Strategist at the Schwab 
Center for Financial Research. “If you are 
signing up for an advisory program, read 
the advisory agreement. If you are buying a 
mutual fund or exchange-traded fund (ETF), 
look at the prospectus.”

What costs should you look for when 
going through those documents, and what 
can you do about them? While you may 
not pay these charges directly, they still 
affect your return. The key is to be aware 
of what you’re paying and, when necessary, 
investigate lower-cost options. Here are some 
common examples of investment costs:

 Paid when buying or  
selling a security through a financial 
institution, in compensation for services. 
“The smaller your investment and the 
more frequently you trade, the more 
important the commission becomes. 
Look for ETFs or mutual funds that trade 
commission-free if you plan to make a 
small investment or hold the investment 
short term,” says Michael.

Paid when a broker acting in 
a principal capacity sells you a security 
(typically a fixed income security) or you 
participate in a foreign exchange trade at a 
price that is higher than the market price.

 Paid to a financial institution 
for buying or selling securities (typically 
mutual funds) on your behalf.  

 Paid annually 
for an investment advisor managing your 
portfolio or providing advice. 

 Paid for the 
management and marketing of investment 
products such as mutual funds and ETFs. 
These expenses can include management 
fees, 12b-1 fees (paid by the fund out of 
fund assets to cover distribution expenses 

and sometimes shareholder service 
expenses) and various other expenses. 
Michael points out that if you plan to 
hold a mutual fund or ETF for more 
than a year, this is probably the most 
important cost. 

 - 401(k) fee: An expense for operating and 
administering a 401(k) plan, which is in 
addition to the commissions and annual 
operating expenses of the investments 
that you may hold in your plan.

While a more passive, low-cost 
portfolio will likely come with lower  
fees, that’s only one layer of costs. Paying 
for financial advice can bring its own 
charges, with the potential to erode 
investment returns. As with any other 
kind of fee, it’s important to know what 
you’re paying for and that you’re getting 
good value for your money.  

TAKING OWNERSHIP
Anthony encourages investors to 
understand all their investments costs. 
Some fees are transparent but others are 
imbedded and difficult to understand. 
He recommends asking questions and 
advocating for clarity about investment 
costs. So don’t be shy about asking your 
financial professional what you’re really 
paying. It matters—a lot. -
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A Balanced Portfolio 
in Retirement

H
ow big should your 
stock allocation be 
when you retire? 
The financial 
industry has 
devoted much 
intellectual muscle 
to the search for an 

“ideal” allocation. Unfortunately, 
there is no one-size-fits-all solution.

The case for stocks is pretty 
straightforward: Historically, 
they’ve been one of the best sources 
of growth and returns. But they’re 
riskier than other investments. The 

success of your retirement plan 
depends in part on how you 
balance these qualities. On one 
hand, your portfolio needs to 
continue growing even after you 
retire so you don’t outlive your 
savings. On the other, you don’t 
want to endanger your savings 
by taking unnecessary risks.

So the “right” amount of 
stocks really comes down 
to your individual needs 
and preferences, which we’ll 
explore in more detail below. 
And what makes sense at 

Low interest rates and 
longer lifespans suggest 
stocks are necessary, 
even in retirement.
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ow big should your 
stock allocation be 
when you retire? 
The financial 
industry has 
devoted much 
intellectual muscle 
to the search for an 

“ideal” allocation. Unfortunately, 
there is no one-size-fits-all solution.

The case for stocks is pretty 
straightforward: Historically, 
they’ve been one of the best sources 
of growth and returns. But they’re 
riskier than other investments. The 

success of your retirement plan 
depends in part on how you 
balance these qualities. On one 
hand, your portfolio needs to 
continue growing even after you 
retire so you don’t outlive your 
savings. On the other, you don’t 
want to endanger your savings 
by taking unnecessary risks.

So the “right” amount of 
stocks really comes down 
to your individual needs 
and preferences, which we’ll 
explore in more detail below. 
And what makes sense at 

the beginning of retirement 
may not make sense later 
on, so you will need to make 
adjustments over time.

“You don’t need all of the 
money for your retirement 
on the day you retire. Your 
portfolio should continue to 
grow over the years,” says Rob 
Williams, Managing Director of 
Income Planning at the Schwab 
Center for Financial Research. 
“What’s important is that you 
have the right balance at the 
beginning of retirement.” 

So how do you strike  
that balance? That depends 
on a few things.

WHAT’S IN  
YOUR PORTFOLIO?
For most investors, 
stocks should account 
for anywhere from 40% 
to 60% of their portfolios 
in the years just prior to 
and after retirement, with 
the rest invested in bonds 
and cash. Where you fall 
on that range depends on 
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What’s the right mix of investments for you?

  35% Fixed income
  5% Cash investments
 60% Stocks 

 35% U.S. large-cap
 10% U.S. small-cap
 15% International

Performance: 1970–2015
Average annual return: 7.7%
Best year: 22.8%     Worst year: –4.6%

Consider this if
• You are age 80+
• You want current income and stability
• You’re not concerned about increasing 
the value of your investments

Consider this if
• You are age 70-79
• You want current income and stability
• You want some opportunity to 
increase the value of your investments

Consider this if
• You are age 60-69
• You don’t need current income
• You want solid growth with relative stability
• You can tolerate some fluctuations but 
considerably less than the overall stock market

Performance: 1970–2015
Average annual return: 8.8%
Best year: 27.0%     Worst year: –12.5%

Performance: 1970–2015
Average annual return: 9.5%
Best year: 30.9%     Worst year: –20.9%

  50% Fixed income
  10% Cash investments
  40% Stocks 

  25% U.S. large-cap
   5% U.S. small-cap 
  10% International

  50% Fixed income
  30% Cash investments
  20% Stocks 

  15% U.S. large-cap 
    5% International

Moderate Moderately conservative Conservative

factors including your risk 
tolerance, wealth, how much 
you expect to rely on your 
portfolio for income, and your 
anticipated longevity. 

For example, if you have a 
long time horizon, are more 
risk tolerant and worry your 
savings will fall short, you 
might aim for a stock allocation 
of 60% when you retire. If you 
have a shorter time horizon, 
adequate savings and are less 
comfortable with risk, you 

might fall closer to the 40% 
end of the spectrum. What’s 
important is that your portfolio 
is geared to go the distance.

“You may retire, but your 
portfolio shouldn’t retire with 
you,” Rob says. “Your portfolio 
should continue growing over 
the course of your retirement.”

Once you’ve set your 
allocation, you will generally 
need to adjust it over the next 
15–20 years by reducing your 
risk as you shift from saving 

to stability. The diagrams 
above show one approach to 
managing this transition. 

A PORTFOLIO  
FOR ALL SEASONS
With an appropriately 
balanced allocation, you 
should be ready for whatever 
the market throws your way. 
This is important: How the 
markets are doing at the start 
of your retirement can have an 
impact that lasts for years.  

Source: Schwab Center for Financial Research using Morningstar, Inc., data as of 12/31/2015. The return figures are the average, the maximum and the minimum annual 
returns of hypothetical asset allocation plans. The asset allocation plans are weighted averages of the performance of the indexes used to represent each asset class in the 
plans and are rebalanced annually. The indexes representing each asset class in the asset allocation plan are S&P 500® Index ( large-cap stocks); Russell 2000® Index (small-
cap stocks); MSCI EAFE® Index net of taxes ( international stocks); Barclays U.S. Aggregate Bond Index (bonds); and Citigroup U.S. 3-Month Treasury Bill Index (cash).
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If you retire during a bull 
market, congratulations. Your 
portfolio could get an extra 
boost that will add to your 
savings and give you a little more 
freedom in your spending plans. 

But what about a bear market? 
This is where the value of good 
planning is most obvious, as a 
well-structured portfolio can 
provide some cushion to help 
manage market risk.

The key is to minimize 
a phenomenon known as 
sequence-of-returns risk. 
Basically, this refers to the 
possibility that your savings 
could be permanently damaged 
if you start withdrawing from 
your retirement account at the 
same time that it’s losing value. 
Selling assets when prices are 
down often means you burn 
through them faster—and 
that leaves you with little fuel 
to drive growth if markets 
recover. If the decline is steep 
or lasts a while, that could 
make it even harder to make up 
lost ground.

To help protect yourself 
against sequence-of-returns  
risk, you could consider using  
a “bucketing” approach. It  
works like this: 

Bucket one: Set aside enough 
cash to cover your spending 
needs, after nonportfolio 
income sources like Social 

CALL US
Talk to us about your 
retirement. Call 
888-484-5340  
or visit a branch  
near you to schedule 
your Personal 
Portfolio Review.

See page 42 for important information.
The Personal Portfolio Review is complimentary, although the implementation of any recommendations made during the consultation may result in trade commissions or 
other fees, charges or expenses. The Personal Portfolio Review is available only to clients with at least $25,000 in assets at Schwab or prospects with at least $25,000 in 
assets available to bring to Schwab. Individualized recommendations are available only to Schwab clients and are limited to assets held in a Schwab retail brokerage account. 
Information provided to prospects, or pertaining to assets held outside of Schwab, as part of a Personal Portfolio Review is an example of the kind of recommendations 
available on assets held at Schwab; these examples do not constitute recommendations, solicitations or investment advice.

Diversification and asset allocation strategies do not ensure a profit and do not protect against losses in declining markets.

Examples provided are for illustrative purposes only and not intended to be reflective of results you can expect to achieve.

(0116-BTDP)

Security or a pension, for  
the next 12 months. In other 
words, if your plan is to 
withdraw $40,000 a year from 
your portfolio, you would keep 
that entire amount in your  
cash bucket. Treat this money 
as “spent.”

Bucket two: Put another  
two to four years’ worth of cash 
into assets that can be liquidated 
if needed. For example, if we 
stick with the $40,000-a-year 
plan, you’d put $80,000–
$160,000 in easily liquidated 
assets such as cash alternatives 
or short-term bonds.

Bucket three: This is  
where you’ll keep your stock 
allocation and other more 
aggressive investments.

The idea is that you should 
have enough cash or cash 
alternatives on hand to cover 
your expenses over the near 
term, while at the same time 
aiming to preserve your 
portfolio’s growth potential 
over the longer term. After 
all, over the past 50 years, 
it took the S&P 500® Index 
slightly more than three 
years, on average, to recover 
from a downturn, according 
to research from the Schwab 
Center for Financial Research. 

“With several years’ worth 
of living expenses positioned 
in lower-volatility investments, 

like cash, cash alternatives 
and bonds, you can feel more 
comfortable taking on the  
risks that can help you get to 
your goals,” says Rob.

At the end of the day,  
your target allocation—that 
mix of stocks, bonds and other 
assets—should reflect your long-
term priorities in retirement. 
You shouldn’t change it just 
because of a temporary setback 
in the market.  

MAKING YOUR  
PORTFOLIO LAST
The bottom line is that you’ll 
likely need at least some stocks 
throughout retirement for 
diversification and growth 
potential.

It also helps to stay flexible. 
Check on your portfolio 
regularly—say once a year—to 
make sure it still fits with  
your plans. You can always 
adjust as needed. -

“You may retire, 
but your portfolio 
shouldn’t retire 
with you.”—Rob Williams, Managing  
Director of Income Planning, Schwab 
Center for Financial Research
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Wealth Management at Charles Schwab 
PLANNING | PORTFOLIO MANAGEMENT | INCOME STRATEGIES | BANKING

In life, you question everything. The same should be true when it comes to managing your 

wealth. Is my portfolio in line with my long-term goals? Am I prepared if the market falls? 

Am I on track for retirement? When you partner with a Schwab Financial Consultant, your 

questions are always welcome—and the answers are straightforward. All you have to do is ask.

Visit schwab.com/wealth, call 1-877-336-5388, or stop by a branch 
to talk to a Financial Consultant today.

Ask questions.

Be engaged.

Own your 
tomorrow.™

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

Questions about 
your wealth? We 
welcome them.

There are eligibility requirements to work with a dedicated Financial Consultant. Wealth management refers to products and services available through the operating 
subsidiaries of The Charles Schwab Corporation of which there are important differences including, but not limited to, the type of advice and assistance provided, fees 
charged, and the rights and obligations of the parties. It is important to understand the differences when determining which products and/or services to select. The 
Charles Schwab Corporation provides a full range of brokerage, banking, and fi nancial advisory services through its operating subsidiaries. Its broker-dealer subsidiary, 
Charles Schwab & Co., Inc. (member SIPC), offers investment services and products, including Schwab brokerage accounts. Its banking subsidiary, Charles Schwab Bank 
(member FDIC and an Equal Housing Lender), provides deposit and lending services and products.
©2015 The Charles Schwab Corporation. All rights reserved. CC0317948 (1215-AVF6) ADP89012OI-00 (12/15)
00157333
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SPOTLIGHT:
PRODUCTS

LEARN MORE
To find out more about 
Schwab’s voice ID service, 
visit schwab.com/OIvoiceID.

Your Voice 
Is Your 
Password
Cutting-edge technology 
allows you to access 
your Schwab account 
with your voice.

Take Advantage of Schwab  
Mutual Fund OneSource
Invest in no-load mutual funds for as little as $100.

S
no-load, no-transaction-fee mutual funds, back in 1992. And now 
we’re taking this approach even further.

We’ve slashed the minimum initial investment for most of the 
more than 4,000 mutual funds on the OneSource platform to 
$100 from as much as $2,500. We’ve also cut the minimum for 
subsequent investments to $1 from $500.

Lower minimums mean 
that it’s easier to do the 
following:
-

-

-

→ Learn more about the Mutual Fund OneSource platform by 
visiting 

A t Schwab, we work hard 
to ensure the security 
of our clients’ accounts. 

That’s why we take steps to verify 
your identity when you use our 
automated phone service or call 
one of our financial professionals. 

Until recently, this meant 
providing your account number 
and last four digits of your Social 
Security number when calling 
our automated phone service—
and answering a number of 
identification questions.

We knew there had to be a 
better way and now there is. We’re 
pleased to introduce our new voice 
ID service, which gives you faster 
and more convenient access to your 
Schwab accounts when you call.1

Using our voice ID service 
is simple. Once enrolled, you 
no longer have to answer 
identification questions. You will 
be able to access your accounts 

1Schwab’s voice ID service is not available on 
all Schwab contact numbers.

See page 42 for important information.
(1215-B5B5)

over the phone by saying the 
phrase: “At Schwab, my voice is 
my password.” 

Your voice has more than 
100 unique characteristics, making 
it as distinct as your fingerprint. 
Our voice ID service analyzes these 
characteristics for authentication—a 
process that is more secure than 
the standard method and should  
be able to authenticate you even if 
you have a cold. 

Whether you want to use  
our automated phone service or 
speak with a Schwab financial 
professional, our voice ID service 
offers one of the fastest and  
most convenient ways to  
securely authenticate yourself  
over the phone.
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Take Advantage of Schwab  
Mutual Fund OneSource
Invest in no-load mutual funds for as little as $100.

S chwab is always looking for ways to make it easier for 
people to invest. That’s what drove us to launch Mutual 
Fund OneSource®, the industry’s first supermarket for 

no-load, no-transaction-fee mutual funds, back in 1992. And now 
we’re taking this approach even further.

We’ve slashed the minimum initial investment for most of the 
more than 4,000 mutual funds on the OneSource platform to 
$100 from as much as $2,500. We’ve also cut the minimum for 
subsequent investments to $1 from $500.

  Need help picking mutual funds?
The Mutual Fund OneSource Select List® is a 

quarterly list of our experts’ top fund choices, based on 
factors such as performance, risk and expense.

The Select List includes approximately 175 funds in 
various asset classes, including large-cap U.S. stocks, 
small- and mid-cap U.S. stocks, international funds, 
specialty funds, taxable and tax-free bond funds, 
target date, alternative and balanced funds.

→ Visit schwab.com/OIaboutfunds to learn more. 

1Source: Schwab Center for Financial Research. We compared 
hypothetical investors who invested $2,000 a year for 20 years. One 
invested immediately on the first day of each year. The other stayed in 
cash investments (using Treasury bills as a proxy). After 20 years, the 
first investor would have nearly 60% more wealth ($81,650 vs. $51,291). 
Stocks are represented by the S&P 500® Index, with all dividends 
reinvested. Fees and expenses would lower returns. This hypothetical 
investment is for illustrative purposes only. The actual annual rate of 
return will fluctuate with market conditions.

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 value and return will fluctuate such that shares, when 
redeemed, may be worth more or less than their original cost. 

Schwab’s short-term redemption fee of $49.95 will be charged on 
redemption of funds purchased through Schwab’s Mutual Fund 
OneSource service (and certain other funds with no transaction fee) 
and held for 90 days or less. Schwab reserves the right to exempt 
certain funds from this fee, including Schwab Funds, which may charge 
a separate redemption fee, and funds that accommodate short-term 
trading. For trade orders placed through a broker, a $25 service charge 
applies. Funds are also subject to management fees and expenses. 

Trades in no-load mutual funds available through the Mutual Fund 
OneSource service ( including Schwab Funds), as well as certain other 
funds, are available without transaction fees when placed through 
Schwab.com or our automated phone channels. For each of these trade 
orders placed through a broker, a $25 service charge applies. Schwab 
reserves the right to change the funds we make available without 
transaction fees and to reinstate fees on any funds. Funds are also 
subject to management fees and expenses.

Charles Schwab & Co., Inc., member SIPC, receives remuneration from 
fund companies participating in the Mutual Fund OneSource service 
for recordkeeping and shareholder services and other administrative 
services. Schwab also may receive remuneration from transaction fee 
fund companies for certain administrative services.

(1215-B4CG)

Lower minimums  
mean that it’s easier to  
do the following:

 - Get started. With 
a smaller initial 
commitment, you might 
feel more comfortable 
building a portfolio of 
mutual funds today, 
rather than waiting for the 
“perfect” time to invest 
a larger sum. Timing the 
market is hard, and our 
research has shown that 
delays can be costly.1 

 - Contribute. Once you’re 
invested, you can arrange 
to invest a set amount 
of money at a regular 
interval, say $100 a 
month, regardless of how 
the market is performing. 
This approach, called 
dollar-cost averaging, 
means when the market is down and prices are low, you can buy 
more fund shares for your money. When the market and prices 
are up, you’ll buy fewer shares. Regular automatic contributions 
can make it easy to work toward your goals. 

 - Diversify. You can start building a broadly diversified portfolio  
of mutual funds at a much lower cost than before. Lower 
minimums make it easier to add exposure to alternative asset 
classes such as commodities or real estate.

→ Learn more about the Mutual Fund OneSource platform by 
visiting schwab.com/OIonesource.

Schwab’s voice ID service is not available on 
all Schwab contact numbers.

See page 42 for important information.

unique characteristics, making 

Our voice ID service analyzes these 
characteristics for authentication—a 
process that is more secure than 
the standard method and should  
be able to authenticate you even if 
you have a cold. 

Whether you want to use  
our automated phone service or 

Stay invested with 
the Automatic 
Investment Plan

You can use our Automatic 
Investment Plan (AIP) to  
regularly invest a fixed dollar 
amount in an existing mutual 
fund in OneSource.

There is no charge to get 
started. You can set up an AIP 
by logging on to schwab.com/
OIAIP. You’ll need to choose  
the account where the money 
will be withdrawn and the 
mutual fund you’d like to invest 
in. Once you’ve registered,  
we’ll send you a confirmation 
letter. Trades will appear on 
monthly statements.
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SPOTLIGHT:
RESEARCH

In using this tool, be aware that Schwab is not analyzing your investment portfolio or your individual circumstances, or considering or recommending what you should buy, 
hold, or sell in your account. Before buying, you should consider whether any investment is suitable for your circumstances.

Investment value will fluctuate, and shares, when redeemed, may be worth more or less than their original cost. Unlike mutual funds, shares of ETFs are not individually 
redeemable directly with the ETF. Shares are bought and sold at market price, which may be higher or lower than the net asset value (NAV).

Diversification strategies do not assure a profit and do not protect against losses in declining markets.

Charles Schwab & Co., Inc. (member SIPC) receives remuneration from fund companies in Schwab’s Mutual Fund OneSource  service for recordkeeping and shareholder 
services and other administrative services. Schwab and its affiliates also receive fees from the Schwab Affiliate Funds for investment advisory, administrative, and 
transfer agency services, as well as shareholder and other fund services. The aggregate fees Schwab or its affiliates receive from Schwab Affiliate Funds (see fund 
prospectus for more details) are generally greater than the remuneration Schwab receives from fund companies participating in the Mutual Fund OneSource service.

Charles Schwab Investment Advisory, Inc., is an affiliate of Charles Schwab & Co., Inc.

©2016 Charles Schwab & Co., Inc.

Don’t go it alone. We can help you 
build mutual fund and ETF portfolios.
Use Schwab’s Portfolio Builder tools to build diversified portfolios that are right for you.

Mutual funds and ETFs can be an important part of your long-term financial plan. That’s why 
we strive to provide our clients with expert guidance and powerful tools at no additional fee.

With Schwab you receive:
• Simplicity—Our tools and resources are available 24/7  

and are designed to help you understand mutual funds, ETFs, 
and the purchase process.

• Expert proprietary research—Portfolios are prepared, 
updated, and rigorously screened by Charles Schwab 
Investment Advisory, Inc., a Registered Investment Advisor 
and affiliate of Charles Schwab & Co., Inc.

• Broad coverage—Access a wide range of Morningstar 
categories for mutual funds and ETFs from leading providers.

• Value—Enjoy low-cost, transparent pricing that’s easy  
to understand. 

• Unique online tools—Our comprehensive online tools 
guide you to choosing predefined portfolios that best  
match your risk tolerance. 

Here’s how to get started:

 Go to the Mutual Fund Portfolio Builder. 
schwab.com/MutualFundPortfolioBuilder

 Go to the ETF Portfolio Builder. 
schwab.com/ETFPortfolioBuilderTool

Step 1: Select the account in which you 
would like to invest.
The account must have cash available.

Step 2: Tell us your risk tolerance.
Before investing in mutual funds or ETFs, you need 
to tell us your tolerance for risk. Choose your risk 
profile from the drop-down menu or use our risk 
questionnaire, which asks you to consider your 
financial goals, investment time horizon, and level 
of comfort with risk in your portfolio. From there, 
we break risk tolerance into multiple categories 
so you can choose the one appropriate to your 
investing style.

Investors should carefully consider information 
contained in the prospectus, including investment 
objectives, risks, charges, and expenses. You can 
request a prospectus by calling 1-800-435-4000. 
Please read the prospectus carefully before investing.

1
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In using this tool, be aware that Schwab is not analyzing your investment portfolio or your individual circumstances, or considering or recommending what you should buy, 
hold, or sell in your account. Before buying, you should consider whether any investment is suitable for your circumstances.

Investment value will fluctuate, and shares, when redeemed, may be worth more or less than their original cost. Unlike mutual funds, shares of ETFs are not individually 
redeemable directly with the ETF. Shares are bought and sold at market price, which may be higher or lower than the net asset value (NAV).

Diversification strategies do not assure a profit and do not protect against losses in declining markets.

Charles Schwab & Co., Inc. (member SIPC) receives remuneration from fund companies in Schwab’s Mutual Fund OneSource® service for recordkeeping and shareholder 
services and other administrative services. Schwab and its affiliates also receive fees from the Schwab Affiliate Funds for investment advisory, administrative, and 
transfer agency services, as well as shareholder and other fund services. The aggregate fees Schwab or its affiliates receive from Schwab Affiliate Funds (see fund 
prospectus for more details) are generally greater than the remuneration Schwab receives from fund companies participating in the Mutual Fund OneSource service.

Charles Schwab Investment Advisory, Inc., is an affiliate of Charles Schwab & Co., Inc.

©2016 Charles Schwab & Co., Inc. All rights reserved. Member SIPC. CC0430228 (0316-DANE) ADP86294OW-02 (03/16)

—Access a wide range of Morningstar 
categories for mutual funds and ETFs from leading providers.

Step 3: Tell us how much you’re investing.
You’re free to invest as much as you’d like, but both 
mutual funds and ETFs have a $5,000 minimum to 
ensure proper diversification for risk management.

Step 4: Review your portfolio.
Once you’ve selected your risk tolerance and 
your investing amount, the tool will generate a 
customized portfolio along with in-depth details 
about the portfolio. The report will include:

• Fund names and symbols
• Fund category
• Current fund price (for ETFs)
• Number of shares to be purchased (for ETFs)
• Risk profile allocation
• Portfolio allocation percentage
• Prospectus PDF

Our portfolio suggestions are built with our Schwab 
Mutual Fund OneSource Select List® and ETF Select 
List®, both of which are prescreened by our experts. 
You always have the freedom to customize the 
portfolio allocations as you see fit.

Step 5: Complete your transaction.
Before you can complete your transaction, you’ll 
have a few more decisions to make. For mutual 
funds, you’ll have to decide whether or not to 
reinvest your dividends and capital gains. For 
ETFs, you’ll need to select things like order type 
and trading time. Once that’s done, complete your 
transaction by selecting the Trade button.

Investors should carefully consider information 
contained in the prospectus, including investment 
objectives, risks, charges, and expenses. You can 
request a prospectus by calling 1-800-435-4000. 
Please read the prospectus carefully before investing.

3
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QUESTIONS?
Call us at 1-800-435-4000.

GET STARTED TODAY:
Go to the Mutual Fund Portfolio Builder. 
schwab.com/MutualFundPortfolioBuilder

Go to the ETF Portfolio Builder. 
schwab.com/ETFPortfolioBuilderTool
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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 his or her 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. 

Performance may be affected by risks associated with non-diversification, including 
investments in specific countries or sectors. Additional risks may also include, but 
are not limited to, investments in foreign securities, especially emerging markets, 
real estate investment trusts (REITs), fixed income, small capitalization securities and 
commodities. Each individual investor should consider these risks carefully before 
investing in a particular security or strategy.

Examples provided are for illustrative purposes only and are not intended to be 
reflective of results you can expect to achieve. 

Charles Schwab Investment Advisory, Inc., is an affiliate of Charles Schwab & Co., 
Inc. (p. 12–14, 29–31)

The Schwab Center for Financial Research is a division of Charles Schwab & Co., Inc.
(p. 3, 8, 15–17, 18–20, 21–23, 24–28, 29–31, 32–35)

This information is not intended to be a substitute for specific individualized 
tax, legal or investment planning advice. Where specific advice is necessary or 
appropriate, please consult with a qualified tax advisor, CPA, financial planner or 
investment manager. (p. 5, 32–35)

Municipals and tax-exempt bonds are not necessarily a suitable investment for 
all persons. Information related to a security’s tax-exempt status (federal and in-
state) is obtained from third parties and Schwab does not guarantee its accuracy. 
Tax-exempt income may be subject to the alternative minimum tax (AMT). Capital 
appreciation from bond funds and discounted bonds may be subject to state or local 
taxes. Capital gains are not exempt from federal income tax. (p. 15–17, 28–31)

While ETFs offer intraday trading, they may be more susceptible to liquidity 
challenges during market hours compared to mutual funds that are priced after the 
market close. (p. 12–14)

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. Unlike mutual funds, shares of ETFs are not individually redeemable 
directly with the ETF. Shares are bought and sold at market price, which may be 
higher or lower than the net asset value. (p. 29–31)

International investments involve additional risks, which include differences in 
financial accounting standards, currency fluctuations, geopolitical risk, foreign taxes 
and regulations, and the potential for illiquid markets. Investing in emerging markets 
may accentuate these risks. (p. 24–28, 32–35)

High-yield bonds and lower-rated securities are subject to greater credit risk, default 
risk and liquidity risk. (p. 24–28)

Treasury Inflation Protected Securities (TIPS) are inflation-linked securities issued by 
the U.S. government whose principal value is adjusted periodically in accordance with 
the rise and fall in the inflation rate. Thus, the interest amount payable is also impacted 
by variations in the inflation rate as it is based upon the principal value of the bond. It 
may fluctuate up or down. Repayment at maturity is guaranteed by the U.S. government 
and may be adjusted for inflation to become the greater of either the original face 
amount at issuance or that face amount plus an adjustment for inflation. (p. 24–28)

S&P U.S. BMI TR Index for U.S. stocks. The index includes all U.S. domiciled 
companies with a float-adjusted market capitalization of at least $100 million and an 
annual value traded of at least $50 million.

S&P Global Ex U.S. BMI TR Index for international stocks. The index covers 
approximately 8,000 companies in 45 countries with a float-adjusted market 
capitalization of at least $100 million and an annual value traded of at least 
$50 million. The index excludes U.S. companies.

Barclays U.S. Aggregate Bond Index for core bonds. The index is a market-value-
weighted index of taxable investment-grade fixed-rate debt issues, including 
government, corporate, asset-backed and mortgage-backed securities, with 
maturities of one year or more.

Barclays Inflation Protected Treasuries-TIPS TR (Series-L) Index for U.S. inflation-
protected bonds. The index is a market value-weighted index that tracks inflation-
protected securities issued by the U.S. Treasury. To prevent the erosion of purchasing 
power, TIPS are indexed to the nonseasonally adjusted Consumer Price Index for All 
Urban Consumers, or the CPI-U (CPI).

Barclays Global Aggregate Ex-USD TR Index for international developed country 
bonds. The index is designed to be a broad-based measure of global investment-
grade fixed income markets outside of the U.S.

Barclays U.S. VLI High Yield TR Index for U.S. corporate high yield. The index includes 
publicly issued U.S. dollar denominated, non-investment-grade, fixed-rate, taxable 
corporate bonds that have a remaining maturity of at least one year and have $600 
million or more outstanding face value.

Barclays Emerging Markets USD Bond TR Index for international emerging markets 
bonds. The index tracks the total return for debt instruments of the emerging markets.

S&P GSCI TR Index for commodities. The index is a world production-weighted index 
composed of the principal physical commodities that are the subject of active, liquid 
futures markets.

Barclays Short Treasury 1-3 Month TR Index for cash investments. The index 
includes all publicly issued zero-coupon U.S. Treasury bills that have a remaining 
maturity of more than one month and less than three months. Included securities 
are investment-grade, have $250 million or more of outstanding face value, 
denominated in U.S. dollars, fixed rate, and non-convertible.

Barclays Emerging Markets USD Bond TR Index tracks the total return for debt 
instruments of the emerging markets.

Barclays Global Aggregate Ex-USD TR Index is designed to be a broad-based 
measure of global investment-grade fixed income markets outside of the U.S.

Barclays U.S. Corporate High-Yield Bond Index covers the USD-denominated, 
non-investment-grade, fixed-rate, taxable corporate bond market. Securities are 
classified as high-yield if the middle rating of Moody’s, Fitch, and S&P is Ba1/BB+/
BB+ or below.

Barclays U.S. Treasury Inflation Protected Securities (TIPS) Index is a market-value-
weighted index that tracks inflation-protected securities issued by the U.S. Treasury. 
To prevent the erosion of purchasing power, TIPS are indexed to the nonseasonally 
adjusted Consumer Price Index for All Urban Consumers, or the CPI-U (CPI).

Citigroup U.S. 3-Month Treasury Bill Index is an index that measures monthly total 
return equivalents of yield averages that are not marked to market. The 3-Month 
Treasury Bill Index consists of the last three three-month Treasury bill issues.

MSCI EAFE® (Europe, Australasia, Far East) Index is a free float-adjusted market 
capitalization index designed to measure the equity market performance of 
developed markets, excluding the U.S. and Canada. It consists of 22 developed 
market country indexes.

MSCI Emerging Markets (EM) IndexSM is a free float-adjusted market capitalization 
index designed to measure equity market performance of emerging markets. It 
consists of 21 emerging market country indexes.

MSCI U.S. REIT Index is a free float-adjusted market capitalization-weighted index 
that is composed of equity REITs that are included in the MSCI U.S. Investable 
Market 2500 Index, with the exception of specialty equity REITs that do not generate 
a majority of their revenue and income from real estate rental and leasing operations. 
The index represents approximately 85% of the U.S. REIT universe.

Russell 2000® Index measures the performance of the 2,000 smallest companies in 
the Russell 3000® Index. 

S&P 500® Index is a capitalization-weighted index of 500 stocks from a broad range 
of industries. The component stocks are weighted according to the total market 
value of their outstanding shares.

S&P GSCI® (Goldman Sachs Commodity Index) is a world production-weighted index 
composed of the principal physical commodities that are the subject of active, liquid 
futures markets.

Indexes are unmanaged, do not incur management fees, cost or expenses, and 
cannot be invested in directly.

(0216-D2U4)
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“Creating 
your plan isn’t 
enough—you 

also have to put 
it into action.”

I f you were to ask most people 
why they invest, chances are 
their answers would relate to a 

specific goal. Maybe they’re saving 
for retirement, or a child’s college 
education, or the down payment 
on a home. If you were to ask them 
how they plan to achieve their goals, 
however, their answers might not be as 
straightforward. That’s because, while 
most people understand why they 
should invest, they’re not always sure 
about how to do it.

To my mind, the key to successful 
investing comes down to one critical 
task: creating a thoughtful, well-
designed investment plan that is 
complete, realistic and actionable. 
That said, your plan doesn’t have 
to be overly complicated. Focus on 
answering a few key questions. How 
much do you need to save? How long 
until you need the money? How much 
can you realistically afford to set aside 
each month? How comfortable are you 
with risk? How much can you expect 
your investments to grow over time? 
The answers to these questions will get 
you most of the way there. 

I like to think of investing as a 
cross-country drive: Once you know 
where you want to go (your goal) and 

how much time you have to get there 
(your time horizon), you can figure 
out the best route (your plan). Of 
course, creating your investment plan 
isn’t enough to get you to your final 
destination—you also have to put it into 
action. That means your plan needs to 
be realistic enough to follow it fully and 
consistently. Make sure you set savings 
goals that are within reach, and always 
try to prioritize savings. By committing 
to your plan, you’re giving yourself a 
better shot at reaching your goals.

And finally, don’t be discouraged if 
you run into roadblocks or detours, 
such as a market downturn or a 
temporary pause in your savings plan 
due to a life event. They’re inevitable, 
whether you’re driving across the 
country or saving for retirement. 
Instead, revisit your investment plan 
and decide if anything needs to change 
in order to get you back on track. 
By focusing on your goals, investing 
becomes the journey that will help you 
reach your final destination. 

Charles R. Schwab,
Founder & Chairman

See page 42 for important information.
(0216-C7R7)

Mapping Out Your 
Investing Journey
It’s not enough to know where you want to 
go—you need to know how to get there.
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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 Schwab brokerage account (an “eligible brokerage account”). An eligible brokerage 
account means a Schwab One® Account 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. Eligibility is subject to change.
American Express may cancel your Card Account and participation in this program, if you do not maintain an eligible brokerage account.
©2016 Charles Schwab & Co., Inc. All rights reserved. Member SIPC.
ADP90338-00 (0216-CSWV) (03/16)

Introducing the 
Charles Schwab 
Cards from 
American Express

The Charles Schwab cards from American Express are only available to clients that maintain an eligible brokerage account.*

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

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

Now there are Cards designed exclusively for Schwab Investors.
These Cards will be supported by Schwab and American Express—two companies dedicated to providing  
a high-quality, personalized customer experience.

Schwab Investor CardTM  from American Express American Express Platinum Card® for Schwab 

T:8”
T:10.5”
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Ready to buy 
or refinance? 
Schwab Bank 
can help.

Visit schwab.com/ 

mortgagerates to  

see today’s rates.

Today could be the perfect time to consider purchasing a vacation or investment property, or

refinancing an existing loan. With Charles Schwab Bank’s home lending program provided by

Quicken Loans®, you will enjoy strategic support when you are evaluating your next mortgage.

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. Program terms and conditions are subject to change.

Charles Schwab Bank and Charles Schwab & Co., Inc. are separate but affiliated companies and subsidiaries of The Charles Schwab Corporation. Investment products 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 affili-
ated 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. Charles Schwab Bank is not acting or registered as a securities broker-dealer or investment advisor.

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.

© 2016 Charles Schwab Bank. All rights reserved. Member FDIC. Equal Housing Lender. (0316-D56SC) (03/16)

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