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Is "Buy and Hold" Dead?

Financial experts have traditionally held that
equities belong in a portfolio because, despite
involving greater risk than cash or bonds,
when held over the long term they offer higher
return potential. However, that conventional
wisdom has come under fire since the double
whammy of the dot-com crash and the credit
crunch. If you're wondering whether it's time to
revisit the amount you've allocated to stocks,
understanding both sides of the argument can
help you make a more informed decision.

A challenge to the case for equities

Much of the discussion in financial circles has
centered on two factors. Until last year, the
S&P 500 hadn't experienced negative returns
over a 10-year period since 1939. However, in
2008 the annualized return on the S&P 500
for the previous 10 years turned negative; as
of last December, the S&P's compound an-
nual return for 1999-2008 was -1.38%--less
than the 3.22% of U.S. Treasury bills.

Also, a widely discussed article by financial
analyst Rob Arnott (Journal of Indexes, May/
June 2009) argued that rolling over 20-year
Treasury bonds and reinvesting the income
would have outperformed the S&P 500 for an
even longer period, from 1969 to 2009.

Questioning the questions

Though it's true that stocks have experienced
a lot of volatility in the last decade while bonds
had an exceptionally good run during the pe-
riod examined in Arnott's research, it's never
been more important to remember that past
performance is no guarantee of future results.

Opponents of Arnott's arguments contend that
the conditions that produced the cited outper-
formance by bonds can't be counted on to
happen again. Interest rates have declined
substantially since the early 1980s, which
helped push up bond prices. Not only are
Treasury yields relatively low--bond yields
move in the opposite direction from prices--but
the Federal Reserve is working overtime to try

to keep them that way. That means the condi-
tions that created a favorable environment for
bonds may not continue in the future. If and
when interest rates and inflation start heading
up, they are likely to affect bond prices.

It's also instructive to look at
the period just after 1939,
the last time the S&P 500's
10-year return was negative.
In 1940, the compound an-
nual return for the previous
10 years was 1.8%. A year
later it went to 6.43%, and
by 1942, it was 9.35%--not
far below the overall historical annual average
of 9.62% since 1926.

Finally, even though the large-cap S&P 500's
10-year return was negative as of December

2008, the 10-year average for small caps was
6.44% over the same period.

The smart way to buy and hold

Even if you shouldn't expect stocks always to
outperform bonds--and there's no guarantee
either way--that simply underscores the value
of investing in multiple asset classes. Diversifi-
cation can't guarantee a profit or insure
against a potential loss; not one of the 16 as-
set classes Arnott discusses had a positive
return in September/October 2008. However,
the very idea that you can't be sure which type
of investment may outperform others should
demonstrate diversification's value. What if
the asset class you expect to provide higher
returns isn't the best performer during your
time frame?

Investing is rarely black and white. You might
decide to have a core holding and be more
tactical with a portion of your portfolio. And
even if you are firmly in the buy-and-hold
camp, that shouldn't be the same as "buy and
forget about." Monitor your investments peri-
odically to ensure that they're still appropriate.
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Regardless of
your filing status
or how much
you earn, you'll
be able to
convert a
traditional IRA to
a Roth IRA
starting in 2010.

Roth IRA Conversions in 2010: Goodbye, Income Limits!

With the lure of tax-free distributions, Roth
IRAs have become popular retirement savings
vehicles since their introduction in 1998. But if
you're a high-income taxpayer, chances are
you haven't been able to participate in the
Roth revolution. Well, that's about to change.

What are the current rules?

For 2009, if your modified adjusted gross in-
come (MAG]I) is greater than $100,000, you
can't convert a traditional IRA to a Roth IRA.
This $100,000 limit applies whether you're
single or married filing jointly. And if you file
your taxes as married filing separately, you
can't make a conversion at all--regardless of
your income level.

In addition, your ability to make annual contri-
butions to a Roth IRA depends on your MAGI:

If your federal Your Roth IRA | You can't

filing status is: | contribution is |contribute to
reduced for a Roth IRA in
2009 if your 2009 if your
MAGI is: MAGI is:

Single or head | $105,000 but $120,000 or

of household less than more
$120,000

Married filing $166,000 but $176,000 or

jointly or less than more

qualifying $176,000

widow(er)

Married filing More than $0 $10,000 or

separately but less than more
$10,000

What is--and isn't--changing

In 2006, the Tax Increase Prevention and
Reconciliation Act (TIPRA) became law.

TIPRA repeals the $100,000 income limit for
conversions, and allows conversions by tax-
payers who are married filing separately, be-
ginning in 2010. This means that regardless of
your filing status or how much you earn, you'll
be able to convert a traditional IRA to a Roth
IRA starting in 2010.

Unfortunately, TIPRA does not repeal the in-
come limits for annual Roth contributions.
However, depending on your circumstances,
beginning in 2010 you may be able to make
your annual IRA contribution to a traditional
IRA, and then convert that IRA to a Roth.
Your financial professional can help you de-
termine if this works for you.

Convert now, pay later

Normally, when you convert a traditional IRA
to a Roth IRA, you're required to include the
amount converted--minus any nondeductible
contributions you've
made--in your gross in-
come in the year you
make the conversion.

However, to ease the [
pain of a potentially large
tax hitin 2010, TIPRA [
includes a special rule
for 2010 conversions
only: if you convert your
traditional IRA to a Roth
IRA in 2010, you can
report half the income
from the conversion in 2011, and the other
half in 2012.

For example, assume that in 2010 your sole
traditional IRA is worth $200,000, and you've
made $50,000 of nondeductible contributions.
If you convert the entire IRA to a Roth in
2010, $150,000 will be subject to federal in-
come taxes. If you use the special rule, you
can report half of the taxable amount
($75,000) as income in 2011, and the other
half as income in 2012. Alternatively, you can
report the entire $150,000 as income in 2010.
(Note: state tax rules may differ.)

(Note that a SEP IRA can also be converted
to a Roth IRA, and a SIMPLE IRA can be con-
verted two years after you begin participating
in your employer's SIMPLE IRA plan.)

Is a Roth conversion right for you?

The answer is complicated, and depends on
many factors, including your income tax rate,
the length of time you can invest the funds
without withdrawals, your state's tax laws, and
how you'll pay the income taxes due on the
conversion.

Even if you decide to convert, whether it
makes sense to use the special 2010 deferral
rule depends on your individual situation. It
may also depend on where you think income
tax rates are headed. If you expect rates to be
lower in 2010 than in 2011 and/or 2012, defer-
ring the tax hit may not be a good idea. Your
financial professional can help you run projec-
tions to determine if the special rule is
appropriate in your particular case.




Understanding Principal-Protected Notes and CDs

Let's say you're beginning
to think stocks are looking
attractive again, but you're
still wincing from the beat-
ing that equities took last
year. What if someone told
you that you might be able
to earn returns similar to
those of a stock index with
an investment that protects
your initial investment, regardless of what
happens with the market?

The good news: investments that offer protec-
tion of principal and the potential for higher
returns do exist. However, they require careful
consideration before you invest to make sure
you understand exactly what you're investing
in, what the limitations of a specific investment
are, and what could potentially go wrong.

Principal-protected notes and CDs

Principal-protected notes (PPNs) are debt
instruments that are typically created by an
investment bank. They are one example of a
type of investment known as structured prod-
ucts. As the name implies, a PPN is designed
to return the initial investment, plus a return
based on some other asset, index, or market
data.

To do that, PPNs generally combine various
types of investments. For example, a PPN
might pair a zero-coupon bond to cover the
principal with a derivative based on stock
futures that determines your rate of return--if
any--on that principal.

Principal-protected certificates of deposit
(CDs) function much like PPNs, except that
repayment of principal may be funded by a
security that's covered by the same Federal
Deposit Insurance Corporation (FDIC) insur-
ance that governs other CDs.

In addition to the protection of principal, what
makes PPNs so attractive to investors is that
they frequently offer a coupon rate that's sub-
stantially higher than prevailing market rates.
However, don't let that enticing figure be your
sole consideration when evaluating a PPN.

For example, the creditworthiness of the is-
suer is key. A principal-protected note is es-
sentially an unsecured debt owed by the in-
vestment bank that issued it (which may not
be the financial institution from which you pur-
chase it). If the issuer goes under, investors
are treated just as other unsecured creditors

are, as holders of Lehman Brothers PPNs
learned to their sorrow when that company
filed for bankruptcy.

Test-driving a hybrid: questions to ask

What is the investment's term? Because
there's no guarantee a principal-protected
note or CD will be marketable if you try to sell
it before its maturity date, it's best to invest in
one that matches a predictable time horizon.

What underlying assets does it involve (i.e.,
options, futures, or other derivatives) and what
risks do they involve? The derivative compo-
nent of a principal-protected note or CD may
be linked to interest rates, stock or bond in-
dexes, an individual commodity or commodity
index, or a currency or basket of currencies.
Those investments and derivatives them-
selves involve risks that are quite different
from those of a typical fixed-income security,
and therefore may not be appropriate for all
investors.

What interest rate does it pay? In general, the
higher the interest rate, the
more likely it is to be asso-
ciated with volatile underly-
ing assets, and the greater
the uncertainty about your
return--and indeed,
whether your investment
will earn anything at all.

B

return or the safety of the principal? As men-
tioned previously, a PPN's guarantee is sub-
ject to the claims-paying ability of the issuer. If
that institution is unable to repay its debt, the
guarantee may be worthless.

Who issued it, and what
underlies any guarantee of

Is there a limit on the return that a note offers?
If your return is based on an index, find out if
that return will be capped at a certain maxi-
mum if the index moves beyond a given level.

How is the derivative-based return calculated?
For example, the return might be based on
either the value of an index at maturity or on
an average of prices over the term of the note.

Can the promised results be duplicated cost-
effectively in a different way? Costs can be
difficult to compare. Weigh them against the
convenience of investing in a single note or
CD rather than in separate bonds and/or
derivatives.

Maturity matters

A guarantee that you
will get your

principal back in full
applies only when a
principal-protected note
or CD matures. If you
try to sell it before then,
you could still suffer a
loss. Also, don't assume
a note or CD will make
periodic payments of
income; many pay all
returns at maturity.

Additional factors to
consider

e  Your liquid net
worth

e Your tax status
e  Your risk profile
e Your age

e Your investment
experience

e How the note or
CD would fit into
your existing
portfolio
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The extent to which your
401(k) plan account is pro-
s tected from the claims of
B your creditors depends on

two things: (1) whether your
plan is covered by the Employee Retirement
Income Security Act of 1974 (ERISA), and (2)
the type of claim (in bankruptcy or outside of
bankruptcy).

Most 401(k) plans are covered by ERISA.
ERISA contains an "anti-assignment" rule that
provides broad protection from creditors'
claims. This anti-assignment rule applies
whether you've declared bankruptcy or not--
no bankruptcy or judgment creditor can reach
your 401(k) plan account, if the plan is gov-
erned by ERISA. (There are several important
exceptions to ERISA's anti-assignment rule.
For example, the IRS may be able to levy
against your 401(k) plan account for failure to
pay your taxes. And a court can issue a quali-
fied domestic relations order (QDRO) that will
require the plan to pay all or part of your plan
benefit to your former spouse.)

Ask the Experts

Can creditors reach my 401(k) plan account?

But again, this broad protection applies only if
your 401(K) plan is governed by ERISA. Some
plans are not. For example, a plan that covers
only a business owner, or the owner and his
or her spouse (i.e., an "individual 401(k)"
plan), isn't covered by ERISA. Plans spon-
sored by governmental entities and certain
churches aren't governed by ERISA

either.

If you participate in one of these plans, you
won't be able to rely on ERISA at all for pro-
tection from your creditors. What happens
then? Your 401(k) plan account will still be
fully protected from your creditors if you de-
clare bankruptcy, as a matter of federal law.
But whether you'll be protected from creditor
claims outside of bankruptcy will depend on
the laws of your particular state. While most
states provide at least some protection for
retirement accounts, some do not. You'll need
to consult a qualified attorney to determine
how the laws of your state apply to your
particular situation.

Can creditors reach my IRA assets?

Traditional and Roth IRAs generally aren't
subject to ERISA (we'll discuss SEPs and
SIMPLE IRAs later). Therefore, they don't
qualify for the broad protection from creditors
that ERISA typically provides. However, even
though ERISA doesn't apply, federal law still
provides protection for up to $1,095,000 (in
2009) of your aggregate traditional and Roth
IRA assets if you declare bankruptcy.

If you've rolled any funds over from a 401(k)
or 403(b) plan (or another qualified plan) to
your IRA, then those assets, and any earnings
on them, aren't subject to the $1,095,000 cap,
and are fully protected. (You may want to con-
sider setting up a separate IRA to hold roll-
over funds so that you can more easily iden-
tify the amount eligible for full protection if you
declare bankruptcy.)

But, with IRAs, federal law governs only bank-
ruptcy claims. Whether you'll have protection
from your creditors outside of bankruptcy will
depend on the laws of your particular state.

Different rules apply to SEP IRA and SIMPLE
IRA plans. SEP and SIMPLE IRAs are fully

protected from your bankruptcy creditors un-
der federal law--the $1,095,000 limit doesn't
apply. But whether or not your SEP/SIMPLE
IRA has protection from your creditors outside
of bankruptcy may depend on whether your
plan is governed by ERISA (because it covers
one or more common law employees).

If your SEP/SIMPLE IRA plan isn't subject to
ERISA, whether you'll have protection from
your creditors outside of bankruptcy will likely
depend on the laws of your particular state.

But if your SEP/SIMPLE IRA is governed by
ERISA, whether you'll have protection under
state law from creditors outside of bankruptcy
is not clear. These plans are not covered by
the part of ERISA that protects assets from
creditors generally. But they are subject to the
part of ERISA that preempts state laws. So
state laws that may have provided protection
for your SEP or SIMPLE IRA account from
nonbankruptcy creditors may not be available.

These rules are obviously quite complicated.
Be sure to consult a qualified attorney if credi-
tor protection is important to you.




