
The Financial Markets

 Global equity markets were extremely volatile in the third quarter of 2010, as sentiment 
swung from fears of a “double-dip” recession to hopes of gradual improvement.  The worst 
August in more than a decade was followed by the best September since the 1930’s. 

 For the quarter, the S&P 500 Stock Index closed up 11.3%, the Dow Jones Industrials rose 
11.1% and the NASDAQ Index was up 15.1%.  Returns were strongest in the cyclically 
sensitive sectors – Information Technology, Industrials and Consumer Discretionary.  The 
Utility, Consumer Staples and Financial sectors lagged.     

 International stock markets showed even greater strength, with the MSCI EAFE Index up 
16.6% and the MSCI Emerging Market Index increasing 18.1%.

 U. S. bond markets soared as interest rates fell and investors rushed to increase bond 
holdings.  Mutual funds continue to experience heavy net inflows to bond funds and net 
withdrawals from equity funds.

 The Federal Reserve Bank maintained its pledge to keep short rates near zero for an 
extended period, and is likely to provide additional monetary easing if the economic 
outlook deteriorates.

 Treasury bond yields moved about 0.50% lower in the 5 to 10 year maturity range.  The 
rally in bonds was fueled by a decelerating pace of economic activity, persistent low 
inflation readings, and expectations of more Treasury debt purchases by the Federal 
Reserve.

 The 10-year Treasury note ended the quarter at a yield of 2.51%, after briefly reaching 
4.00% in early April.  Corporate bonds rallied and yield spreads narrowed, with the sector 
ending the quarter at all-time low yields.  Municipal bonds rallied sharply during the 
summer, yet ended the quarter with price weakness on a surge of issuance.

The Economy

 The National Bureau of Economic Research recently declared that the last recession 
started in December of 2007 and ended in June of 2009.  Current domestic economic 
data indicate slowing momentum at the end of the third quarter, while leading indicators 
forecast continued modest growth.  Estimates of third quarter real economic growth vary 
widely from 1.5% to 3.0%.

 Manufacturing sector growth has slowed from its rapid rate of recovery in the spring.  New 
order growth is still positive but has weakened. 

 Consumer spending is firming slowly, up 0.6% last month.  High levels of unemployment, 
pending tax hikes and household deleveraging have dampened consumer confidence.  
Debt as a percent of income peaked at 136% in 2008 and has fallen to less than 120% 
currently.  It is on track to fall to 100% or less next year, below the range of the last several 
decades.  While a drag on current consumption, the improvement of household balance 
sheets sets the stage for future spending.
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The Economy (continued)

 Housing continues to struggle with the overhang of foreclosed properties.  Private investors, equity pools and even 
foreign investors are stepping in to buy troubled developments and commercial properties.  In July, the S&P/Case-Shiller 
20 City Index showed housing price increases of 3.2% versus a year ago.  For individual homes, indicators such as 
purchase applications suggest higher sales in coming months.

 The Unemployment Rate stubbornly remains at 9.6%, and may move higher as more job seekers enter the labor force 
while job creation remains subdued.  Weekly claims for unemployment are trending lower indicating job cuts have 
slowed, but hiring has yet to improve materially.

 Corporate earnings for last quarter surprised on the upside as the greater majority of companies exceeded their forecasts 
on one hand, but generally dampened expectations for future quarters.  This quarter’s earnings announcements will 
begin to reveal whether corporations lowered expectations as a precaution, or corporate earnings are in fact slowing.

 The IMF forecasts global GDP growth of 4.8% in 2010 and 4.2% in 2011, with advanced economies growing at 2.7% 
and 2.2%, and developing countries growing at 7.1% and 6.4%, respectively.  Excess liquidity is driving strong demand 
and asset prices in developing Asia.  Japan is in a slow recovery but will probably ease further to maintain momentum.  
Europe is slowing after a strong bounce in manufacturing earlier this year, while Portugal and Ireland have weakened 
further.  China still leads the world with GDP growth estimated to increase 10.5% this year and 9.6% next year.

Future Prospects and Portfolio Strategy

 Many economic indicators are pointing to a slower rate of growth after the acceleration experienced coming out of the 
recession.  We still look for modest economic expansion in the U. S. and faster growth overseas driven by emerging 
markets.   

 Corporate America will likely continue their path of higher earnings in 2011, but with slowing growth rates.  Valuations 
on stocks are reasonable relative to the level of earnings we expect next year.  S&P 500 stocks are trading at a price/
earnings ratio of 13 times a reasonable level of earnings considering the slow economy, and 12 times the more aggressive 
earnings expectations of Wall Street analysts.  Over the longer term, stocks have traded in a wide valuation band with 
an average price/earnings ratio of 15 times expected earnings.

 Compared to bonds, stocks look very attractive with the earnings yield (the inverse of the price/earnings ratio) on stocks 
above the yield on investment grade bonds and comparable to the yield on high yield bonds.  This is as cheap as stocks 
have traded on these measures in the past 30 years.

 We remain focused on the outlook for economic growth and the impact this will have on corporate earnings.  It will 
likely take a faster and more consistent rate of economic growth and a higher level of investor confidence to coax equity 
market participants into paying up to more normal historical valuation levels. 

 With bond yields at the lowest levels in over a year, caution is warranted in fixed income portfolios.  Markets are pricing 
in continued low inflation, anemic economic growth, and additional quantitative easing by the central bank.  We 
maintain our overweight stance on corporate bonds, yet credit spreads have already normalized for many segments of 
the high grade corporate market. 

 Global and high yield bonds offer a yield advantage for income investors, though there are different risks inherent in 
these sectors.  These bonds should perform well as the economy recovers, as they are normally less sensitive to rising 
interest rates than core fixed income vehicles.

 State and local government budgetary pressures, as well as historically low absolute yields, are giving pause to some 
municipal bond investors.  Higher income tax rates next year could boost demand for tax-free income. 
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 2010 Year-End Tax and Estate Planning Checklist
 
 As 2010 winds down there is tremendous uncertainty surrounding where various tax rates are headed in 2011 and 

beyond, which provides individuals and families an opportunity to consider some year-end planning strategies.  
Below we have summarized the key issues for each of the planning areas most likely to be affected by a changing 
tax landscape.  Please consult with your tax and legal advisors before considering any changes to your financial 
plan.  As always, we are available to discuss and help facilitate any actions that may make sense for your particular 
situation.

 Income Tax Rates

 As it stands today, if no legislative action is taken before year-end, the Bush-era tax cuts will expire at the end of 
this calendar year.  As a result, 5 of the 6 existing marginal tax brackets will see increases.

                               Current   New in 2011
                                   10%              15%
                                   15%              15%
                                   25%              28%
                                   28%              31%
                                   33%              36%
                                   35%             39.6%

 With an increase in marginal rates possible, taking advantage of year-end strategies involving income acceleration 
from 2011 to 2010 should be considered.  Because IRS rules governing income acceleration can be complex, 
these strategies should be discussed with your tax advisor.  In addition, strategies for deferring expenses into 2011 
to offset higher future taxes should also be considered.

 Capital Gains and Dividends

 Beginning in 2011, the long-term capital gains tax rate will rise from 15% to 20% (18% if an asset has been held 
more than 5 years).  If the profitable sale of a stock or business is a strategic transaction and the timing can be 
accelerated, consider taking the gain this calendar year.  At best, rates will stay the same.

 Dividends will revert back to be being taxed as ordinary income, as opposed to being taxed at the long-term 
capital gains rate.  Individuals in the highest marginal tax bracket will see taxes on their dividends rise significantly 
from 15% to 39.6%.

 Estate Taxes

 45% - 0% - 55%: that is the estate tax see-saw we can expect to see from 2009 to 2011 if Congress does not 
act between now and year-end.  In 2009, individuals had a $3.5 million exemption ($7.0 million per couple) 
and a maximum 45% estate tax bracket.  For 2010, the estate tax rate has fallen to 0% for all estates.  Thus, an 
individual’s estate, regardless of size, can pass tax-free to one’s heirs subject to complicated cost basis rules.  In 
2011, the estate tax comes roaring back, with the exemption falling back to $1 million per individual ($2 million 
per couple) and a maximum 55% bracket.  In larger estates (over $10 million), there will be a 5% surtax, taking 
the maximum rate up to 60%.
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 Roth IRA Conversions

 In 2010, the IRS changed the income limitation rules governing Roth IRA conversions.  Now, any individual, regardless 
of income level, can convert existing retirement assets (traditional IRAs and qualified retirement accounts) to a Roth IRA.  
Amounts converted to a Roth IRA are considered ordinary income for tax purposes.  For this reason, individuals should 
weigh the option of partial conversion versus full conversion in order to mitigate the tax impact.

 For 2010 only, the IRS allows the tax liability on the conversion to be reported on 2010 returns and taxed at current 
rates, or spread out over the next two tax years - 2011 and 2012 - and taxed at rates in effect for those tax years. If taking 
advantage of the latter, higher rates beginning next year would mean a higher tax liability even though spread out over 
two years.   

 Other benefits of converting to a Roth IRA:

 Assets grow tax-deferred in traditional IRAs and other qualified retirement plans, with future taxes being paid on  
Required Minimum Distributions (RMDs) at perhaps higher rates.  Conversely, assets in Roth IRAs grow tax-free, since 
taxes have already been paid at conversion, and no RMDs are required, allowing for even greater growth.

 If an i  ndividual converts a Roth IRA and the account declines in value after the conversion, the individual can unwind 
the transaction (called re-characterization) as though the tax event never happened, thereby avoiding paying higher 
taxes on the higher conversion amount.  This option is available up to the due date of the tax return. For a taxpayer 
who has filed an extension for the 2010 tax return, the deadline for re-characterizing a 2010 conversion would be 
October 15th, 2011.

 For   those individuals who have tax losses or other expiring tax credits, these losses can be used to offset some or all 
of the tax liability resulting from a partial or full Roth conversion.

 At the   time of a Roth IRA conversion, an individual locks in a known tax liability, essentially hedging against higher 
tax rates in the future.  Additionally, any future earnings will grow tax-free.

 Other considerations for Roth IRA conversions:

 The longer the investment time horizon, the more sense a conversion makes, since there is more time to recoup the  
tax bite.

 Taxe  s from conversion should be paid from assets outside of the IRA, thereby allowing more assets to remain inside 
the IRA to grow tax-free.

 Tax la  ws, including current rules regarding Roth IRAs, are subject to change.

 Gifting and Generation Skipping Trusts (GST)

 Although Congress repealed the estate tax for 2010, the gift tax was not repealed.  Currently, each individual may gift 
tax-free up to $1 million over their lifetime.  In addition to that amount, individuals may gift $13,000 ($26,000 per 
couple) annually to as many people as they choose.  An individual may also pay medical and tuition expenses for any 
person, without that counting against their lifetime exclusion, as long as the payments are made directly to the medical 
or educational institutions.

 If an individual gifts assets (cash, stocks, property, etc.) beyond their $1 million limit, he or she will be subject to the gift 
tax.  In 2009, the gift tax equaled the top estate tax rate, which was 45%.  With the estate tax repealed, the gift tax for 
2010 is tied to the top income tax rate, which is 35%.  This is very reasonable compared to historical rates.  With rates 
very likely to go up next year for both the estate and gift tax, it makes sense to consider making taxable gifts this year.

 For example, assume an individual has used his $1 million exclusion already, and plans to make another gift this year of 
$1 million.  If he gifts the $1 million to his heirs, and pays $350,000 in taxes with other assets, his heirs net $1 million.  
Alternatively, if he doesn’t make the gift in 2010, the $1.350 million remains in his estate.  Then, if he dies in 2011, the 
after-tax transfer to his heirs will be $607,500 (55% estate tax rate), or $392,500 less than under the gift scenario.
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 Similar to the estate tax, there is no Generation Skipping Tax (GST) this year.  A person can bypass gifts to his children and 
gift directly to his grandchildren and only pay the gift tax.  The tax leverage here is significant - by pushing assets down to 
younger generations and paying the gift tax now at 35%, estate taxes are avoided at the grandparents’ and parents’ levels.

 Applicable Federal Rate (AFR)

 Applicable Federal Rates are the IRS’s published interest rates typically used between related parties.  These rates may be 
used for intra-family loans, mortgages, charitable remainder trusts (CRT), charitable lead trusts (CLT), qualified personal 
residence trusts (QPRT), grantor retained annuity trusts (GRAT), etc.  For October 2010, the short-term rate for less than 3 
years is .41%.  The current mid-term rate for 3 to 9 years is 1.73%, and the long-term rate for over 9 years is 3.32%.  These 
historically attractive AFRs increase the probability that the various financial and estate planning strategies mentioned 
above will have successful outcomes, given the very low absolute hurdle rate.

 Grantor Retained Annuity Trusts (GRAT)

 At today’s low absolute interest rate levels, the Grantor Retained Annuity Trust is an extremely attractive estate planning 
strategy for transferring wealth to heirs in a tax efficient manner.

 The strategy involves a Grantor identifying assets that will appreciate meaningfully (single stock, IPO candidate, diversified 
stock portfolios, closely held businesses, real estate, private equity, etc.) and placing these assets in a Grantor trust.  An 
annuity (the original value of the assets placed in the trust plus an IRS assumed rate of interest) is then paid back to the 
Grantor over the term of the trust.  Any appreciation in excess of the assumed interest rate is distributed to the Grantor’s 
beneficiaries, with little or no gift tax cost.  While the terms of these trusts can be from 2 to 30 years, most GRATs are 
structured with 2-10 year terms.  The assumed rate of interest, which determines the annuity payment, is set monthly by 
the IRS (and is defined in Section 7520 of the IRS code as 120% of the mid-term AFR).  As of October 2010, the IRS rate 
was 2.0%, the lowest rate in 20 years.  This is significant because the low interest rate establishes a low hurdle rate for the 
appreciating assets within the GRAT.  The real value of the GRAT is that any appreciation of the GRAT assets in excess of 
the hurdle rate passes to the beneficiaries and stays out of the Grantor’s estate.

 Some other facts related to GRATs:

 If assets inside a GRAT do not appreciate as planned, the GRAT distributes the assets back to the Grantor at the end of  
the term with no tax consequences.

 If a G  rantor dies during the term of the GRAT, the assets are brought back into the estate as though the GRAT had never 
been established, again with no tax consequences.

 For incom  e tax purposes, all income within the GRAT is taxed to the Grantor, and taxes paid do not count as a gift to 
the beneficiaries.

 In a succe  ssful GRAT, the remainder or appreciated assets are transferred to the Grantor’s beneficiaries (or to a trust in 
the beneficiaries’ names) along with the original basis.

 GRATs can   be written with substitution powers to exchange low basis assets with high basis assets at the appropriate 
time, or to lock in appreciation by swapping appreciated assets with more stable assets.

 Conclusion

 The catalyst to evaluate these topics now is a mix of politics, taxes, and low interest rates.  Regardless of what happens in 
the election on November 2nd, this is an excellent opportunity to actively consider these issues.  We would be happy to 
participate in discussions with your tax and legal team to further explore any of the above.
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