A Welcome Spike In Personal Savings

re you looking for something
A good that may have come out of

the recession? As a result of the
economic downturn, Americans have
generally been spending less and saving
more. The savings rate in U.S.
households in 2009 reached a high point
of 6.9% of after-tax personal income in
May. Even though the savings rate has
slipped slightly since then, the watershed
mark was the highest rate since 1992,
when savings peaked at 7.7%.

While it’s not an exact measure of
fiscal health, the savings rate is the
percentage of household disposable
income that is put into savings rather
than consumed. Mortgage payments are
not considered savings, but retirement
plan allocations (not capital gains) are.
Although a sub-7% savings rate isn’t
much to brag about in most parts of the
world—the annual percentage in other
countries routinely hits double digits—it
marks a dramatic shift in our personal
financial habits. During recent years, the
percentage of savings actually dipped
below 1%, bottoming out at 0.4% in
both 2006 and 2007. In 2008, the saving
rate was still only 1.8%.

What’s behind the trend towards

more savings? During the preceding two
decades, rising stock market values and
home prices had enticed consumers into
thinking they had money to burn, and
they became less and less inclined to
save for retirement and other needs.

incentives, many people have chosen to
hold on to the money. And it doesn’t
look as if things will change radically
anytime soon.

How long will the latest trend last?
Most economists predict a slow, steady

Even retirees were
encouraged to spend
like there was no
tomorrow.

But the recent
precipitous decline in
household wealth
ended the wild
spending spree. Real
estate values around
the country have
dropped by an
estimated 35%, and during the past two
years, U.S. household wealth has been
reduced by a whopping 140% of annual
disposable income. That’s a total of $14
trillion.

Faced with daunting economic
news, people have been forced to rein in
spending, while increasing their efforts
to prepare for a secure retirement. For
instance, instead of buying goods with
their checks from the economic stimulus
package or taking advantage of other tax

climb back to better times
rather than a quick return
— to another financial boom.
But cutbacks in domestic

_ consumption will also slow
{5 W down the economic

Vi recovery. In the meantime,
the savings rate is expected
to rise gradually until it hits
| the 10% mark at some
point during the next 10
years. Other financial
experts believe the recovery period
could last even longer.

Of course, an increased savings rate
is to be applauded, especially after it had
plummeted dangerously close to zero.
Americans will have to adjust to a lower
standard of living compared with the
heyday of 2007. But if forgoing a few
luxuries is the price you have to pay for
protecting your financial future, that’s
probably a trade-off you’d be willing to
make. ®

Best Of Times Follow Worst
(Continued from page 1)

worst. In dramatic turnarounds, eight of
the 20 best days occurred within 10
trading days of one of the worst 20 days.
On October 29, 1929, the S&P sank by
16.1%; the next day, it soared 12.5%. In
2008, a 7.6% loss on October 9 was
followed by an 11.6% gain on October 13.
Post-plunge rebounds often last more
than a day, with the market frequently
recouping, during the next few weeks, a
significant fraction of what it has lost. For
example, the worst sell-off in the
Vanguard study—on October 19, 1987,
when the S&P 500 lost 20.5% of'its
value—was quickly followed by a lot of
buying. Within 20 trading days of Black
Monday, the market had rebounded by
9.6%. A similar thing happened during the

1929 crash; after that 16.1% free fall on
October 29, the S&P stabilized
temporarily, regaining 2.5% during the 20
trading days that followed. And in 20087
Twenty days after December 1, when the
market fell 8.9%, it had regained 9.1%.
Looking at the S&P’s performance
following all 20 of the worst days, the
market regained an average of 2% during
the next 20 trading days.

For would-be market timers, those
tendencies make a difficult job virtually
impossible. While it may be feasible to
anticipate broad market shifts and to make
tactical adjustments to a portfolio based
on certain metrics like price-to-earnings
ratios, any attempt to time a wholesale
market entrance or exit will probably fail.
Few people expected the stock market to
surge when it did in the spring of 2009, or
to advance as much as it did during the
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next several months. Investors who had
cashed out their portfolios during the
market rout almost certainly missed some
(if not all) of the rally.

The recent volatility of the S&P
500—from day to day, week to week, and
month to month—only reinforces how
unlikely it would be for anyone to get in or
out at just the right time. Rather than try to
time the market, which almost always
backfires, most investors would do better
to stick with a well-diversified portfolio
with regular asset allocation rebalancing
to keep volatility in check and increase
potential long-term gains. ®
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Best Of Times Often Have
Followed Worst Of Times

T hese have been tough times for
strategic long term investors.
While it may seem logical to stay
the course through the market’s inevitable
ups and downs—taking advantage of
stocks’ tendency to deliver strong returns
over very long periods—that logic was
little comfort during the bear market, when
some portfolios lost more than half their
value. Wouldn’t it have been better to bail
out in, say, late 2007, replacing stocks with
cash or with bonds, which have
outperformed equities during most of this
decade?

Of course it would have been better,
but myriad problems stand in the way of
executing a successful market timing
strategy, which calls for getting out of
investments before they swoon and
getting back in when they’re ready to rise.
To investigate market timing’s feasibility,
Donald Bennyhoff and Yan Zilbering at
the Vanguard Group recently examined

the performance of the Standard & Poor’s
500 stock index from 1928 through 2008
and reported their results in a research
note, “Market-Timing: A Two-Sided
Coin.” Looking only at prices—they left
aside dividends because of a lack of data
on daily total returns before 1980—
Bennyhoff and Zilbering found that the
index had returned an average of 5% a
year during that 81-year stretch. A
clairvoyant investor who had managed to
be out of the market on just the 20 worst
trading days—avoiding an average loss on
those dark days of 9.2%—would have
gained 7.5% annually. Anyone who had
missed the 20 best days, on the other hand,
would have gained only 2.6% a year. That
amounts to a 50% swing, up or down, in
portfolio performance.

No one could ever hope to forecast all
of the market’s best and worst days. But
given that infinitesimally small changes—
being out of the market on just 20 of
20,340 trading days during the 81
years the researchers
considered—can have a
profound impact, it may seem
worthwhile to try to identify
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Keeping Up With
The Estate Tax

state planning has been more
E challenging than usual, due to the

Economic Growth and Tax Relief
Reconciliation Act Of 2001. This piece of
tax legislation scheduled a series of
changes in the amount of an estate that can
be passed on free from tax. As a result, this
estate tax exemption rose from $1 million
in 2002 to $3.5 million last year, and then
repealed the estate tax completely (so far)
for 2010. Congress has not addressed the
issue of what will happen in the future;
currently, the tax is scheduled to return in
2011 at a low level of $1 million.

At City State Bank Trust & Invest-
ments, we have always believed that a
properly planned estate is very important
to your family’s well-being, and visiting
(and revisiting) an estate plan has never
been more important than today. Please
contact us to make sure your estate plan is
exactly where you want it to be.
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Splitting Up Your Roth IRA Conversions

hat may be an optimal time
to convert a traditional IRA
to a Roth IRA has arrived.

Beginning in 2010, high-income
taxpayers qualify to make the switch,
and for some, the basic trade-off of a
conversion—paying income tax now
in return for tax-free income during
retirement—could be worthwhile. As
an added incentive, taxes on
conversions made in 2010 can be paid
during the following two years. Yet
with markets unsettled, a conversion
could backfire, leaving you to pay
income taxes on assets

that have lost value after the transfer
to a Roth. Establishing multiple

Roth IRAs, rather than just one, could
give you the flexibility to minimize
the damage.

By splitting up a converted Roth,
you avoid having to make an all-or-
nothing choice about whether to
“recharacterize” the account back
into a traditional IRA. The IRS gives
you that option, allowing you to
undo a conversion and avoid the
associated taxes. But you can’t do a
partial recharacterization, returning
only selected assets to the traditional
account.

That’s the benefit of establishing
multiple Roths. You might use one
account for stocks, for example, and a
second for non-stock investments

such as bonds. Then, when it’s time
to file your tax return for the year of
the conversion, you can look at the
investment performance of each
account. If stocks have fallen while
bonds were positive, you might
decide to recharacterize the stock
Roth IRA but leave the other alone.
In fact, rather than just creating two
Roth
accounts, you
can go even
further with
this
technique,
subdividing
the “stock”
account by
industry
sectors or
capitalization.
The old
rule for conversions, which required
an adjusted gross income of $100,000
or less, is eliminated in 2010. But
those who choose to convert a
traditional IRA to a Roth IRA will
still owe income tax on the converted
amount that’s attributable to tax-
deductible contributions and earnings.
(Non-deductible contributions are
exempt.) That tax is particularly
painful if the value of account
investments has fallen sharply, and
many account owners who converted

early in 2008 undid the conversion
after the stock market plummeted
later in the year. You have until your
tax return due date, plus extensions,
to change things back to the way they
were.

By splitting your assets into
separate accounts, you can wait to see
how each account performs. The
earlier in the
year you
make the
conversion,
the longer
you’ll have
to make a
final
decision. For
example, if
the
conversion
took place
on January 1, 2010, you have until
April 15, 2011, to decide about a
recharacterization—or until October
15, 2011, if you elect an extension.

What if you determine that
future investment performance will
improve for that asset class you
just recharacterized? You can
“reconvert” your traditional IRA to a
Roth, but not until the start of the
following year or 30 days after
the recharacterization, whichever
comes later. ®

Convert Your 401(k) To A Roth In One Step

recent pension law change
A simplified the rules for rolling

over assets from a 401(k) plan
to a Roth IRA, and another change in
2010 means almost anyone can make
such a move. You can now accomplish
your objective in one move, instead of
the two steps previously required, and
that could make this a convenient way
to guarantee tax-free income during
retirement.

If you participate in a 401(k) plan
at work, you get to defer part of your
pre-tax salary to your account. You can
generally contribute up to $16,500 to a
plan in 2009 and 2010 ($22,000 if
you’re age 50 or over). In addition,

your employer may make matching
contributions up to a maximum
percentage of your salary. Account
investments grow without being taxed,
and there’s no tax due until you begin
taking distributions from your account.
Those withdrawals are taxed as
ordinary income. Although there’s
normally a 10% penalty tax on
withdrawals before age 59, you may
qualify for one of several exceptions
(for example, early retirement at age
595).

One way or another, you have to
pay the piper one day on the money in
your 401(k). But you may be able to
absorb the income tax hit now, by

converting your account to a Roth IRA.
Though the amount you convert will be
fully taxed—assuming it consists
entirely of tax-deferred contributions
and the investment gains attributable to
those contributions—Ilater distributions
from the Roth during retirement
normally aren’t subject to any taxes.
Prior to the Pension Protection Act
of 2006 (PPA), it took two steps to
transfer funds from a 401(k) plan to a
Roth IRA (assuming your employer
plan permitted such transfers). First,
you had to roll over funds to a
traditional IRA, a transfer that’s
exempt from tax liability if completed
within 60 days. Next, you had to

A Global View Of The Economic Crisis

T he world economy is making a
comeback from the depths of 2008,
but the results will vary from
country to country and rising inflation
could rain on the party. The biggest
winners emerging from the global
recession will be national governments.

Those are insights from a recent
interview with Stephane Garelli, director
of the World Competitiveness Center at
IMD, a Swiss business school that ranks
nations according to their competitive
strength.

Garelli’s outlook matches that of the
International Monetary Fund, which
expects the global economy to expand
2.5%1n 2010, a full 0.6% faster than it had
forecast in early 2009. The IMF predicts
that in the United States, economic growth
will edge up to 0.8% in 2010, following a
2.6% plunge in 2009. That, too, is an
improvement from early 2009, when the
IMF predicted the U.S. economy would
remain flat in 2010. The 2009 IMD World

Competitiveness Yearbook ranks the
United States No. 1 among 57 nations in
terms of international competitiveness.

First in, first out. Because the United
States was among the first nations to enter
the global recession, it should be among
the first to lead the way out, Garelli said.
While some smaller exporting nations—
and possibly China—are expected to see
the earliest real growth in 2010, recovery
in the United States will provide the
clearest message that the world economy
is on the upswing, he said. Among the last
to recover will likely be Japan, Germany,
and Switzerland, because of their lack of
economic flexibility.

Depression avoided. The risk of a
worldwide economic depression has
passed, Garelli said (a depression is
defined as a 10% drop in gross domestic
product or a recession lasting three years).
“However, Iceland and the Baltic States
may be exceptions,” he added. Deflation is
also not likely to hit many countries,
although Britain, Japan,

Overview Of The World E ic Outlook Pr and Spain Could Suﬂér
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convert the traditional IRA to a Roth
IRA and pay the resulting tax. To
further complicate matters, Roth
conversions had
previously only been
allowed in a year in
which your adjusted
gross income is
$100,000 or less.
Now, these strict
rules have been
loosened. Under the

owe over the following two years.
The IRS has also issued guidance

allowing tax-free 401 (k) transfers to a
Roth IRA of up to the
amount of after-tax
contributions you may
have made to your
employer plan (Notice
2008-30). That could
be better than a two-
step transfer, because
when you convert from

PPA, you can transfer
401(k) assets directly to a Roth IRA.
This change applies to distributions
made after 2007. What’s more, as of
January 1, 2010, the $100,000 ceiling
no longer applies, and for conversions
in 2010, you can spread out the tax you

a traditional IRA to a
Roth, the tax-free amount is limited to a
pro-rated portion of nondeductible
contributions to all of your IRAs. With
a one-step transfer, it doesn’t matter
what’s going on in your other
retirement accounts. @

because people there need consumer
goods and are likely to spend the money.
In developed countries, “people will save
the money they receive,” Garelli said.
“They can delay a purchase without a
perceptible decline in their standard of
living.”

Jobless threat. Rising
unemployment will remain a major
barrier to economic recovery, because it
has a devastating impact on public
finances, Garelli said. As jobless rates
surge, more government funds will be
allocated to support the unemployed
rather than create new jobs.

Tax havens hit. A side effect of
stimulus legislation will be new attacks
on tax havens, Garelli pointed out. In
order to pay for stimulus spending, many
countries plan to raise taxes on the
wealthy. One way to do that would be to
close tax loopholes.

Inflation looms. Global economic
recovery will almost certainly bring a
new round of global inflation. “It will be
triggered by both an excess of money
supply (especially dollars) and a rapid
rise in commodity prices (fueled by the
demand of emerging nations),” said
Garelli. “Central banks will not react
immediately to rising inflation so as
not to impede recovery—and because
inflation is an effective way to reduce the
value of debt.”

Spending spree. Recovery also will
trigger a rush by companies to spend
billions in cash that has been set aside
during the recession, Garelli predicted.
The world’s largest 100 companies have
cash reserves estimated at a total of $600
billion. “This money will be used to buy
back shares,” Garelli said. “Acquiring
industrial assets and companies will also
be a priority.”

Winners take all. In the end,
national governments will emerge as
clear winners. “They have the ultimate
power: printing money, making laws, and
setting taxes,” Garelli said. “The
multilateral world is on the decline, and it
is again a brutal power game among big
nations. But beware: In the words of
Thomas Jefferson, ‘A government big
enough to give you everything you want,
is also strong enough to take everything
you have.”” @




