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Q: While we are familiar with asset allocation andportfolio diversification, we are not familiar with tax diversification?
What is tax diversification and what advantages imay provide?

The Problem — Understanding Tax Diversification

Many investors understand the advantages of alésedtfon — owning a balanced portfolio optimizéskrand return, and the
advantages of portfolio diversification — owningmerous investments also optimizes risk and reBuh. many investors are less
familiar with tax diversification and the advantagemay provide. Like poor asset allocation andrguortfolio diversification,
poor tax diversification can be detrimental to yaugalth.

The Solution - Tax Diversification

Investments can reside in three types of accotanable, tax free and tax deferred. Investmentaxable accounts generate tax
obligations in the immediate tax year. Investmemtsix free accounts do not generate tax obligatiowestments in tax deferred
accounts generate tax obligations in future taxs/ea

Basics of Tax Diversification.The basic premise of tax diversification is mainitagy exposure to taxable, tax free and tax
deferred accounts. Since the U.S. and varioussstaimasury departments refuse to publish futureates investors cannot plan
with certainty what their future obligations may, Be they must diversify their tax risk. As recgras 1980, the top federal
marginal income tax rate (TFMITR) was 70%. In #&délihood the government will be forced to battie federal deficit by
raising the TFMITR from its current 35% level.

Investments in taxable accounts that generate-vontcapital gains are taxed at your income téx (t@p tax bracket is
35%), while those that generate long-term capaaigare generally taxed at a 15% rate. Investnmeméxable accounts that
generate dividends are generally taxed at a 158pwdiile those that generate interest are taxgduatincome tax rate.
Investments in tax free accounts do not generaestdnvestments in tax deferred accounts couldaegour taxable income
today and subject your investments to lower tagsrat the future (e.g.: during retirement).

Taxable Account Example If you were paid $1,000 of salary and subsequerglg $350 in income taxes, you can invest $650
into a taxable account. If your investment earné@canterest rate each year for 12 years you wbelteft with $1,029 after
taxes (based on a 35% tax rate).

Tax Free Account Examplelf you were paid $1,000 of salary and subsequepdlg $350 in income taxes, you can invest $650
into a tax free account (e.g.: Roth IRA, Roth 4Q,1Roth 403(b), Roth 457(b) or 529). If your invesnt earned a 6% interest
rate each year for 12 years you would be left $&808 after taxes (based on a 35% tax rate). ¥ocount would be worth 27%
more than the same investment in the taxable ateoalhattributable to the benefits of tax fregdsting.

Tax Deferred Account Example.If you were paid $1,000 of salary you can inves08Q into a tax deferred account (e.g.:
401(k), 403(b), 457(b), SEP IRA, Traditional IRA)your investment earned a 6% interest rate eaein for 12 years you would
be left with $1,509 after taxes (based on a 35%adtetoday and a 25% tax rate upon withdrawalur¥acount would be worth
47% more than the same investment in the taxalsleuat — all attributable to the benefits of taxatedd investing and a lower
tax rate upon withdrawal. Under most circumstanges,must begin taking Required Minimum DistribuisoRMDs) from tax
deferred accounts after you turn 70 ¥z yearsloigortantly, there are estate and financial plannirg strategies to avoid

RMDs and the taxes on those withdrawals.

Action Steps Tax Diversify. Diversify your investment accoumiih the three types of accounts discussed atWeek closely
with your Financial Advisor to design accounts pdimize return, risk and taxes. Also, work closeith your Financial Advisor
to optimize taxes upon withdrawal.
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