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Plan Now for a Year-End Investment Review

You might not enjoy sitting down to do year-end
investment planning, but at least this fall you
can make plans with greater certainty. For the
last three years, investment planning has
meant trying to anticipate possible changes in
tax law; for tax year 2013 and beyond, you
know for sure how income, capital gains, and
qualifying dividends will be taxed. That gives
you an opportunity to fine-tune your long-term
planning, or to develop a plan if you've
postponed doing so. Here are some factors to
keep in mind as the year winds down.

Consider harvesting your losses

With tax rates settled, the question of whether
to sell losing positions to generate capital
losses that can potentially be used to offset
capital gains or $3,000 of your ordinary income
becomes a much more straightforward
decision. That process is known as harvesting
tax losses, and it could prove especially worth
considering this year. The first half of the year
produced strong gains for U.S. equities; even a
mediocre second half could still have the
potential to leave you with a higher tax bill than
you had anticipated.

To maximize your losses for tax purposes, you
would sell shares that have lost the most, which
would enable you to offset more gains. Unless
you specify which shares of stock are to be
sold, your broker will typically treat them as sold
based on the FIFO (first in, first out) method,
meaning that the first shares bought are
considered to be the first shares sold. However,
you can designate specific shares as the ones
sold or direct your broker to use a different
method, such as LIFO (last in, first out) or
highest in, first out.

Interest rates: bane or blessing?

The Federal Reserve has said that if the
economy continues to recover at its expected
pace, it could raise its target Fed funds rate
sometime in 2014. However, investors have
been anticipating such an increase since early
summer, when many bond mutual funds began
seeing strong outflows from investors
concerned that a rate increase could hurt the
value of their holdings. As any consumer
knows, lower demand for a product often

means lower prices. And since bond prices
move in the opposite direction from bond yields,
yields on a variety of fixed-income investments
have begun to rise. However, there also could
be a silver lining for some investors. Higher
yields could provide welcome relief for
individuals who rely on their investments for
income and have suffered from rock-bottom
yields.

The Fed has said any rate decisions will
depend on future economic data. However,
now might be a good time to assess the value
of any fixed-income investments you hold, and
make sure you understand how your portfolio
might respond to a future that could include
higher interest rates. Many investors' asset
allocation strategies were likely developed
when conditions generally favored bonds, as
they have for much of the last 20 years. Though
asset allocation alone can't guarantee a profit
or prevent the possibility of loss, make sure
your asset allocation is still appropriate for your
circumstances as well as the current investing
climate. And don't forget that other financial
assets can be affected by potential future
interest rate changes as well.

Calculating cost basis for fixed-income
investments

The IRS had originally planned to require
brokers to begin reporting the cost basis for any
sales of bonds and options this year, as it
already does for stocks and mutual funds. It
has now postponed implementation of the
requirements for bonds until January 1, 2014 to
give financial institutions more time to test their
reporting systems. However, don't throw away
your old records yet, especially if you're
considering selling any of your bond holdings.
The cost basis reporting requirements will apply
only to bond purchases and options granted or
acquired on or after January 1, 2014, so you'll
still be responsible for calculating your cost
basis for any bonds or options acquired before
that date.
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Portability allows a
surviving spouse to use the
unused applicable exclusion
amount of the spouse who
dies first to shelter property
from federal gift and estate
taxes. Portability of the
exclusion between spouses
would seem to make estate
planning easier for many
estates, but that may not
always be the case.

Now that portability and the
increased exclusion, which
had been scheduled to
expire in 2013, have been
made permanent, it is
probably a good time to
review your estate plan and
documents.

), COMMONWEALTH financial network

Portability of Applicable Exclusion Amount between Spouses

Transfers of property during life or at death are
generally subject to federal gift or estate taxes.
However, each taxpayer has an amount of
property that can be sheltered from federal gift
and estate taxes by the unified credit, called the
"applicable exclusion amount.”

Prior to 2011, each spouse was entitled to his
or her own applicable exclusion amount, and
any amount that a spouse did not use would be
lost; so special planning was often used to
insure neither spouse's exclusion was wasted.

In 2011 and later, the estate of the first spouse
to die can elect to transfer any applicable
exclusion amount that is not used to the
surviving spouse. This is known as "portability."
The applicable exclusion amount is redefined
as equal to the sum of the basic exclusion
amount of the surviving spouse and the unused
applicable exclusion amount of the
predeceased spouse, and the basic exclusion
amount is equal to $5 million as indexed for
inflation each year ($5,250,000 in 2013).

Now that portability and the increased
exclusion, which had been scheduled to expire
in 2013, have been made permanent, it is
probably a good time to review your estate plan
and documents. Portability of the exclusion
between spouses and an increase in the basic
exclusion amount should make estate planning
easier for many estates.

Simple planning with portability

If you're planning today, you could transfer
everything to your spouse at your death, and
your estate can elect to transfer your unused
applicable exclusion amount to your surviving
spouse. Your spouse will then have an
applicable exclusion amount equal to the sum
of his or her own basic exclusion amount and
your unused applicable exclusion amount,
which your spouse can use for gift or estate tax
purposes. For example, if you transfer your
$5,250,000 unused applicable exclusion to your
surviving spouse, who also has a $5,250,000
basic exclusion amount, your spouse then has
a $10,500,000 applicable exclusion amount in
2013 to shelter property from gift and estate
tax. Such simple planning might be very
practical for some married couples, especially
where the spouses' combined estates are
expected to be less than their combined
applicable exclusion amounts.

Potential need for more complex
planning

There are a number of reasons why such
simple planning with portability may not always
produce the desired or best results. These
might include (among others):

* You have family members or individuals other
than your spouse who you would like to
benefit prior to the death of your spouse.

* You have grandchildren or later generations
who you would like to benefit. The
$5,250,000 (in 2013) generation-skipping
transfer (GST) tax exemption is not portable
between spouses.

« State exclusion amounts may be different
than the federal applicable exclusion amount
and may not be portable between spouses.

* The unused exclusion is not adjusted for
inflation after the first spouse's death, and
may not fully protect appreciating property
from estate tax in the surviving spouse's
estate.

Use of A/B trust arrangement

Prior to 2011, many married couples with
estates that were greater than the applicable
exclusion amount would set up an A/B (or
A/B/C) trust arrangement. In general, the first
spouse to die would transfer an amount equal
to the applicable exclusion amount to the "B" or
credit shelter bypass trust. The B trust could
benefit the surviving spouse and their children,
but the B trust would be designed to bypass the
surviving spouse's estate. The balance of the
estate would be transferred to the surviving
spouse, either outright or using an "A" marital
trust, and qualify for the marital deduction. In
some cases, a "C", "Q", or QTIP marital trust
was also used if the first spouse to die wanted
to control who received the marital trust
property at the second spouse's death. The A/B
trust arrangement typically assured that there
would be no estate tax at the first spouse's
death and that neither spouse's applicable
exclusion amount was wasted.

An A/B trust arrangement may still be useful,
even with the availability of portability. For
example, the B trust can be used to provide for
family members or individuals other than your
spouse (and even your spouse) prior to the
death of your spouse. You could also allocate
your GST tax exemption or state exclusion to
the B trust. Also, appreciation of property after
the transfer to the B trust should not be subject
to estate tax at your spouse's death. The A trust
could use your spouse's applicable exclusion
amount, GST tax exemption, and state
exclusion.

The use of trusts can also provide other
benefits, such as control over who receives
your property and when, investment
management of trust property for trust
beneficiaries, avoidance of probate, and asset
protection.
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There's no such thing as a
one-size-fits-all financial
plan for someone with a
chronic illness. Every
condition is different, so
your plan must be tailored
to your needs and
challenges, and reviewed
periodically.
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Financial Planning When You Have a Chronic Illiness

When you live with a chronic illness, you need
to confront both the day-to-day and long-term
financial implications of that illness. Talking
openly about your health can be hard, but
sharing your questions and challenges with
those who can help you is extremely important,
because recommendations can be better
tailored to your needs. Every person with a
chronic illness has unique issues, but here's a
look at some topics you might need help with
as you're putting together your financial plan.

Money management

A budget is a useful tool for anyone, but it's
especially valuable when you have a chronic
iliness, because it will serve as a foundation
when planning for the future. Both your income
and expenses may change if you're unable to
work or if your medical costs rise, and you may
have unique expenses related to your condition
that you'll need to account for. Clearly seeing
your overall financial picture can also help you
feel more in control.

Keeping good records is also important. For
example, you may want to set up a system to
help you track medical expenses and insurance
claims. You may also want to prepare a list of
instructions for others that includes where to
find important household and financial
information that a trusted friend or relative can
access in an emergency.

Another step you might want to take is
simplifying your finances. For example, if you
have numerous financial accounts, you might
want to consolidate them to make it easier and
quicker for you or a trusted advisor to manage.
Setting up automatic bill payments or online
banking can also help you keep your budget on
track and ensure that you pay all bills on time.

Insurance

Reviewing your insurance coverage is
essential. Read your health insurance policy,
and make sure you understand your
co-payments, deductibles, and the nuts and
bolts of your coverage. In addition, find out if
you have any disability coverage, and what
terms and conditions apply.

You may assume that you can't purchase
additional life insurance, but this isn't
necessarily the case. It may depend on your
condition, or the type of life insurance you're
seeking--some policies will not require a
medical exam or will offer guaranteed
coverage. If you already have life insurance,
find out if your policy includes accelerated
(living) benefits. You'll also want to review your
beneficiary designations. If you're married,
you'll want to make sure that your spouse has

adequate insurance coverage, too.
Investing

Having a chronic illness can affect your
investment strategy. Your income, cash flow
requirements, and tolerance for risk may
change, and your investment plan may need to
be adjusted to account for both your short-term
and long-term needs. You may need to keep
more funds in a liquid account now (for
example, to help you meet day-to-day living
expenses or to use for home modifications, if
necessary) but you'll want to thoroughly
evaluate your long-term needs before making
investment decisions. The course of your
illness may be unpredictable, so your
investment plan should remain flexible and be
reviewed periodically.

Estate planning

You might think of estate planning as
something you do to get your affairs in order in
the event of your death, but estate planning
tools can also help you manage your finances
right now.

For example, you may want to have a durable
power of attorney to help protect your property
in the event you become unable to handle
financial matters. A durable power of attorney
allows you to authorize someone else to act on
your behalf, so he or she can do things like pay
everyday expenses, collect benefits, watch over
your investments, and file taxes.

A living trust (also known as a revocable or
inter vivos trust) is a separate legal entity you
create to own property, such as your home or
investments. The trust is called a living trust
because it's meant to function while you're
alive. You control the property in the trust, and,
whenever you wish, you can change the trust
terms, transfer property in and out of the trust,
or end the trust altogether. You name a
co-trustee such as a financial institution or a
loved one who can manage the assets if you're
unable to do so.

You may also want to have advanced medical
directives in place to let others know what
medical treatment you would want, or that allow
someone to make medical decisions for you, in
the event you can't express your wishes
yourself. Depending on what's allowed by your
state, these may include a living will, a durable
power of attorney for health care, and a Do Not
Resuscitate order.

Review your plan regularly

As your health changes, your needs will change
too. Make sure to regularly review and update
your financial plan.
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iy The Fed hasn't yet raised its
P target interest rate from less
L.~  than0.25%, and it has
-~ promised not to do so before

unemployment reaches
roughly 6.5%, which it doesn't expect to happen
until next year. However, some interest rates
have already begun to go up. For example,
according to Freddie Mac, the average interest
rate on a 30-year fixed-rate mortgage shot
above 4% last June for the first time since late
2011, hitting its highest level in almost 2 years.
In the same month, the yield on the 10-year
Treasury bond went above 2.5% for the first
time since August 2011.

Why are interest rates rising even though the
Fed's target rate hasn't? Because bond
investors are concerned that higher interest
rates in the future will hurt the value of bonds
that pay today's lower rates. Immediately after
the Fed's June announcement, investors began
pulling money out of bond mutual funds in
droves, reversing a multiyear trend. If there's
less demand for bonds, yields have to rise to
attract investors.

Aside from bonds, why are investors concerned
about a possible Fed rate hike? Bonds aren't

Graph: Interest Rates 1981-2012

Will interest rates rise this year?

the only financial asset that can be affected by
potential future interest rate changes.
Dividend-paying stocks with hefty yields have
benefitted in recent years; more competitive
bond yields could start to reverse that dynamic.
Shares of preferred stock typically behave
much like those of bonds, since their dividend
payments also are fixed; their values could be
affected as well.

Also, higher mortgage rates could potentially
slow the housing market recovery, though
historically they remain at relatively low levels.
And if a Fed rate increase were to bring on
higher interest rates abroad, that could create
even more problems in countries already
struggling with sovereign debt--problems that
have provoked global market volatility in the
past.

The Fed has said any hikes in its target rate will
occur only if the economy seems strong
enough. If higher rates seem likely to halt the
recovery, the Fed could postpone a rate hike
even longer. It also will take other measures
before raising rates. Even though the timing
and size of any Fed action is uncertain, it's best
to be aware of its potential impact.

This graph represents the federal funds effective interest rate (the average rate at which banks
lend to one another overnight), which has generally declined to historic lows over the 30-year
period represented. Investment returns, as well as interest rates on bank loans and other
fixed-income instruments, could potentially be affected when this rate rises.
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