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CEO’s NOTE

“It’s not always easy 
to know how taxes will 
affect your finances.”

Why Tax Efficiency Matters
Making tax-smart investing decisions can help you keep more of your money.

M any of us think about taxes 
only in spring when our tax 
returns come due. But the 

truth is that it’s always a good idea to 
be thinking about taxes, particularly 
as they relate to our investments. And 
the more we pay attention, the more 
we stand to benefit. 

At Schwab, we’re big believers in the 
importance of tax-efficient investing. 

The challenge is knowing where 
to look—there are many taxes to 
consider, and it’s not always easy 
to know which will affect your 
own finances. Take the alternative 
minimum tax (AMT), for instance. 
It imposes a minimum income tax 
on higher-earning individuals by 
disallowing certain deductions and 
credits. Investors need to understand 
how the purchase or sale of certain 
investments could trigger it.

Then there are powerful investing 
strategies, such as tax-loss harvesting, 
which may allow you to offset 
taxable investment gains with taxable 
investment losses, lowering your current 
tax bill and leaving you with more 
money to invest and potentially grow.

Tax efficiency is especially 
important for retirees who rely on 
their portfolios for the majority of 
their retirement income—particularly 
as people continue to live longer, 
healthier lives. Every penny counts if 
your portfolio needs to last 30 years 
or longer.

Of course, taxes don’t just affect 
what you earn—they can also affect 
what you give. If your estate plan 
includes a charitable component, 
understanding the most tax-efficient 
way to donate assets can help you 

increase the impact of your gift  
while decreasing your own tax 
burden. For example, many investors 
are finding that the flexibility and tax 
efficiency of donor-advised funds 
helps them meet both their charitable 
and tax-management goals.

Given the complexity of the 
U.S. tax code and the number of 
tax scenarios investors need to 
consider, enlisting the help of a 
professional can be a good idea. 
Some professionally managed 
accounts even specialize in tax 
efficiency that can be tailored  
to your individual needs and 
investing goals.

Whether you go it alone or work 
with a financial consultant, remember 
that taxes should be a year-round 
endeavor. While they shouldn’t 
dictate your investing strategy, they 
should inform it—because at the 
end of the day, reducing your tax bill 
means keeping more of your hard-
earned money for yourself, your loved 
ones and your favorite organizations. 

Sincerely,

Walt Bettinger
President & CEO

See page 42 for important information.
Income may be subject to the alternative minimum tax (AMT), and capital appreciation from discounted bonds may 
be subject to state or local taxes. Capital gains are not exempt from federal income tax.

This information does not constitute and is not intended to be a substitute for specific individualized tax, legal or 
investment planning advice. Where specific advice is necessary or appropriate, Schwab recommends consultation 
with a qualified tax advisor, CPA, financial planner or investment manager.

(0716-HGW7)
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Are You Too Confident?
How to counter overconfidence in investing.

Most of us believe we are better at 
some things than we really are—
whether we’re conscious of it or 

not. Psychologists call this phenomenon 
“overconfidence,” and it’s a common human 
tendency that creeps up in all aspects of 
our lives. When it comes to investing, 
however, overconfidence manifests itself in 
at least three distinct ways:

1Hersh Shefrin, Beyond Greed and Fear: Understanding 
Behavioral Finance and the Psychology of Investing, Oxford 
University Press, 2002.

See page 42 for important information.
(0616-HAH3)

-- First, we tend to overestimate our 
ability to select investments and 
evaluate their performance. 

-- Second, we overrate our performance 
relative to that of others. 

-- Third, we are prone to overprecision, 
or being excessively certain about the 
accuracy of our predictions and instincts. 

Overconfidence can put investors at a 
disadvantage because it encourages them 
to trust their own knowledge over outside 
sources that could help them make better 
decisions. Overconfident investors also  
tend to trade too much, and the cost of 
trading combined with poor performance 
from bad trades can compound over time.1 

There’s nothing wrong with being 
confident—indeed, trusting our own 
abilities often leads to  better outcomes—
but overconfidence can be a hindrance. 
Fortunately, there are tried-and-true 
investing approaches that can help 
curb overconfidence:

-- Set goals: Don’t worry about how 
other people are investing their 
money. Instead, focus on building a 
portfolio that will help you achieve 
your own financial goals. 

-- Diversify: A robust, diversified  
portfolio reduces the effects of being 
wrong on a single trade.

-- Play devil’s advocate: Make the case 
against your own decisions and then ask 
yourself if you really want to move ahead.

-- Seek a second opinion: Outside 
perspectives from financial consultants 
or other trusted sources can help you 
build a case for an investment decision  
or spot potential red flags. -

CALL US
Call 888-484-5340 to learn 
about portfolio management 
solutions that can help you 
curb behavioral biases.
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Some investors buy mutual funds 
and exchange-traded funds 
(ETFs) to help generate income—

which typically comes from either stock 
dividends or bond interest payments. 
But how do you measure income or 
“yield” on these investments? 

Most funds display two measures 
of yield, which can help investors 
understand a fund’s yield story.

30-day SEC yield. In an effort 
to standardize yield reporting, the 
Securities and Exchange Commission 
(SEC) developed the 30-day yield metric, 
which must be displayed by any fund 
that reports its yield. To calculate it, a 
fund divides its net income per share 
(dividends plus interest) during the 
30-day period by the best price per share 
on the last day of that same period. 
This metric doesn’t reflect what a fund 
distributed to fund shareholders over 
the prior year, so it’s most helpful when 

considering funds with monthly income 
payments, like bond funds.

Distribution yield. Also called the 
“trailing 12-month yield” or “TTM,” 
this metric is calculated by dividing a 
fund’s cumulative distributions over 
the previous 12 months by its net asset 
value (NAV) at the end of the period. 
Because this indicator is backward-
looking, it doesn’t reflect recent 
portfolio adjustments or price changes 
that could affect the fund’s future yield. 
As a result, the TTM yield is usually 
considered an estimate. 

Both metrics help you measure 
a fund’s income—but both have 
limitations. Many investors consider 
the backward-looking TTM an estimate 
and the SEC yield more current and a 
stronger indicator of what to expect in 
the near future. -

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.

(0716-HJXG)

See page 42 for important information.
(0616-HAJ2)

Married couples have an 
advantage when it comes 
to Social Security. It’s called 

the “spousal benefit” and it allows the 
lower-earning spouse to collect up to 
50% of the higher-earning spouse’s 
benefit at full retirement age. 

For example, if one spouse’s benefit at 
full retirement age is $2,000 but the other 
spouse’s benefit is only $750 based on her 
or his own work history, the latter spouse 
can opt to collect the spousal benefit of 
$1,000 instead at full retirement age (as 
long as the first spouse is collecting his 
or her benefit), thereby bringing in $250 
more in income each month.

Even if you’re divorced, you might still 
have the ability to collect Social Security 
spousal benefits based on your former 
spouse’s earnings. To qualify, all of the 
following must be true:

-- Your marriage lasted at least 10 years
-- You are currently unmarried
-- You are age 62 or older
-- Your former spouse is entitled to 
Social Security benefits 

-- Your own benefit is less than the 
benefit you would receive based on  
your ex-spouse’s work history

There are also other factors that 
could affect your spousal benefits, such 

as whether you were born before 1954, 
whether your ex-spouse has applied for 
retirement benefits yet, and whether 
you have reached full retirement age. 
For complete details, visit ssa.gov or 
schedule an appointment at your local 
Social Security office. -

What Does Your Fund Yield?
There are two measures for reporting income. What do they tell you?

Social Security and Divorce
Even if you’re no longer married, you could still be entitled to spousal benefits.

NEXT STEPS
Want to learn more about 
retirement planning? Find 
workshops near you at 
schwab.com/OIworkshops.

DO THE RESEARCH
To find a fund’s 30-day SEC 
yield or its distribution yield, 
log in to schwab.com/
OIfunds or schwab.com/
OIETFs and enter a ticker.

OI-Wi16-Q4-5
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This investor will go 
to great lengths to 
avoid losses and may 
miss out on gains. 

Establish a budget and 
fi nancial plan. Make 
adjustments as your 
circumstances change.

Maximize what you can 
afford to invest and 
focus on being in the 
market as opposed to 
timing the market.

Know your comfort 
level with market 
declines, focus on 
your goals and don’t 
chase performance. 

What you can do:

Loss Aversion
Often overestimating his 
expertise, this investor has 
a tendency to buy risky 
investments and hold an 
over-concentrated portfolio.

Overconfidence

What is 
Your Biggest 
Investing 
Challenge?

“ “I don’t take risks 
because I’m scared 
of losing money.

No problem here. 
I know more about 
investing than 
most people.

1 2 3

See page 42 for important information. 
Diversifi cation, rebalancing and asset allocation 
strategies do not ensure a profi t and do not protect 
against losses in declining markets.

(0816-K71G)

O U R I N V E ST M E N T D E C I S I O N S 
A R E N ’T  A LWAYS R AT I O N A L. 
Even the most experienced and 
successful investors can let 
emotions get in the way of their 
decision-making.

So how do you minimize the impact 
of emotions? A good place to start 
is by becoming familiar with the 
common emotional biases. Here 
we take a look at how to identify 
behaviors that can contribute to 
below-average returns and how 
to overcome them.

OI-Su16-Q2-6
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Stay engaged with your 
investments to keep 
your asset allocations 
from drifting into 
uncomfortable territory.

Get advice when 
you need it.

This investor tries to 
generate higher returns 
by chasing “hot” stocks 
or star fund managers.

RepresentativenessStatus Quo
This investor is easily 
overwhelmed and is wary 
of making any changes to 
his portfolio even when 
it’s in his best interest.

Regret Aversion
As a result of past 
investments that turned 
out poorly, this investor 
makes conservative 
investment choices.

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

“ “ “My portfolio is 
� ne the way it is. 
I don’t need to 
change anything.

I hesitate to make 
a decision because 
I don’t want to 
make a mistake.

When I think 
a stock is hot, 
I need to buy it.

4 5
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Buoying 
Bonds
Floating-rate 
corporate bonds offer 
a few benefits during 
times of interest rate 
uncertainty.

T he past few years have been 
difficult for bond investors. 
With interest rates still near 

historic lows and the Federal Reserve 
taking a cautious approach to rate 
hikes—particularly in the wake of 
this summer’s political and economic 
uncertainty in Europe—many bond 
investors are sitting on the sidelines 
yearning for the higher yields of yore. 

Floating-rate corporate bonds, or 
“floaters,” can help investors position 
their portfolios for an eventual 
rate increase. Unlike traditional 
bonds, whose interest rates are 
fixed, floaters’ rates are based on a 
benchmark rate, such as the three-
month LIBOR (London Interbank 
Offered Rate), plus a spread—which 
means that if the benchmark rate 
goes up, so does the floater’s.  

In the event of a rate increase (or 
in anticipation of one), investment-
grade corporate floaters tend to 
reap the benefits more quickly 
than traditional bonds. That’s 
because most floaters make coupon 
payments quarterly (rather than 
the more typical twice a year), plus 
short-term benchmark rates tend to 
move higher in anticipation of Fed 
rate hikes. 

And if interest rates remain low, 
floaters can offer higher yields than 
cash or short-term Treasuries. They 
also have fairly stable prices. 

Of course, the prospect of added 
reward typically comes with added 
risk, and floaters are no different. 

CALL US
For help with your  
bond investments, call  
866-893-6699 to  
speak with a Schwab  
Fixed Income Specialist.

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 by calling Schwab at 800-435-4000. Please read the 
prospectus carefully before investing.
Past performance is no guarantee of future returns.

Securities with floating or variable interest rates may decline in value if their coupon rates do not 
keep pace with comparable market interest rates.
Lower-rated securities are subject to greater credit risk, default risk and liquidity risk.

(0716-HJDA)

How floater rates are determined

Benchmark rate Spread* Floater rate  
(benchmark + spread)

0.7% 0.75% 1.45%
Note: The example is hypothetical and provided for illustrative purposes only.  
*Based on credit quality, time to maturity and other factors.

A floater’s spread tends to indicate 
its risk level: In general, the higher 
the spread, the lower the credit 
rating and the greater the risk of 
default. Because of this credit risk, 
floaters may also experience periods 
of price volatility if economic 
conditions deteriorate.

The market for investment-grade 
corporate floaters is small compared 
with the fixed-rate corporate bond 
market, although some exchange-
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traded funds (ETFs) that focus 
solely on floaters do exist. If you’re 
interested in floaters, consider 
working with a specialist who can 
help you navigate the market. -

+ =

OI-Wi16-Q4-8
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Is the Stock Market Overvalued?
The CAPE ratio may help you evaluate this on a long-term basis.

I s the U.S. stock market cheap or 
overvalued? There are many ways 
to measure the market’s value. 

One popular metric is the Cyclically 
Adjusted Price-Earnings ratio, or 
CAPE. The CAPE ratio, also known 
as the P/E 10 ratio, divides the price 
of the S&P 500® Index by the average 
inflation-adjusted reported earnings 
from the previous 10 years. 

Dating back to the 19th century, the 
CAPE ratio has maintained a long-
term median of about 16. Readings 
above this level can indicate the 
market is overvalued and bound to 
revert downward toward the mean, 
while readings below can signal an 
undervalued market with room to rise.

CAPE shortcomings
But there’s reason to question the 
messaging from CAPE readings, says 
Liz Ann Sonders, Charles Schwab’s 
Chief Investment Strategist. She says 
several shortcomings with the way the 
ratio is constructed can create stilted 
comparisons:

-- The average U.S. business cycle has 
been about six years, while CAPE 
looks back 10 years. In addition, 
CAPE uses reported (not operating) 
earnings and includes one-time 
write-offs. These accounting practices 
contribute to the CAPE reflecting 
nonrecurring items. The net effect is 
that the 10-year CAPE overestimates 
“true” average earnings during a 
contraction and underestimates them 
during an expansion. 

-- The CAPE’s inflation adjustment does 
not account for ongoing changes in 
the way the consumer price index 
(CPI) is calculated, creating apples-to-
oranges comparisons.

-- Accounting standards have changed 
significantly over time, reducing the 
reliability of earlier earnings figures.

NEXT STEPS
Read more timely takes on 
the markets and economy at 
schwab.com/OIinsights.

See page 42 for important information.
(0616-HC7P)

Liz Ann also cautions that a high CAPE 
reading doesn’t mean a correction is 
necessarily imminent. “If you follow the 
CAPE as a valuation tool, you have to be 
mindful of the simple fact that the stock 
market can become ‘overvalued’ and stay 
that way for quite some time,” she says. 

But while it falls short in anticipating 
short-term market moves, the CAPE can 
be a good tool for judging whether long-
term returns for the stock market will be 
above or below average. Investors may 
want to adjust their return expectations 

downward for stocks and ensure their 
portfolios are adequately diversified 
when market measures such as the 
CAPE are running above historically 
high levels. -

Source: Data and methodology courtesy of Professor Robert J. Shiller (econ.yale.edu/~shiller/data.htm), 
as of 8/31/2016.

CAPE signaling stock market overvaluation
The chart below shows the CAPE—all the way back to the 19th century. 
Comparing today’s reading of 27 to the long-term median of 16.1 suggests 
the stock market is about 70% overvalued.
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A s I travel around the country 
meeting clients, I am often asked for 
my thoughts about estate planning. 

Everywhere I go, parents and grandparents 
want to know how best to distribute their 
assets in a way that not only reflects their 
personal preferences and values, but also 
addresses the needs of their heirs.  

In fact, the concerns are so universal that 
for this column I’m departing from the usual 
Q&A format in favor of combining the most 
common questions into one discussion.

The interesting part of intergenerational 
wealth transfer is that there are no set 
answers. What is right for one family could be 

Transferring 
Wealth
5 things to consider as you 
set up your estate plan. 
BY CARRIE SCHWAB-POMERANTZ

Understand the  
risks of dividing your 
estate unequally
If you divide your estate 
unequally between your 
children or grandchildren, you 
run the risk of communicating 
that you care about one more 
than the other, or that you 
support one’s life choices 
over another’s. 

Therefore, while it may 
seem logical to provide extra 
assistance to a child with fewer 
resources or special needs, you 
need to balance that with the 
emotional message you send.  
And circumstances change; 
by the time your estate is fully 
distributed, your heirs’ financial 
situations may be very different 
than they are today.

If, after careful thought, you 
decide that unequal distribution 
is the best path, make a special 
effort to explain your reasoning 
to your heirs now. If you are 
honest about your reasons, 
hopefully they will understand.

Examine your reasons 
for maintaining control
We’ve all heard the phrase 
“controlling from the grave.” 
While it’s natural to want to 
control your money, control 
generally doesn’t work so well 
for people. If you fear that an 
heir will be irresponsible with 
his or her inheritance, by all 
means explore setting up a 
trust. I caution you, though, 
not to set conditions with the 

completely off-base for another. 
Historically, estate taxes played 
a major role in determining 
how and when to distribute 
wealth. Today, however, with 
the estate tax exclusion set at 
$5.45 million (or $10.9 million 
for a couple) and portability 
between spouses, the personal 
side of estate planning generally 
overshadows tax avoidance. 
Thankfully for most, the horse 
can now lead the cart.

Regardless of your tax 
status, I believe that the key 
to impactful wealth transfer 
is to view your estate as your 
legacy. As you contemplate 
your choices, I encourage you 
to think of your estate plan as 
your opportunity to help and 
protect the people you care 
about most, at the same time 
that you are passing on your 
priorities and values. I hope 
that the following guidelines 
will help you do just that.

Carefully explore  
your options
Modern families generally 
involve complex relationships, 
and the more unique your 
family dynamic, the more 
thoughtful you will likely need 
to be. So take your time. Work 
with an experienced estate 
attorney with whom you have 
rapport. It’s great to solicit the 
advice of friends, colleagues 
or loved ones, but when all is 
said and done, you should be 
true to yourself.

OI-Wi16-Q4-10
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intention of controlling an heir’s 
personal life decisions. When all 
is said and done, this approach 
could backfire.

Consider gifting a portion 
now and more later
No doubt about it, gifting 
during your lifetime can be a 
powerful win-win. Not only 
do the recipients benefit from 
your generosity, but studies 
have shown that givers benefit 
in terms of psychological 
satisfaction. Money can’t buy 
happiness; but as it turns out, 
giving can.

I would be negligent, however, 
if I didn’t include one caveat: 
Never let your generosity 
threaten your financial security. 
There will be no joy for anyone 
if you later have to rely on the 
loved ones you tried to help.

Explain your decisions
Once you’ve created your plan, 
talk to your family. As much 
as you may believe that your 
decisions are clear and correct, 
don’t risk the potential for 
misunderstanding. Invite their 
questions and respond honestly. 
The dialogue that ensues may 
be as valuable as the financial 
resources you pass on. -

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

See page 42 for important 
information.
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.

(0716-JKB8)

LET’S TALK
Call 888-484-5340 
to discuss your estate 
planning needs.

“No doubt 
about it, 
gifting during 
your lifetime 
can be a 
powerful 
win-win.”
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I t’s a big world out there, and investors 
in international equities can sometimes 
feel like they’re being tossed about by 

crosswinds. During the past year, rock-bottom 
interest rates, weak commodity prices, “Brexit,” 
worries about China and the continued 
strength of the U.S. dollar all contributed  
to a volatile investing environment. 

But global investing is an important part of 
a diversified portfolio. For starters, a globally 
diversified portfolio may reduce risk. It can 
also offer investors return potential. As an 
investor, you never know which types of 
investments are going to outperform in any 
given year. Take 2016 for example. While 
it’s been bumpy year to date for developed 
market investors, those who maintained their 
exposure to emerging markets were rewarded. 
The MSCI Emerging Market Index had 
returned 14.84% as of August 31. 

So what’s ahead for next year? While 
markets are unpredictable, here are six trends 
that we believe are likely to shape global 
markets in 2017.

→ TREND 1: Revival  
of earnings growth
We’ve seen an upturn in global earnings 
forecasts since February. Stock analysts seem 
to be catching up with surprisingly solid 
global economic data. 

This trend can be seen across most sectors. 
Earnings expectations for stocks in the 
industrials, energy, materials, consumer 

staples and information technology sectors 
have recently rebounded. These sectors join 
health care, utilities and telecom, which 
have had an improving outlook since the 
spring. The two holdouts are the consumer 
discretionary sector, which remains flat, and 
financials, which is still in a downward trend. 

Stocks have benefited from rising earnings 
estimates, even in the face of some negative 
geopolitical developments this summer. 
However, without stronger global economic 
growth, earnings are unlikely to post a 
powerful rebound.

→ TREND 2: Political populism’s rise
Anti-establishment populism was a global 
theme this year, with nontraditional political 
candidates looking to ride waves of voter 
discontent to polling success in the United 
States, Europe and elsewhere. The U.K. was 
also buffeted by “Brexit”—its surprising vote 
to leave the European Union—in late June. 

The prospect of a populist leader can 
easily rattle markets, but are there long-term 
effects? It’s worth looking at recent examples: 
France elected a Socialist Party president in 
2012, and Greece voted in the radical-left 
party Syriza in 2015. But instead of fulfilling 
their campaign promises to defend pensions 
and other benefits, both governments 
adopted tax cuts, labor reforms, lower 
trade barriers, budget austerity and other 
concessions needed to put their economies 
on stronger ground. 

With elections due to take place in Germany 
and France in the coming year, that’s a lesson 
for U.S. investors who may think that sweeping 
political change means sweeping economic 
change: History usually says otherwise. 

→ TREND 3: The strength  
of the U.S. dollar
After reaching a nine-year high in late 2015,1 

the U.S. dollar has taken a more erratic 
path in 2016 due in part to the Federal 
Reserve’s hesitancy to raise interest rates and 
unexpected events like the Brexit vote. 

A sharply strengthening dollar could prove 
a drag on U.S. growth going forward. A much 
stronger dollar could hurt foreign demand for 
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American products, which could eventually 
lead to lower production at home. And 
American companies that do a lot of business 
overseas could see their earnings erode when 
they convert profits into U.S. dollars.

A stronger dollar could also be a problem 
for emerging market countries for two 
main reasons. First, while weaker emerging 
market currencies relative to the dollar 
could boost exports, they could also lead 
to unwanted inflation. Second, emerging 
market borrowers with debt denominated in 
U.S. dollars could struggle to pay their debt 
as the value of their currency weakens. The 
path of the dollar will be critical for emerging 
markets in the year ahead.

→ TREND 4: The limitations  
of negative interest rates
Desperate to stimulate economic growth, 
central banks in Japan, the eurozone, Sweden, 
Switzerland and Denmark have driven 
their interest rates into negative territory in 
an attempt to promote lending and revive 
inflation. Interest rates have fallen so low 
around the world that in some cases investors 
may find themselves paying to hold foreign 
bonds, rather than being paid to do so.

Financial services firms in such 
economies, which now must pay to hold 
some of their reserves at central banks, could 

feel the crunch. While negative rates certainly 
give them an incentive to lend the money 
that would otherwise be held in reserve, 
they’re also a drag on earnings. In the end, the 
shift to negative interest rates could actually 
work against policymakers’ desire to boost 
lending. Also, savers could pull their money 
from banks and bonds and stuff it under 
their mattresses, starving these economies 
of funding. The impact of these uncharted 
policies will continue to play out in 2017. 

→ TREND 5: Oil price volatility 
Overproduction has weighed heavily on oil 
prices, which fell from more than $110 a 
barrel in June 2014 to about $25 in January 
2016.2 The rising dollar played a role, too. 
Like most globally traded commodities, 
crude oil is priced in U.S. dollars, so a rising 
dollar effectively makes the commodity more 
expensive for foreign buyers, which can hurt 
demand and further weigh down prices.

Plunging oil prices have hurt oil-dependent 
countries such as Saudi Arabia, Russia and 
Venezuela. In the United States, energy 
companies cut back operations as oil prices 
dropped below the break-even cost of 
production. Some went bankrupt. For those 
that did not, questions remained about how 
cash-strapped energy companies would make 
payments on the large amounts of high-yield 

“Anti-establishment 
populism was a global 
theme this year, with 
nontraditional political 
candidates looking 
to ride waves of voter 
discontent to polling 
success in the United 
States, Europe  
and elsewhere.”
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How much international exposure do you need? 
Depending on your time horizon and risk tolerance, Schwab suggests that you have  

between 4% and 35% of your assets allocated to international stocks.

4%
12% 21% 31%

35%
Conserva

tive

Moderate aggressive

Moderately

Aggressive

conservativeModerately

LET’S TALK
Call 888-484-5340 

to discuss adding 
international investments 

to your portfolio.

corporate debt many had taken on during 
the boom years. 

Concerns eased when oil prices bounced 
back to around $45 a barrel, but a renewed 
decline would revive those fears and put oil-
dependent economies at increased risk.

→ TREND 6: China’s changing 
economic engine
The growth trajectory of the world’s second-
largest economy (after the United States) is 
clearly important—especially to countries like 
Japan and Australia, whose top trading partner 
is China, and to emerging market countries 
that supply the commodities China consumes. 

For the past few years, China’s growth 
has been gradually slowing as it transitions 
from a manufacturing-based economy to 
one focused more on services and consumer 
spending. However, markets were shaken in 
August 2015 when China suddenly devalued 
its currency, the yuan. U.S. markets tumbled, 
too, as investors around the world worried that 
China’s economy was weaker than expected 
and could pull the rest of the world into a 
global recession. 

Since then, however, China’s economy has 
been boosted by fiscal and monetary stimulus, 
while construction has rebounded due to 
increased government-led infrastructure 
spending. This stabilization has been positive 
for global growth. In 2017 it will be important 
to watch whether China continues to rely on 
debt-fueled construction or renews its focus on 
becoming a consumer-driven economy. 

1Based on the U.S. Dollar Currency Index (USDX, DXY), which 
measures the value of the U.S. dollar relative to a basket of 
foreign currencies including the euro, Japanese yen, British pound 
sterling, Canadian dollar, Swedish krona and Swiss franc. 
2Bloomberg, based on closing prices for ICE Brent crude futures 
contract, 01/2016.

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

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.

The MSCI Emerging Markets Index captures large and mid-cap 
representation across 23 emerging market countries. The index 
covers approximately 85% of the free float-adjusted market 
capitalization in each country. It covers Brazil, Chile, China, Colombia, 
Czech Republic, Egypt, Greece, Hungary, India, Indonesia, Korea, 
Malaysia, Mexico, Peru, Philippines, Poland, Russia, Qatar, South 
Africa, Taiwan, Thailand, Turkey and United Arab Emirates.

(0716-JKUJ)

Thinking about the opportunity
All of these themes will be critical to watch 
in the year ahead. But investors should keep 
in mind that risk isn’t just something no one 
thought would happen that did. It’s also the 
event that everyone thought would happen that 
didn’t. The diminished expectations for Fed 
rate hikes in 2016 contributed to the reversal in 
the dollar and oil and helped power a rally in 
emerging market stocks. Maintaining a globally 
diversified portfolio can help to mitigate the 
impact of surprises and capture opportunities. -

Jeffrey Kleintop (@jeffreykleintop) is Senior Vice 
President, Chief Global Investment Strategist at 
Charles Schwab & Co., Inc.
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Why Invest in 
International Bonds?
They have a role to play in a diversified portfolio.
 BY KATHY JONES

T hese are interesting times for 
international bond investors. On 
one hand, holders of Japanese and 

German long-term bonds have likely 
earned strong returns as concerns about 
global growth and central bank stimulus 
programs have pushed up bond prices. 
On the other hand, anyone looking to buy 
more foreign bonds must confront volatile 
currency markets, low interest rates and 
low or even negative yields—which could 
mean investors have to pay to hold some 
developed country foreign bonds.  

 One might ask: Why bother with 
foreign bonds at all? After all, the U.S. 
economy seems to be in better shape 
than many other economies, and yields 
on U.S. bonds may be low, but at least 
they’re not negative.

The simple answer is diversification. 
When you buy a foreign bond, you take 
on some exposure to a different economy 
and interest rates. And if a foreign bond 
is denominated in another currency, you 
stand to benefit if that currency rises 
against the dollar (though you also face the 
risk that a currency will weaken). 

That’s why international bonds are one 
of the three building blocks of a diversified 
bond portfolio, the other two being core 
bonds and aggressive income assets 
(see sidebar). Schwab recommends that 
investors hold up to 15% of their fixed 
income allocation in international bonds, 
depending on their risk tolerance.

Here we’ll look at how international 
bonds differ from U.S. bonds and some 
of the risks and other considerations for 
including international bonds in your fixed 
income portfolio.

A tale of two bond types
The global bond market far surpasses the 
global stock market in terms of both size 
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and complexity. � is can pose a 
challenge to investors looking to build 
a globalized � xed income portfolio, 
so it makes sense to divide international 
bonds into two groups: 

 - Developed market bonds include 
government and investment-
grade corporate bonds from more 
economically advanced countries, 
like Japan or the countries of Europe. 
� e credit qualities for these bonds 
are usually similar to those of U.S. 
government and investment-grade 
corporate bonds.  

 - Emerging market bonds include 
securities from the developing world, 
such as China and other fast-growing 
economies in Asia as well as some 
South American countries. � ese types 
of bonds tend to be riskier than bonds 
from developed countries, which means 
that they may o� er higher interest 
payments. But given their increased 
risk, most investors should consider 
limiting their exposure to them.

Currency effects
Foreign bond returns can be a� ected 
by interest income, price changes and 
currency � uctuations. Interest income 
is always positive, and because bonds 
o� er � xed coupons—barring a default, of 
course—this part of a bond’s total return 
is predictable.

Price and currency changes are less 
predictable and can vary depending on 
the market. Price changes depend on the 
direction of interest rates in the country 
where the bond is issued. Generally, when 
rates go up, bond prices fall, and vice versa. 

Currency swings a� ect the value 
of income payments and also amplify 
price changes, so they can have an 
outsized impact on returns (see chart 
at le� ). For example, if you owned a 
euro-denominated bond, and the euro 
strengthened against the dollar, your 
returns from that bond would be higher 
in dollar terms. Of course, the opposite 
is also true, as a strong dollar erodes the 
value of returns in weaker currencies.

Source: Schwab Center for Financial Research using Barclays Global Aggregate ex US Index and 
Barclays Emerging Market Local Currency Government Index. 
*Data as of 6/30/2016.
Past performance is no guarantee of future returns.

Components of return

Where in the world?

Currency returns can have a big impact on international bond returns.

When looking at the global bond market, consider both developed market 
bonds and emerging market bonds. 

2016*

2016*

2015

2015

—10% 10%0%

- Price & income     - Currency     - Total returns % (price & income + currency return)

Source: CIA World Factbook and MSCI.

- Developed markets - Emerging markets

6.3

11.1

—10.4

5.7

3.7

Developed markets

Emerging markets

12

—6.0

1.4

4.26.9

—14.1

—7.4
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CONTACT US 
For help with 
international bonds, 
call a Fixed Income 
Specialist at  
866-893-6699.

3 building blocks of your bond portfolio

1 CORE BONDS: U.S. Treasury 
bonds, investment-grade 

corporate bonds and municipal 
bonds provide diversification, 
stability and income. They should 
make up between 65% and 100% 
of your fixed income allocation.  

2 AGGRESSIVE INCOME: 
U.S. high-yield corporate 

bonds, emerging market bonds 
and preferred securities all 
offer higher income potential, 
but at significantly higher risk 
compared with core bonds. 

Even if you are an aggressive 
investor with a high tolerance 
for risk, aggressive income 
products should make up no 
more than 20% of your fixed 
income allocation.

3 INTERNATIONAL BONDS: 
Non-U.S. developed country 

bonds can provide diversification, 
but often carry higher risk. They 
can make up as much as 15% of 
your fixed income allocation.

Diversification benefits
Because foreign bonds are subject to 
different economic growth, interest 
rate and currency market conditions, 
they tend to perform differently from 
U.S. bonds. Emerging market and 
developed market bonds have a negative 
or very weak positive correlation with 
U.S. Treasuries—meaning that the 
investments rarely move in tandem.

Headwinds 
So what’s the outlook now? Sluggish 
growth in advanced economies, 
stubbornly low commodity prices and 
weak global trade are likely to continue to 
weigh on the global economy.

That could keep up the pressure on 
developed country central banks to 
continue stimulating their economies 
with low interest rates and bond-buying 
programs. European and Japanese central 
bankers have been buying government 
bonds and corporate bonds in a bid to 
pump more cash into their economies. 
That could keep prices high and yields 
low or even negative. 

Emerging market bond yields are higher 
than developed country yields, both 
because the bonds are riskier and because 
emerging market currencies tend to be 
more volatile and can have a bigger impact 
on the total return of a bond investment. 
In addition, many emerging market 
countries rely heavily on exports, which 
could be a problem if global growth slows.

What to do now
Because of these challenges, investors 
who would like an allocation to foreign 
bonds in their fixed income portfolios 
could consider investing through a 
diversified bond fund or through an 
active professional manager. 

For some investors, a combination 
of passive (indexing) and active 
strategies may make sense. An actively 
managed fund could provide access to 
a wider array of securities for greater 
diversification than an index fund. Also, 
actively managed funds can adjust their 

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. Shares are bought and sold at 
market price, which may be higher or lower than the net asset value (NAV).

Fixed income securities are subject to increased loss of principal during periods of rising interest rates. 
Fixed income investments are subject to various other risks, including changes in credit quality, market 
valuations, liquidity, prepayments, early redemption, corporate events, tax ramifications and other factors. 
Lower-rated securities are subject to greater credit risk, default risk and liquidity risk.

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.

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

The Barclays Global Aggregate Bond Index provides a broad-based measure of the global investment-
grade fixed-rate debt markets. The three major components of this index are the U.S. Aggregate, the 
Pan-European Aggregate and the Asian-Pacific Aggregate Indices. The Global Aggregate Bond Index ex US 
excludes the U.S. Aggregate component. 

Barclays EM Local Currency Government Bond Index (EM Local Currency) is designed to provide a broad 
measure of the performance of local currency emerging markets (EM) debt. Classification as an emerging 
market is rules-based and reviewed on an annual basis using World Bank income group and International 
Monetary Fund (IMF) country classifications.

Past performance is no guarantee of future results.

(0716-J7AB)

holdings in response to market conditions 
if necessary, unlike index funds (though 
actively managed funds tend to have 
higher fees, so that needs to be taken into 
consideration). -  

 

Kathy Jones (@kathyjones) is Senior Vice 
President, Chief Fixed Income Strategist at 
the Schwab Center for Financial Research.
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A major benefit of municipal bonds, or 
“munis,” can be summed up in two 
words: tax breaks. 

Interest payments on munis, which are 
issued by cities, states and local governments 
to fund daily operations or building projects, 
are generally exempt from federal income 
taxes.1 They may also be exempt from state 
income taxes—but this exemption tends to 
apply only if the issuer is from your home 
state. In other words, some of the tax breaks 
stop at the state line.

That may seem like a compelling argument 
for sticking with in-state munis. After all, the 
combined tax breaks they offer someone in a 
high-tax state could be pretty large. 

But are there good reasons to invest in 
out-of-state munis? We found five cases 
where they might make sense. 

 CASE 1  You live in a state with low or 
no income taxes. If your state income tax 
bill is not an important consideration, then 
you may benefit from diversifying your muni 
portfolio with out-of-state issuers. 

The map on page 20 shows the maximum 
marginal income tax rate by state for married 
taxpayers filing jointly.

 CASE 2  You could earn a higher yield, 
even without state tax breaks. Some 
out-of-state muni bonds offer higher yields 
than in-state munis, even after accounting 
for any state income taxes. 

It depends on where you look, though. 
The table at right shows the yield investors 
in certain states would have to earn on 
out-of-state munis compared with the 
yield on an index of 10-year general 
obligation (GO) bonds from their home 
state to make up for the lack of state-
income-tax breaks. The investors are in 
their home states’ highest marginal state 
tax bracket, and the difference in yield is 
expressed in basis points (hundredths of a 
percentage point). Note that Florida, Texas 
and Washington don’t have state income 
taxes, so there’s no spread.

To call out one example, the yield on 
the 10-year California GO bond index is 
1.84%. A married couple in the highest 
marginal tax bracket would have to earn 
a yield of at least 2.12% on a bond from 
outside of California to achieve the same 
after-tax yield as the in-state bond. That 
could be possible with a bond from 
Illinois, New Jersey or Pennsylvania. 
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Across  
State Lines
5 cases where investing in out-of-state  
muni bonds may make sense.
BY COOPER J. HOWARD AND ROB WILLIAMS
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Comparing yields
Required out-of-state yield to achieve the same after-tax in-state yield  
for top muni issuing states.

Of course, higher yields generally also 
mean higher risks, so investors should 
keep that in mind.

 CASE 3  You could earn higher 
total returns on munis from other 
states. If you’re investing in other states’ 
munis through a bond fund or actively 
managed account, the fund manager 
could identify higher-yielding and 
potentially undervalued securities to help 
drive returns. Remember, total returns 
come from two primary sources: interest 
payments and changes in prices.

Changes in economic conditions 
among the different states can affect credit 
conditions, which can affect bond prices in 
turn. Some state-specific funds—California’s, 
for example—have benefited recently from 
improving credit quality and higher prices. 
Other state-specific funds, like New Jersey’s, 
have been hurt by deteriorating credit 
quality and falling prices.

 CASE 4  Economic conditions in your 
home state are deteriorating. The muni 
market is big—there are approximately 
$3.6 trillion of muni bonds outstanding,2 

Yield on  
10-year general 
obligation index

Required  
out-of-state  

yield

Difference  
in basis  
points

California 1.84% 2.12% 28

Florida 1.73% 1.73% 0

Illinois 3.43% 3.56% 13

Massachusetts 1.82% 1.91% 10

New Jersey 2.55% 2.80% 25

New York 1.69% 1.86% 16

Ohio 1.78% 1.87% 9

Pennsylvania 2.24% 2.31% 7

Texas 1.85% 1.85% 0

Washington 1.92% 1.92% 0

Source: Bloomberg. Data as of 5/3/2016.

Note: Calculations assume the highest marginal state tax rate. Yields may be different due to 
factors such as credit quality and call characteristics. States are the 10 largest issuers in the 
Barclays Municipal Bond Index. For illustrative purposes only.
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with more than 12,400 di� erent issuers 
rated by Moody’s Investors Service3—and 
the credit quality of each state and issuer 
could be impacted by di� erent economic 
conditions or sources of revenue. If the 
conditions in your home state, or regions 
of your home state, aren’t favorable, other 
states’ bonds might be more appealing.

It also might make sense for investors 
living in states where municipalities 
share similar political, geographic and 
economic risks to diversify into other 
states to reduce these risks. Credit quality 
is generally stronger in areas with steadily 
increasing populations, skilled workforces 
and diverse economies. Issuers in the 
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Does your state have many muni bond choices?
The number of Moody’s-rated issuers by state.

State income tax rates matter
Investors in states with low or no income taxes could benefi t from out-of-state munis.

■ No state income tax
■ 0–4%
■ 4–6%
■ 6–8%
■ 8–10%
■ Above 10%
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RI: 6%
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Source: TaxFoundation.org. 
Data as of 2/8/2016.

■ Less than 150
■ 150–300
■ 300–450
■ 450–650
■ Greater than 650
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ME: 66
VT: 19
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MA: 345
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Source: Moody’s Investors Service. 

Data as of 2/8/2016.
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-- If your state has low income tax rates, 
consider building a portfolio of individual 
municipal bonds from around the country. 
You could also consider a national fund 
from the OneSource Select List, which can 
be found at schwab.com/OIselectlist. 

-- Even if your muni portfolio is mostly 
made up of bonds from your home state, 
consider adding bonds from outside of 
your home state for the diversification 
benefits and potentially higher after-
tax yields. -

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

aging industrial centers and areas that rely 
heavily on the oil and gas industry should 
be considered cautiously. 

 CASE 5  You live in a state with few 
choices. We recommend holding at 
least 10 different bonds from issuers with 
dissimilar credit characteristics. This 
could be difficult if your home state has 
a relatively small number of issuers with 
similar risks. States with a large inventory 
of bonds from issuers with different credit 
characteristics, like California, may not 
have this problem. 

What to do now
There are no hard-and-fast rules about 
where and when to invest in munis from 
outside of your home state. But here are a 
few considerations to keep in mind:

-- If your state has high income tax 
rates, consider building a portfolio of 
individual state-specific bonds. You 
could also consider a state-specific bond 
fund from the OneSource State Tax-
Free Bond Fund List, which you can 
find at schwab.com/OIbondfundlist. 
Prior to investing in a state-specific 
bond fund, review the prospectus, and 
especially the top 10 holdings, to make 
sure you’re comfortable with all the 
municipalities represented. 

CONTACT US 
For help with muni  
bonds, call a Fixed  
Income Specialist  
at 866-893-6699.

Types of  
muni bonds
General obligation 
(GO) bonds: Generally 
backed by the issuer’s 
authority to collect, 
these bonds are often 
repaid with property 
taxes, but can also 
be supported by a 
dedicated tax enacted  
to repay bondholders. 

Revenue bonds: These 
bonds aren’t backed 
by a municipality’s 
taxing power, but pay 
bondholders with 
revenues from things 
like leases, water and 
sewer utility charges 
and income from 
airports or public 
transit systems. 
Credit quality can vary 
significantly, depending 
on the revenue source.

Total return varies by state 
2015 total return (%) of the top-10 largest issuers.

 Ohio  3.73
 Florida  3.63
 Pennsylvania  3.54
 Texas  3.53
 California  3.51
 New York  3.44
 Municipal Bond Index  3.30
 Massachusetts  3.28
 Washington  3.25
 Illinois  2.40
 New Jersey  1.99

Source: Barclays, as of 12/31/2015. Note: States shown are the 10 largest issuers in the Barclays Municipal Bond 
Index. Data represents past performance and does not indicate future results.

1Some types of municipal bonds are not tax-exempt, and some investors may be subject 
to the alternative minimum tax for interest paid on certain types of municipal bonds. 
2Bloomberg, as of 5/9/2016. 
3Moody’s Investors Service, as of 2/8/2016.

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 by calling Schwab 
at 800-435-4000. Please read the prospectus carefully before investing.
The Barclays Municipal Index covers the U.S. dollar-denominated long-term tax-exempt 
bond market. The index has four main sectors: state and local general obligation bonds, 
revenue bonds, insured bonds and pre-refunded bonds. 

(0616-H2UE)
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Even when the market is up, however, 
some individual stocks still su� er, laid low 
by bad management, a poor business plan, 
increased competition, new regulations 
or other factors. � ese are the stocks most 
investors try to avoid—most, but not all.

Unlike buy-and-hold investors, traders 
o� en try to participate in the market’s downs 
as well as its ups. Some traders even seek 
out stocks that appear poised for a decline 
and then attempt to pro� t from them. � is 
strategy is called “short selling.” It is achieved 
by selling borrowed stock at today’s share 
price, purchasing it in the future when, 
as hoped, its price dips and pocketing the 
di� erence.

If the stock declines as expected, the 
trader will come out ahead. But if the 
stock rises instead, the trader could su� er 
signi� cant losses. 

Kevin Horner, a senior specialist with 
Schwab’s Trading Services Education team, 
says that the biggest risk of short selling is 
that there’s no ceiling to the price at which 
the stock could trade in the future. 

When you’re long a stock—that is, when 
you buy it and hold it—and it drops to 
zero, the most you can lose is 100% of your 
investment. If you’re selling short, however, 
the stock price can theoretically keep on 
rising. � at means your loss can exceed the 
amount you invested. 

“In essence, the risk of shorting is 
unlimited,” Kevin says.

Most investors would � nd the idea of 
unlimited losses o� -putting—regardless 
of a trade’s pro� t potential—but even 
traders like Kevin, who describes himself 
as bullish, might � nd occasion to short 
a stock. “Occasionally I take a bearish 
position if I feel like the market is taking a 
turn for the worse and there’s nowhere to 
hide,” Kevin says. 

Even if you believe a stock is poised for 
a decline, there’s more to short selling than 
identifying a trade candidate. Given the potential 
for never-ending losses, “you have to be a lot 
more disciplined about protecting a short 
position than you do a long one,” Kevin says. 

Selling Short
The benefi ts and risks of betting against a stock.

One of the main reasons people 
invest is because, over time, stocks 
tend to rise. Since 1950, major 

U.S. stock indexes have generated positive 
returns in every decade save the 2000s.1 
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How short selling works
You believe stock XYZ, which is trading at $25, will decline significantly in the next week.  
You borrow 100 shares and then sell them for $2,500 ($25 x 100).

Screens to help select 
shorting candidates
Schwab’s proprietary trading 
platform, StreetSmart Edge®,  
has a number of predefined 
screens to help identify 
candidates to short,  
including these:

-- Downtrend breakdown 
with increasing volume lists 
stocks exhibiting a clear 
downtrend in combination 
with increasing volume.

-- Downtrend and overbought 
lists downtrending stocks 
that have rallied off a short-
term bottom in tandem with 
an overbought signal.

Note: These examples are hypothetical and do not account for interest payments, taxes, trade commissions or other fees or expenses that could reduce returns or 
increase losses.

 SCENARIO 1: 

SELLING SHORT  
WORKS IN  
YOUR FAVOR
Four days later, the stock has 
fallen to $20 per share. You 
decide to close your short sale  
by purchasing 100 shares to 
replace the ones you borrowed. 
You pay $2,000 for the new  
shares ($20 x 100).

In this scenario, you would  
profit from the short sale:

SALE OF  
BORROWED  

SHARES:

$2,500
COST OF  

PURCHASED  
SHARES:

−$3,000
LOSS:

−$500

SALE OF  
BORROWED  

SHARES:

$2,500
COST OF  

PURCHASED  
SHARES:

−$2,000
PROFIT:

$500

 SCENARIO 2: 

SELLING SHORT 
WORKS  
AGAINST YOU
Four days later, the stock has 
risen to $30 per share and 
appears to be headed higher. 
You decide to close your 
short sale by purchasing 100 
shares to replace the ones you 
borrowed. You pay $3,000 for 
the new shares ($30 x 100).

In this scenario, you would  
incur losses from the short sale:

Here are three steps to consider 
before shorting a stock.

1 Identify a strong  
candidate to short
Kevin prefers to short stocks he 

has already been tracking. But he’ll also 
use a screening tool to identify short 
candidates. “I look for stocks falling 
through a series of lower lows combined 
with higher volume, which signifies that 
sellers are running the show,” he says. 

Kevin also searches for stocks that have 
rebounded from a clear downtrend in 
tandem with an overbought signal. “I look 
for stocks that have rallied to the upper 
band of the trading pattern and appear to 
be set to lose steam and fall again,” he says. 

Even after identifying a candidate 
to short, Kevin waits to confirm a 
downtrend. “My goal is not to predict a 
move in the bearish direction but to get 
involved after it’s already moved lower,” 

he says. “I can miss the first 10% of a 
negative move and still be profitable.”

2 Protect your order
The most important component 
of a short-selling trade plan is 

implementing some kind of protection 
for your order. 

A buy-stop or trailing buy-stop order 
can help to manage loss on a short sale. 
In a short sale, a buy-stop order triggers a 
market order to buy the shares back when 
the ask price reaches the stop price entered. 
A trailing buy-stop order will readjust the 
trigger price if the stock moves lower. 

“When I short, I always have a stop 
order in place to help protect against 
a price spike,” Kevin says. “I want the 
market to tell me I’m wrong very quickly.” 

If the technical signals look appropriate, 
Kevin will set his stop trigger price so 
that his loss is limited to one-third of 
his profit target. For instance, if his aim 
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is to repurchase the shares $6 below where 
he sold them, he will set his stop price $2 
higher than the stock is currently trading. 
Of course, it’s unusual to get clear technical 
signals, so traders must be nimble and adjust 
their trades accordingly. Also keep in mind 
that there’s no guarantee that a stop order 
will be executed near a stop price. 

3 Understand the nuances
Shorting stocks involves some not-
so-obvious risks that could add to 

your costs or make shorting a specific stock 
impractical. For instance, if the stock pays a 
dividend, the short seller may be responsible 
for paying it. This can add to the cost of a 
short sale and reduce the potential return 
from the trade.

Short selling at Schwab
In order to short a stock, you must be able to borrow shares of that stock 
through a margin-enabled account.2 To find out about adding margin to 
your account, call 866-663-5250 to speak to a Schwab Margin Specialist. 

Once approved, the amount you can borrow depends upon the type 
and value of securities in your account.

-- To begin borrowing at Schwab, you must have at least $5,000 in cash 
or marginable securities3 in your account. 

-- The amount of money you can borrow on margin is typically limited to 
50% of the sale proceeds in the account prior to a trade’s settlement. 
For example, if you sold short 100 shares of a $20 stock, for $2,000, 
you’d need to have $1,000 in your margin account at that time. It’s 
also important to know that you’ll be charged interest on the value of 
the stocks you borrow in a short sale.

-- After the sale is settled, you need to keep enough cash or securities in 
your margin account to cover at least 30% of the stock’s market value.

NEXT STEPS 
To learn more about short selling at 
Schwab, call 888-484-5340.

1Federal Reserve Bank of St. Louis FRED database, as of 
6/15/2016. 
2Short selling is not permitted in retirement accounts. 
3Not all securities are marginable. The main types that are 
not marginable include mutual funds for the first 30 days of 
purchase; unlisted, low-priced or illiquid equities; and low-
rated corporate bonds.

See page 42 for important information.
Short selling is an advanced trading strategy involving 
potentially unlimited risks, and must be done in a margin 
account. Margin trading increases your level of market 
risk. For more information, please refer to your account 
agreement and the Margin Risk Disclosure Statement.

The trailing stop feature should not be confused with the 
stop order (order type) and is not available on all Schwab 
order-entry platforms.

(0616-H9VF)

Further, shares may be difficult (or 
unavailable) to borrow in the first place. 
It’s wise to avoid shorting such stocks, 
Kevin says, because you may later be 
forced to repurchase the shares at an 
undesirable price. 

Kevin also looks at the amount of “short 
interest” in a stock—that is, how many 
shares of stock have been sold short—before 
deciding whether to short it. When there’s 
a relatively high level of short interest in a 
stock, any positive news can cause a spike 
in the stock price as traders hurry to buy 
shares to cover their short positions. 

 “Generally speaking, I want to short 
stocks that are very actively owned and 
traded because it may reduce these risks,” 
Kevin says.

Be prepared to get it wrong
It’s impossible to eliminate all short-
selling risks. Traders should be prepared 
to be wrong more than they’re right, and 
should build in trade protections for 
this eventuality. 

“With short selling, being disciplined is 
very important,” Kevin says. “More than 
anything, you want to make sure you lose 
as little as possible when you’re wrong.” -

“In essence, 
the risk of 
shorting is 
unlimited.” 

—KEVIN HORNER, 
SENIOR  

SPECIALIST, 
SCHWAB’S 

TRADING  
SERVICES 

EDUCATION

$2,000100 shares$20 X =
$2,000 30%X = $600

$1,200

IF STOCK STAYS AT: $20/SHARE

$4,000100 shares$40 X =
$4,000 30%X =

IF STOCK RISES TO: $40/SHARE

in margin account

in margin account
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Is Your 
Bond 
Portfolio?

Make sure you have 
an exit strategy for 
your investments. 

HOW 
LIQUID
Is Your 
Bond 
Portfolio?

Make sure you have 
an exit strategy for 
your investments. 

HOW 
LIQUID

HOW

IS YOUR
PORTFOLIO?

Make sure you have an exit 
strategy for your investments. 
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I
magine you wanted to sell your 
investments. Do you know how 
much time it would take? And would 
you get an acceptable price?

At issue here is a feature of markets 
known as “liquidity.” We may not think 

about it o� en, but the lack of it can be 
costly. For example, if you wanted to sell an 
investment quickly during an emergency 
or market drop, you might have to slash the 
price to attract a buyer. In a crisis, liquidity 
can disappear altogether, making an 
investment impossible to sell at any price. 

“Liquidity is something most people 
don’t think about until it’s too late: It 

generally becomes an issue only when you 
can’t get it,” says Tony Davidow, Alternative 
Beta and Asset Allocation Strategist at the 
Schwab Center for Financial Research. 
“Many investors earmark highly liquid 
funds (like cash) for a rainy day, but it’s 
also a good idea to have some kind of exit 
strategy for your investments.”

While many investors look to bonds 
for capital preservation and income, the 
bond market isn’t as liquid as it used to 
be. Here we’ll look at some regulatory 
changes that have impacted the bond 
market and what you can do to help 
manage potential problems.
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WHAT IS 
LIQUIDITY? 
Think of it as the ease with 
which money and assets 
fl ow between buyers and 
sellers. Selling a highly 
liquid asset, like a U.S. 
Treasury bond, is relatively 
easy. In contrast, selling 
a less-liquid asset, like 
a house, can be more 
complicated. It’s not always 
possible to fi nd a buyer 
willing to pay an agreeable 
price at the right time.  

buyers, prices can change quickly. For 
example, if only a few trades are done at 
distressed prices as investors try to o�  oad 
bonds in a market with few buyers, prices 
across the market can drop sharply. 

BOND FUNDS ARE MORE
POPULAR THAN EVER
Bond dealers’ newly conservative stance 
has coincided with soaring demand from 
individual investors. Since 2009, more than 
$1.1 trillion has � owed into bond funds, 
much of it into the riskiest, least-liquid sectors 
of the market: More than 10% has � owed into 
high-yield bond and bank loan funds.1

Such funds could see their prices swing 
if the underlying bonds become volatile 
because of liquidity problems. 

“If too many investors try to exit their 
bonds, bond funds or exchange-traded funds 
(ETFs) at the same time, it will either become 
di�  cult for investors to get a reasonable price 
on the bond they’re looking to sell, or clog up 
the bond market’s pipes altogether and cause 
a steep drop in prices,” says Kathy Jones, 
Chief Fixed Income Strategist at the Schwab 
Center for Financial Research. 

� is might come as a surprise to investors 
who assume that because ETFs trade 
intraday, like a stock, they are immune to 
the liquidity constraints inherent to certain 
parts of the � xed income market. But as 
Tony explains, an ETF is only as liquid as its 
underlying constituents.   

WHAT CAN 
INVESTORS DO?
� is isn’t to say less-liquid assets have no place 
in an investment portfolio. Indeed, some 
fairly common assets can be di�  cult to sell—
and tend to o� er higher yields in exchange 
for that risk. And if you can avoid being in a 
position in which you are forced to sell assets 
in a volatile market, a bout of illiquidity may 
not a� ect your portfolio. � e takeaway for 
investors is to know exactly what’s in their 
portfolios and what sort of liquidity risks are 
associated with those assets.

WHAT IS 

BOND DEALERS ARE 
MORE CONSERVATIVE
Structural changes since the 2008 � nancial 
crisis have made lower-grade bonds more 
di�  cult to sell. � is may mean investors’ 
� xed income portfolios aren’t as liquid as 
they might expect. 

In the stock market, securities generally 
trade on centralized exchanges that bring 
together many buyers and sellers, where 
price changes are posted immediately for all 
participants to see. In contrast, many bonds 
trade in decentralized “over-the-counter” 
markets, where dealers or banks help arrange 
trades between individual buyers and sellers. 
And it can take time for price changes to 
become public, so traders may not know 
what a bond is “worth” until a� er someone 
has bought or sold one. 

In the past, if dealers couldn’t � nd a buyer 
right away, they would o� en just buy the bond 
themselves and keep it on their own books. 
� is helped make bond markets more liquid. 
Sellers could cash out more or less when they 
wanted, and buyers could generally � nd a 
ready supply of bonds on dealers’ books.

However, that practice changed a� er the 
� nancial crisis. Banks and dealers are now 
less willing to add lower-grade bonds to 
their inventories for two reasons: Regulatory 
changes require them to take less risk, and a 
potential interest-rate increase could cause 
many bonds to lose value or become di�  cult 
to sell. Overall, the retreat of dealers from 
their traditional role in facilitating trades has 
tended to make the bond market less liquid.

� e risk here is that in a volatile market, 
where eager sellers far outnumber willing 
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1Morningstar Inc. data on monthly asset fl ows from 01/2009 to 05/2016.

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.
Past performance is no guarantee of future returns.

Lower-rated securities are subject to greater credit risk, default risk and liquidity risk.

(0716-HKBT)

LET’S TALK
Call 866-893-6699 to talk to a 
Fixed Income Specialist about 
your fi xed income holdings.

Here are a few ways to prepare for 
potential liquidity issues: 

> Take liquidity into consideration 
when you invest. Treasury 

securities and some large-cap stocks are 
generally among the most liquid securities. 
Among bonds, investment-grade corporate 
bonds tend to be more liquid than sub-
investment-grade (or high-yield) corporate 
bonds. Municipal bonds, bank loans and 
other smaller markets tend to be among the 
least liquid. � e size of the individual issue 
will also a� ect the liquidity of the individual 
bond. Larger issues tend to have greater 
liquidity than smaller issues—especially in 
municipal bonds.

> Focus on your time horizon. If you 
are a buy-and-hold investor, or have a 

long-term horizon, then you may be willing 
to ride out temporary bouts of volatility. 
However, if you need to access your money 
in the short term, cash or cash-like 
investments are more appropriate.

> Try to avoid selling during major 
market events. Understand the 

level of volatility you are willing to bear so 
you’re prepared when a market event 
occurs. In the past, such events have lasted 
several days. If you don’t have to sell during 
that time period, and you don’t panic and 
rush for the exits, you may � nd that pricing 
becomes more rational a� er the market 
calms down.

> Consider limit orders for fi xed 
income ETFs. � ese are orders to buy 

or sell at a set price (the limit) or better. 

Investors concerned about shocks can set 
“marketable limit orders,” where the limit price 
is at or close to the best bid or best ask. 
Specifying the price at which you are willing to 
buy or sell an ETF does not guarantee 
execution, but it does protect you from 
executing a trade at a disagreeable price. 

> Mind your trading times. Markets 
tend to be more volatile at open and 

a� er hours, so it’s best to avoid placing any 
sell market orders during these times. -

Liquidity is 
something most 

people don’t think about 
until it’s too late: It generally 
becomes an issue only when 
you can’t get it.
— Tony Davidow

something most 
people don’t think about 
until it’s too late: It generally 
becomes an issue only when 
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A s with any endeavor, you 
want to make the most of your 
charitable giving. You’d like to donate 
to charities in an e�  cient and e� ective 

manner that helps stretch your funds as far as 
they can go to help others.

One way to help maximize your giving is 
through donor-advised funds, which allow you 
to contribute cash or appreciated assets to a 
charitable account. As an account holder, you 
can realize tax bene� ts and support your favorite 
charities over time.

“Donor-advised funds o� er a simple, e�  cient 
and tax-smart solution for people of all income 
and wealth levels,” says Kim Laughton, President 

How to Amplify
Your Charitable
How to Amplify
Your Charitable
How to Amplify

GIVING

A s with any endeavor, you s with any endeavor, you 
want to make the most of your want to make the most of your 
charitable giving. You’d like to donate charitable giving. You’d like to donate charitable giving. You’d like to donate charitable giving. You’d like to donate 
to charities in an e�  cient and e� ective 

s with any endeavor, you 
want to make the most of your 
charitable giving. You’d like to donate 
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DONOR-ADVISED FUNDS 
CAN HELP YOU GIVE MORE 
IN A TAX-SMART WAY.
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of Schwab Charitable. “Our charitable 
account sizes range from $5,000 to more 
than $500 million.”

Here, we’ll take a closer look at how 
donor-advised funds work and how they 
can help ensure your generosity has the 
greatest impact on worthy causes and 
your tax bill. 

How do donor-advised 
funds work?
A donor-advised fund can be an easy, 
tax-e�  cient way to give during your 
lifetime and beyond. You can open this 
type of account with a tax-deductible 
contribution and then make grants to any 
public charity over time. 

Donor-advised funds have several 
key attractions:

Flexibility. Not all charities can accept 
appreciated assets directly, but if you 
place those assets in a donor-advised fund 
you can contribute cash, securities, real 
estate, art and other valuables. 

Convenience. You can contribute to 
the account at any time and claim an 
immediate tax deduction. But you can 
take a more thoughtful approach to when 
and how to distribute the gi� s to charities. 

Tax effi ciency. Contributing 
appreciated securities or other assets to 
a donor-advised fund—instead of selling 
the assets � rst—can help you avoid 
paying capital gains taxes on those assets 
(see sidebar). � at means more of the 
money can go to charity. 

Growth potential. Investing charitable 
assets can potentially help you give more 
over a longer period. You can choose 
from a wide range of investments to suit 
your charitable goals. 

Working together
Donor-advised funds may make sense 
for people who want to be more strategic 
about their philanthropy and create a 
legacy of giving for future generations. 
Together we can make a big di� erence. -

Going beyond 2%
Americans are among the most generous people
in the world. Approximately 83% of us donate 
to charitable causes.1

But Americans’ widespread giving masks another 
statistic. The overall level of charitable giving in the United 
States has remained the same for the past 40 years, at 
roughly 2% of household disposable income.2

HOW MUCH DO WE REALLY GIVE?
As with many other aspects of human behavior, we often 

have an “above-average bias” when it comes to giving, and 
overestimate our performance relative to our peers. 

75% 
of us think 
we give 
more than 
average.

PERCEPTION

REALITY
27% 
of us actually 
give the 
average or 
more.3

“When individuals realize that their giving is far more 
modest than they thought, they are often motivated to give 
more,” says Kim. “And if we each gave just a bit more, we 
would see a tremendous impact on total giving.”

For example, if those who currently give less than 
2% of their disposable income were to increase their 
charitable gifts by just 0.5%, an additional $23 billion 
would be available to support schools, hospitals, 
museums, homeless shelters, job training programs and 
other charities.4 
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“ DONOR-ADVISED 
FUNDS OFFER A SIMPLE, 
EFFICIENT AND TAX-SMART 
SOLUTION FOR  
PEOPLE OF ALL  
INCOME AND  
WEALTH LEVELS.”
—Kim Laughton

1Gallup, “Most Americans Practice Charitable Giving, Volunteerism,” 12/13/2013.  
2Giving USA, The Annual Report on Philanthropy for the Year 2014, Giving USA Foundation, 2015. 
3Camber Collective, “Money for Good: Final Report,” 07/2015. 
4Indiana University Lilly Family School of Philanthropy analysis of 2012 tax returns.  
5The example assumes that the cost basis is $5,000, that the investment has been held for more than a year and that 
all realized gains are subject to a 15% long-term capital gains tax rate. It does not take into account any state or local 
taxes.The example assumes that the donor is in the 28% federal income tax bracket and does not take into account any 
state or local taxes. Certain federal income tax deductions, including the charitable contribution, are available only to 
taxpayers who itemize deductions, and may be subject to reduction for taxpayers with adjusted gross income (AGI) above 
certain levels. In addition, deductions for charitable contributions may be limited based on the type of property donated, 
the type of charity and the donor’s AGI. For example, deductions for contributions of appreciated property to public 
charities generally are limited to 30% of the donor’s AGI. Excess contributions may be carried forward for up to five years.

See page 42 for important information.
(0616-HGUH)

NEXT STEPS
To learn more 
about Schwab 
Charitable or to open 
an account, call 
888-484-5340 or 
visit schwab.com/
OIcharitable.

Donating stocks:  
What’s the advantage?
Here’s a hypothetical illustration of the greater philanthropic impact and the 
potential tax savings from donating appreciated stock directly, versus selling the 
stock and then giving the cash—after taxes—to charity. The example assumes 
you’re in the 28% tax bracket and donate $100,000 worth of stock.5

SCENARIO 1
Sell the stock and 
donate the net proceeds:

$100,000
– $14,250

$85,750

x 28% x 28%

$24,010 

SCENARIO 2
Donate appreciated 
stock directly:

$100,000
– $0

$100,000

$28,000

3 steps to 
a Schwab 
Charitable 
donor-
advised fund

1 CONTRIBUTE. Donor 
opens a Schwab Charitable 

account and makes an 
irrevocable, tax-deductible 
contribution of $5,000 or  
more in cash, appreciated 
assets or investments.

2 INVEST. Donor allocates 
contributions among 

a variety of investment 
pools. Accounts with more 
than $250,000 can be 
professionally managed 
by an investment advisor. 
Investments have the 
potential for tax-free growth.

3 GRANT. Donor 
recommends grants 

of $50 or more to qualified 
public charities of his or her 
choice over time.

personal income  
tax savings

( long-term 
capital gains tax)

(personal income 
tax rate)

donated to charity
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Fit in Your  
Financial Picture?

How Does
Equity 
Compensation
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Understand how equity grants 
work in your portfolio.

R
eceiving stock options or another type 
of employer equity as part of your 
compensation package may feel like a 
windfall. But whether or not that turns out 
to be the case could depend on how wisely 

you manage your grant. 
Successfully taking advantage of your equity 

compensation requires the untangling of a number 
of questions. To start with, you have to understand 
what kind of company stock or stock options you’ve 
received, when they vest, and when and how they’re 
taxed. Only then can you determine what your grant 
is worth—and decide the best way to fit it into your 
portfolio, says Rande Spiegelman, Vice President 
of Financial Planning at the Schwab Center for 
Financial Research.
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Know what you own
The first step toward getting the most from 
your equity compensation, Rande advises, 
is to determine the type of equity you have. 
That will help you understand the terms of 
ownership and the vesting schedule or other 
waiting period involved. 

One of the most common forms of equity 
compensation, stock options, offer you just 
that—the option (but not the obligation) 
to buy shares in the company. The right 
to exercise those options usually emerges 
via a vesting schedule. Once those options 
have vested, they have value only if the fair 
market value of the stock is higher than the 
“exercise price” at which the option allows 
you to buy the stock. The difference between 
the list price and exercise price of the option, 
called the “spread,” represents the amount of 
money you will make on each option. 

Alternatively, you may receive shares 
of the company outright in the form of 
restricted stock or restricted stock units 
(RSUs). A direct transfer of shares may 
seem simpler than stock options. But it’s 
important to look at how the structure of 
each kind of stock grant determines when 
and how you can cash out your shares. 

With restricted stock, the employer 
grants the stock to the employee up front, 
but the employee can sell it only at the 
end of the vesting period. With RSUs, the 
employer grants the stock to the employee 
on a vesting schedule.

Understand the taxes
Once you understand the type of equity 
you’ve received, it’s time to consider 
the taxes. This is especially important, 
because, as the table at left shows, different 
types of equity compensation can be taxed 
in very different ways. 

Some forms of equity compensation, 
such as incentive stock options (ISOs), 
aren’t subject to ordinary income tax 
when exercised and held for the qualifying 
period. You must hold shares from ISOs 
for longer than two years from the grant 
date and one year from the exercise date 
for the proceeds to be taxed at the lower 
capital gains rate, rather than as ordinary 
income. But ISOs can also trigger the 
alternative minimum tax (AMT).

The spread on nonqualified stock 
options (NQSOs) is taxed as ordinary 
income at the time the options are 
exercised. Restricted stock is taxed as 
ordinary income when it vests, and RSUs 
are taxed as ordinary income when the 
employer transfers the stock. 

It is worth noting that with ISOs, 
NQSOs, restricted stock and RSUs, capital 
gains taxes apply to any gain or loss on 
stock sales made after the investor takes 
full possession of the shares. Because the 
tax implications of equity compensation 
can be complex, it’s worthwhile to consult 
a tax professional.

When do you pay taxes?
Equity compensation isn’t simple, and neither are the taxes. This chart 
begins to untangle when and how you can expect to be taxed.

WHEN THE 
STOCK IS:

Nonqualified stock 
options (NQSOs)

Incentive stock 
options (ISOs)

Restricted  
stock units (RSUs)

GRANTED None None None

VESTED None None Stock value is 
treated as ordinary 
income subject to 

withholding

EXERCISED Spread is treated 
as ordinary 

income subject to 
withholding

Spread at exercise 
subject to AMT 

if stock held 
for qualifying 

period. Ordinary 
income subject 
to withholding if 
stock sold early 
in disqualifying 

disposition.

N/A

SOLD* Capital gain or loss Capital gain or loss Capital gain or loss

Source: The Schwab Center for Financial Research

*Basis generally equal to fair market value at exercise/vesting, holding period generally begins at 
exercise/vesting. Dual cost basis (ordinary and AMT) applies to ISO stock in a qualifying disposition. 
For treatment of basis and holding period under a Section 83(b) election, consult your tax expert.
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See page 42 for important information.
(0616-HD3L)

CONTACT US 
Call 888-484-5340 
to discuss your 
strategy for equity 
compensation.

What’s it worth?
Once you’ve figured out how your equity 
compensation works, and how it will be 
taxed, you can determine what it’s worth. 

“For restricted stock, the current after-
tax fair market value of the restricted 
shares is a good estimate of its value,” 
Rande says. “For stock options, you can 
simply calculate their after-tax, in-the-
money value based on the spread to 
determine their worth.”

As an example: Imagine you work for 
a large company and have been granted 
10,000 shares of nonqualified stock options 
with a strike price of $10 (that is, the price 
at which the option can be exercised). 
If the stock trades for $20, and you’re in 
a 40% combined marginal income tax 
bracket (federal/state/FICA), that would 
leave you with a value of $6 per share. 
(Note: We’re using an after-tax, intrinsic 
value calculation for simplicity’s sake.)

Armed with an estimate, you can tackle 
the bigger question of how to fit that 
company equity into your overall portfolio 
and equity allocation. 
 
Stay diversified
Typically, Rande says, for portfolio 
diversification purposes you should limit 
the stock of any one company to no more 
than 4% of your total equity investment. 
The number is not set in stone (it could 

 Don’t forget 
about single-
company risk and 
the importance 
of diversification.”
—Rande Spiegelman 

be a little higher, depending on what else 
is in your portfolio), but it’s important 
to be aware of the risk of overexposure 
when managing company equity. 

“Don’t forget about single-
company risk and the importance of 
diversification,” Rande cautions.

What you can do next
Equity compensation, in any form, is 
a way to participate in your employer’s 
potential success. But like any other 
security, it must be carefully managed 
in accord with your long-term goals 
and financial plan. So:

-- Find out when your stock awards 
or stock options vest.

-- Learn what the options are worth, 
as well as the tax implications of 
exercising them.

-- Talk to a financial advisor to address 
how your equity compensation fits 
into your plan. -
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ADP0715-4UGL.indd   1

Introducing Schwab 
Target Index Funds 
A low-cost, diversifi ed way to invest for retirement.  

1Morningstar, “2016 Target-Date Fund Landscape,” 4/12/2016. The value of assets under management rose from 
$116 billion to $763 billion during the 2006—2015 period.
2As of 8/18/2016. 

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

Investors should consider risk tolerance and personal fi nancial conditions along with age and 
retirement date before investing in the Target Index Funds. Target date fund asset allocations are 
subject to change over time in accordance with each fund’s prospectus. The principal value of the 
funds is not guaranteed at any time, and will continue to fl uctuate up to and after the target date. 
There is no guarantee the funds will provide adequate income at or through retirement. The funds 
are built for investors who expect to start gradual withdrawals of fund assets on the target date, to 
begin covering expenses in retirement.
The advisor reserves the right to modify the glide path from time to time should circumstances warrant. The funds are 
subject to market volatility and risks associated with the underlying investments. Risks include exposure to international 
and emerging markets, small company and sector equity securities, and fi xed income securities subject to changes in 
infl ation, market valuations, liquidity, prepayments and early redemption.

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

(0616-H9UJ)

SPOTLIGHT:
PRODUCTS

because you have more time 
to recover from losses. As time 
goes on, wealth preservation and 
stability become more important 
as you look to protect your 
savings and generate income. 

Target date funds handle this 
transition for you. Over time, 
they move from a growth-
focused, stock-heavy allocation 
to a more conservative one with 
a larger share of bonds and cash 
investments. � ey are built with 
the expectation that you will start 
gradual withdrawals in the year 
you retire.

� e relative ease of investing 
with target date funds has made 
them popular: � e value of assets in 
such funds rose more than six-fold 
between 2006 and the end of 2015.1 

NEXT STEPS
To fi nd out more about 
Schwab Target Index 
Funds, visit schwab.com/
OItargetfunds or 
call 888-484-5340.

S aving and investing for a 
retirement that is still 20, 30 
or 40 years away can be a 

challenge. First, you have to build 
a diversi� ed portfolio appropriate 
for your risk tolerance and time 
horizon. � en, you have to check 
your portfolio regularly and make 
sure you’re maximizing your 
opportunities for growth while 
protecting your savings. Finally, 
you want to avoid paying more 
than you have to in fees and costs.

It’s the labor of a lifetime, and the 
stakes are high. 

Schwab Target Index Funds 
are designed to shoulder some 
of the burden for you. � ey o� er 
diversi� ed exposure to a variety 
of investments that become more 
conservative as you near retirement. 
All you need to do is pick a target 
retirement date, and the fund 
managers handle the rest.

� ese all-in-one portfolios 
operate according to a simple 
premise: What makes sense for a 
young investor might not work for 
a retiree. 

When you’re young, you 
can generally a� ord to take on 
more risk with your investments 

SCHWAB TARGET 
INDEX FUNDS
We’re pleased to announce the launch of our 
lowest-cost target date mutual funds yet— 
Schwab Target Index Funds. � ey are:

 - Low cost. With an expense ratio of just 
13 basis points, or 13 cents for every $100 
invested,2 Schwab Target Index Funds are 
among the lowest-cost target date mutual 
funds in the market. And you can get 
started with an investment of just $100.   

 - Comprehensive. � ese funds primarily 
invest in exchange-traded funds, o� er 
diversi� cation across a number of asset 
classes and continue to rebalance even 
a� er the target retirement date. 

 - Disciplined. � ese professionally managed 
funds can help you minimize the 
behavioral biases that hamper a savings 
plan, such as buying when markets are 
rising or selling when they fall. � ey also 
remove the temptation to chase yield or 
make snap investing decisions according 
to short-term market conditions. 
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Brokerage Products: Not FDIC-Insured • No Bank Guarantee • May Lose Value

If you are not a Kansas taxpayer, before investing consider whether your or the benefi ciary’s home state offers a 529 plan that provides its taxpayers with 
state tax benefi ts and other benefi ts not available through this plan. 

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

The Schwab 529 College Savings Plan is available through Charles Schwab & Co., Inc. and is managed by American Century Investment Management, Inc. The plan 
was created by the Kansas State Legislature under the provisions of Section 529 of the Internal Revenue Code and is administered by Kansas State Treasurer Ron Estes. 
Notice: Accounts established under the Schwab 529 College Savings Plan and their earnings are neither insured nor guaranteed by the State of Kansas, the Kansas 
State Treasurer, American Century Investments®, or Charles Schwab & Co., Inc. Accounts established under the Schwab 529 College Savings Plan are domiciled at 
American Century Investments and not Schwab. American Century Investment Services, Inc., Distributor and Underwriter.

©2015 Charles Schwab & Co., Inc. All rights reserved. Member SIPC. IAN (0715-4UGL) ADP76005-01 (07/15)

Tuition, fees, books, room and board. It all adds up, and quickly. 
Whether you are saving for your child, grandchild, or other loved 
ones, a Schwab 529 Plan can offer the tax advantages, professional 
management, and fl exibility you’ll need to pursue your college 
savings goals.

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

 Saving for college?

Consider the 
benefi ts of a 
Schwab 529 Plan.

ADP0715-4UGL.indd   1 7/29/15   4:53 PM
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If you’re looking to diversify your portfolio or fill an investment gap, mutual funds and ETFs can 
be excellent choices. But with thousands of options to choose from, it can be difficult to find the 
ones that best fit your needs or goals. 

Our easy-to-use lists can help investors of all levels narrow their search, with experts’ top fund 
choices for each investment category. Available expert lists include the Mutual Fund OneSource 
Select List®, Income Mutual Fund Select List®, and ETF Select List®. *

Setting the benchmark for funds.
•  Schwab Select List: Carefully researched by our experts, each fund has been prescreened based 

on performance, cost and other indicators. 

•  Schwab OneSource®: A catalogue of no-load, no-transaction-fee mutual funds and commission-
free ETFs1 across multiple investment categories. 

Narrowing the search with expert picks. 
When searching for a specific category to build out your portfolio, a prescreened and vetted list of 
top choices by the Charles Schwab Investment Advisory team can greatly simplify the process. 
Whatever type of fund you’re interested in, a Schwab Select List can help you match investment 
opportunities with your financial goals.

Choosing mutual funds and 
ETFs to fit your needs.
Get expert help with a Schwab Select List®.
By Michael Iachini, Vice President, Charles Schwab Investment Advisory, Inc.

Mutual Fund OneSource Select List® Income Mutual Fund Select List® ETF Select List®

A list of prescreened, no-load, no-
transaction-fee mutual funds with a 
focus on performance, risk and expense.

Categories:

• Large-cap U.S. stock funds

• Small- and mid-cap U.S. stock funds

• International stock funds

• Specialty funds

• Taxable and tax-free bond funds

This list of no-load, no-transaction-fee 
income mutual funds identifies funds 
designed for generating income during 
retirement with potential for growth.

Categories:

• Taxable and tax-free bond funds

• Large-cap U.S. stock funds

• International stock funds

• Real estate funds and more

ETFs in this list, which covers more 
than 65 asset categories, are screened 
for liquidity, viability and structural 
stability. Many are commission-free.

Categories:

• Large-cap U.S. stock funds

• Small- and mid-cap U.S. stock funds

• International stock funds 

• Taxable and tax-free bond funds 

• Industry sector funds

• Commodity funds and more

SPOTLIGHT:
RESEARCH
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1Conditions apply: Trades in ETFs available through Schwab ETF OneSource™ (including Schwab ETFs™) are available without commissions when placed online in a Schwab 
account. Service charges apply for trade orders placed through a broker ($25) or by automated phone ($5). An exchange-processing fee applies to sell transactions. 
Certain types of Schwab ETF OneSource transactions are not eligible for the commission waiver, such as short sells and buys to cover (not including Schwab ETFs). 
Schwab reserves the right to change the ETFs we make available without commissions. All ETFs are subject to management fees and expenses. Please see the Charles 
Schwab Pricing Guide for additional information.

Investors should carefully consider information contained in the prospectus, including investment objectives, risks, charges 
and expenses. You can request a prospectus by calling Schwab at 1-800-435-4000. Please read the prospectus carefully 
before investing.
*Additional research lists available at Schwab.com include the Transaction Fee/Load Mutual Fund List and the OneSource State Tax-Free Bond Fund List.

Past performance does not guarantee future results. 

Investment value will fl uctuate, and shares, when redeemed, may be worth more or less than their original cost. If an expense waiver was in place during the period, the 
net expense ratio was used to calculate fund performance. 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).

Diversifi cation does not eliminate the risk of investment losses. Trades in no-load mutual funds available through Mutual Fund OneSource® (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.

Charles Schwab & Co., Inc., Member SIPC, receives remuneration from fund companies for recordkeeping, shareholder services, and other administrative services for shares 
purchased through its Mutual Fund OneSource service. Schwab also may receive remuneration from transaction fee fund companies for certain administrative services.

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

©2016 Charles Schwab & Co., Inc. All rights reserved. Member SIPC. CC0637315 (0916-3129) ADP93055-00 (09/16)

Getting started: Turning information into action.

 Explore a Schwab Select List online.     
www.schwab.com/SelectList

Step 1: Evaluate your portfolio. This can help identify 
opportunities in your portfolio to diversify or gain exposure 
to other asset classes, such as large-cap U.S. stocks, real 
estate funds, intermediate-term bonds or others.  

Step 2: Choose a Select List. After determining your 
investment category, choose the type of fund you are 
interested in: no-load mutual funds, no-load income-focused 
mutual funds or ETFs.  

Step 3: Compare funds. Evaluate your choices using cost, 
potential risk, past performance or other key indicators to 
fi nd the fund that best fi ts your needs.

Step 4: Place your trade. Once you’ve compared the available 
funds and selected the fund that best matches your investing 
criteria, complete your transaction by clicking the Trade button.

Use the Compare tool to help you fi nd the fund that works 
best for you.

QUESTIONS?
Call us at 1-866-782-1480.

GET STARTED TODAY:
Explore a Schwab Select List online at 
www.schwab.com/SelectList
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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.

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

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

The S&P 500 Index is a market capitalization-weighted index 
comprising 500 widely traded stocks chosen for market size, liquidity 
and industry group representation. 

Data herein from third-party providers is obtained from what are 
considered reliable sources; however, its accuracy, completeness or 
reliability cannot be guaranteed.

Diversification does not protect against losses in declining markets.  
(p. 4, 18—21, 34—37)

Charles Schwab Investment Advisory, Inc., is an affiliate of Charles 
Schwab & Co., Inc. (p. 5)

The Schwab Center for Financial Research is a division of Charles 
Schwab & Co., Inc. (p. 26—29, 34—37)

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. Shares are bought and sold at market 
price, which may be higher or lower than the net asset value (NAV).  
(p. 8, 18—21, 26—29)

Fixed income securities are subject to increased loss of principal 
during periods of rising interest rates. Fixed income investments are 
subject to various other risks, including changes in credit quality, 
market valuations, liquidity, prepayments, early redemption, corporate 
events, tax ramifications and other factors. (p. 8, 18–21, 26–29)

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, 18–21, 26–29)

This information does not constitute and is not intended to be a 
substitute for specific individualized tax, legal or investment planning 
advice. Where specific advice is necessary or appropriate, Schwab 
recommends consultation with a qualified tax advisor, CPA, financial 
planner or investment manager. (p. 18–21, 34–37)

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. (p. 18–21)

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. (p. 18–21)

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. (p. 18–21)

Charles Schwab & Co., Inc., member SIPC, receives remuneration 
from fund companies participating in the Mutual Fund OneSource 
service for recordkeeping, shareholder services and other 
administrative services. (p. 18–21)

Schwab also may receive remuneration from transaction fee fund 
companies for certain administrative services. (p. 18–21)

Charles Schwab & Co., Inc. receives remuneration from third-party 
exchange-traded fund (ETF) companies participating in Schwab 
ETF OneSource for recordkeeping, shareholder services and other 
administrative services, including program development and 
maintenance. (p. 18–21)

Preferred stocks (1) generally have lower credit ratings than the 
firm’s individual bonds, (2) generally have a lower claim to assets 
than the firm’s individual bonds, (3) often have higher yields than the 
firm’s individual bonds due to these risk characteristics and (4) are 
often callable, meaning the issuing company may redeem the stock 
at a certain price after a certain date. (p. 15–17)

Schwab Trading Services includes access to StreetSmart® trading 
platforms, the Schwab Trading Community, and priority access 
to Schwab trading specialists. Access to NASDAQ TotalView® is 
provided for free to nonprofessional clients who have made 120 
or more equity and/or options trades in the last 12 months, 30 or 
more equity and/or options trades in either the current or previous 
quarters, or maintain $1 million or more in household balances at 
Schwab. Schwab Trading Services clients who do not meet these 
requirements can subscribe to NASDAQ TotalView for a quarterly 
fee. Professional clients may be required to meet additional criteria 
before obtaining a subscription to NASDAQ TotalView. Call  
888-245-6864 to request access (a Schwab brokerage account 
is required). Schwab reserves the right to restrict or modify 
access at any time. Access to electronic services may be limited 
or unavailable during periods of peak demand, market volatility, 
systems upgrades or maintenance, or for other reasons. (p. 22–24)

A donor’s ability to claim itemized deductions is subject to a variety of 
limitations depending on the donor’s specific tax situation. (p. 30–33)

Contributions of certain real estate, private equity or other 
illiquid assets may be accepted via a charitable intermediary, 
with proceeds of your donation transferred to your donor-advised 
account upon liquidation. This intermediary considers donations 
on a case-by-case basis, and assets typically must be valued at 
$250,000 or more. Call Schwab Charitable for more information at 
800-746-6216. (p. 30–33)

Schwab Charitable does not provide specific individualized legal or 
tax advice. Please consult a qualified legal or tax advisor where such 
advice is necessary or appropriate. (p. 30–33)

Schwab Charitable is the name used for the combined programs 
and services of Schwab Charitable Fund, an independent 
nonprofit organization. Schwab Charitable Fund has entered into 
service agreements with certain affiliates of The Charles Schwab 
Corporation. (p. 30–33)

Schwab Charitable Fund is recognized as a tax-exempt public 
charity as described in Sections 501(c)(3), 509(a)(1), and 170( b)(1)
(A)(vi) of the Internal Revenue Code. Contributions made to Schwab 
Charitable Fund are considered an irrevocable gift and are not 
refundable. Please be aware that Schwab Charitable has exclusive 
legal control over the assets you have contributed. Although every 
effort has been made to ensure that the information provided is 
correct, Schwab Charitable cannot guarantee its accuracy. This 
information is not provided to the IRS. (p. 30–33)

©2016 Charles Schwab & Co., Inc. All rights reserved. Member SIPC.
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When you’re saving for retirement, you 
want to feel confident that you’re making 
the right choices. But you may not know 
where to start or have the time it takes 
to manage a retirement portfolio. 

That’s why we offer the new Schwab 
Target Index Funds—simply choose a 
fund based on your target retirement 
date, and we’ll do the rest. With a low 
minimum investment of only $100, it’s 
easy to get started today.

Investors should consider carefully information contained in the prospectus, including investment objectives, risks, 
charges and expenses. You can request a prospectus by visiting  www.csimfunds.com. Please read the prospectus 
carefully before investing.
The values of the funds will fluctuate up to and after the target dates. There is no guarantee the funds will provide adequate income at or through retirement. 

The funds are built for investors who expect to start gradual withdrawals of fund assets on the target date, to begin covering expenses in 
retirement. The principal value of the funds is not guaranteed at any time, and will continue to fluctuate up to and after the target date. 

The target date represents an approximate date when investors may plan to begin withdrawing from the fund. The funds are subject to market volatility 
and risks associated with the underlying investments. Risks include exposure to international and emerging markets, small company and sector equity 
securities, and fixed income securities subject to changes in inflation, market valuations, liquidity, prepayments, and early redemption.

Target date funds asset allocations are subject to change over time in accordance with each fund’s prospectus.

Charles Schwab Investment Management, Inc. (“CSIM”), the investment advisor for Schwab’s proprietary funds, and Charles Schwab & Co., Inc., the 
distributor for Schwab Funds, are separate but affiliated companies and subsidiaries of The Charles Schwab Corporation.

©2016 Charles Schwab & Co., Inc (”Schwab”). All rights reserved. Member SIPC. RAP (0916-3189) ADP93730-00 (09/16)
Charles Schwab & Co. Inc., 211 Main Street, San Francisco CA 94105

Why invest in a new Schwab Target Index Fund?

To get started, talk to your financial consultant today or visit schwab.com/target

Be confident  
your retirement  
fund is working  
as hard as  
you are.

Introducing New Schwab Target Index Funds.

Diversification
An all-in-one mix 
of investments

Simplicity
Rebalanced for you 
automatically

Value
A low OER of 13bps 
so your investment 
goes further
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I’ve always been a big believer in the 
value of planning. It requires you 
to define your needs and wants in 

practical terms and evaluate what it 
will take to satisfy them. And setting 
out a specific plan gives you a better 
chance of meeting your goals. Indeed, 
research indicates that investors 
who create and stick to a financial 
plan are three times more successful 
than nonplanners.1

But as we all know: life happens. 
A job loss, a new baby, a sudden 
windfall, a divorce or other life-
changing event can take you 
on an unexpected personal and 
financial detour. You may need to 
re-evaluate both your goals and 
your plans for achieving them. Are 
you still on track for retirement? 
Have your goals changed? Does 
your portfolio or investing strategy 
need to accommodate your new 
circumstances? Even if you have 
always been confident in setting your 
own course, getting help can be a 
good idea when you find yourself in 
the throes of an unexpected life event.

1Original data were based on 1,269 observations and came from a special retirement planning module for the 
2004 Health and Retirement Study targeting Americans over the age of 50. See Annamaria Lusardi and Olivia 
S. Mitchell, “Financial Literacy and Planning: Implications for Retirement Wellbeing,” NBER Working Paper 
17078, May 2011, page 29, nber.org/papers/w17078.pdf.

See page 42 for important information.
Schwab Wealth Strategists are employees of Schwab Private Client Investment Advisory, Inc., a Registered 
Investment Advisor and an affiliate of Charles Schwab & Co., Inc.

Wealth Strategist consultations are only available to clients with at least $1 million at Schwab or enrolled in 
Schwab Private Client.

There are eligibility requirements to work with a dedicated Financial Consultant.

(0716-JK6C)

Schwab offers a range of 
resources to help you weigh your 
options and reset your course, from 
educational articles, videos and 
podcasts to extensive financial-, 
retirement- and estate-planning 
services tailored to your unique 
needs. Our financial consultants and 
wealth strategists can partner with 
you to get you back on track, no 
matter how complex or unexpected 
the circumstance.

Great investing takes time, which 
means you have to be committed 
to your plan and vigilant in 
adhering to it. And if you do get 
sidetracked—by a life event or 
even a poor investment decision—
chances are you can recover from 
it. Believe in your own strength 
of character and, if the going gets 
tough, let us help you through it.

Charles R. Schwab
Founder & Chairman

Resetting Your Course
Know where to turn when your journey takes a detour.

“Getting 
help can be 
a good idea 

when you find 
yourself in the 

throes of an 
unexpected 

life event.”

OI-Wi16-Q4-44

CHARLES SCHWAB  •  WINTER 2016 44

ON YOUR SIDE

dOI_Wi16_44_OYS_M.indd   44 9/26/16   5:22 PM



OI-Wi16-Q4-C3

Exclusive new 
mortgage rate 
discounts for 
Schwab clients

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

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

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

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

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

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

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

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

© 2016 Charles Schwab Bank. All rights reserved. Member FDIC. Equal Housing Lender. 
RAP (1116-L61L) ADP93722-00 (9/16)

Investor Advantage Pricing
If you’re looking to purchase a home or refi nance, our enhanced Investor 
Advantage Pricing offers new mortgage rate discounts on eligible home loans, 
based on the assets in your Schwab brokerage and Bank accounts. With lower 
monthly payments, you’ll have more freedom to invest.

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

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