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Here Comes the Roth 401 (k).
Should You Care?

The Tax Relief Act of 1997 created the Roth IRA
which has become a popular retirement savings vehicle,
especially for folks who don’t qualify for a tax-deduct-
ible contribution to a traditional Individual Retirement
Account. With a Roth IRA, there’s no up-front deduc-
tion for the contribution, but investment gains accrue
tax-free inside the account, and withdrawals taken in
retirement are tax-free under current law. Roth IRA
assets also can pass to one’s heirs without being sub-
ject to income taxes.

Now the Roth approach for 401(k) plans is set to
make its debut in 2006. With a Roth 401(k) account a
plan participant makes an elective contribution from his
after-tax pay. If an employer offers matching contri-
butions, those matching dollars still to into aseparate,
pre-tax account. In other words, the Roth 401(k) is
strictly for employee contributions.

As with a Roth IRA, retirement income with-
drawn from the Roth 401(k) would be income tax-free
as long as the account holder is at least 59 and the
funds have been invested for at least five years. This
may attract high income earners who already maximize
or could maximize their 401(k) contributions, but earn
too much to contribute to a personal Roth IRA. But
financial advisors may well be circumspect about the
new feature. Employees who are offered both types of
account have the same aggregate limit on salary defer-
rals: $15,000 in 2006, or $20,000 for those over 50 years
old. So contributing to a Roth 401(k) account reduces
one’s potential deductible contribution.

This raises the basic question of whether tax-free
future withdrawals are worth forgoing the tax deduc-
tion today. This is often cast as purely a mathematical
analysis driven by assumptions about marginal income
tax rates years into the future. But that’s like trying to
predict Seattle’s weather on the third Tuesday in Feb-
ruary, 2025. For most 401(k) participants the greater
challenge foday is accumulating sufficient retirement
savings, not speculating on the income tax burden one
may or may not carry in retirement. The deductibility
of a traditional 401(k) contribution simply makes more
capital available today to invest for the future.

For those fortunate few who are confident that
they’ll have more than they’ll need to support the re-
tirement they envision, the Roth 401(k) approach may
save taxes in the long run, including estate taxes. But
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A Year of Disasters Highlights
the Question of Preparedness

Don’t worry, this isn’t another one of those lec-
tures on how you should quit your day job, give up all
your hobbies, and spend the next six months preparing
for every possible cataclysm that could conceivably be-
fall you and yours. But it has been quite a year for
disasters: earthquakes, hurricanes, tidal waves, floods,
tornadoes, certain Seattle sports teams... You might
well wonder, what if some kind of disaster strikes the
KMS headquarters or my advisor’s office?

Federal regulations call for broker-dealers and in-
vestment advisor firms to maintain “business continu-
ity” plans outlining their provisions for storage and re-
covery of critical data, back-up communications, and
other aspects of coping with serious disruptions to their
normal business operations. But as demonstrated in
the aftermath of hurricane Katrina, even extensive plan-
ning, predictability, and dedication of resources can be
overwhelmed by a disaster of sufficient scope.

In considering the potential effects of disasters
and business disruptions, you can look to the decentral-
ized nature of the services that KMS and its advisors
provide. For starters, our headquarters does not serve
as the office for your Representative. Nor does KMS
serve as the actual custodian for your investment ac-
counts which may be held through a mutual fund trans-
fer agent, insurance company, and/or KMS’ primary pro-
vider of brokerage services, Pershing LLC. Like many
large financial institutions, Pershing maintains geographi-
cally diversified operational redundancy. Pershing re-
cently participated in an industry-wide test to verify the
ability of brokerage firms, markets, and key utilities to
operate through an emergency with backup sites, re-
covery facilities, and alternative communications.

That decentralized approach carries over to the

(continued on page 4)

since it involves paying tax dollars today that could oth-
erwise be invested, tax-deferred, for retirement, it fig-
ures to be a pretty close call. If your 401(k) plan intro-
duces a Roth account alternative, your KMS Repre-
sentative and other tax advisors can help you review
the pros and cons. Here’s one idea: If you qualify,
maximize your traditional (deductible) 401(k) contri-
bution and drop the tax savings into a Roth /RA. §

Nothing contained herein shall constitute an offer to sell or solicitation of an offer to buy any security.
Material is original or from published sources and is believed to be accurate.
Readers are cautioned to consult their own tax and investment professionals with regard to their specific situations.
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Maintaining Your Balance Through Changing Markets

As we move through the holidays, there’s no law
that says you have to wait for the New Year to review
your investment portfolio. The broad equity markets
may have seemed pretty aimless this year, but there
was considerable variability of results across broad seg-
ments of the investment universe. Some narrower sec-
tors — energy and natural resources, emerging markets
— had quite a run. It never hurts to check on whether
your portfolio allocation still reflects your long-term ob-
jectives and risk tolerance.

There are numerous styles and schools of thought
on portfolio rebalancing. As with most aspects of in-
vesting, no single answer is right for everyone. It’s more
a question of understanding the trade-offs of cost, con-
venience, risk, and reward. A regimen of regular re-
balancing simply imposes a little buy-low-sell-high dis-
cipline as capital is reapportioned from investments that
have been faring relatively well to those that have
underperformed.

Of course, this inevitably saps some of the gains
that might have been realized from a market sector or a
single holding that experiences a big, multi-year bull run.
As shown in the table to the right, one or another sector
can lead the pack for quite a while. Paring back on
those winners and adding to the laggards can be an
emotional challenge. The more natural tendency is to
let the racehorses run and neglect the nags.

Most studies fail to demonstrate a compelling per-
formance benefit to rebalancing. But a recent study by
AllianceBernstein Investment Research and Manage-
ment does suggest that disciplined rebalancing can en-
hance the consistency of portfolio returns over varying
time periods, and reduce the likelihood of major perfor-
mance disappointments.

Major Asset Categories, Changing Markets
Ranked by Annualized Index Returns™

1992-96 1997-99 2000-02 2003-04
US Value! US Growth | Bonds Int’1 Value
17.3% 32.5% 10.1% 34.4%
US Growth? | US Value US Value US Value
13.2% 17.7% - 4.3% 23.8%
Int’l Value* | Int’l Growth | Int’l Value Int’1 Growth
10.8% 17.3% -12.8% 23.8%
Bonds* Int’1 Value Int’l Growth | US Growth
7.0% 14.0% -21.8% 18.3%
Int’l Growth’ | Bonds US Growth | Bonds
5.6% 5.7% -23.4% 4.2%

! Russell 3000 Value Stock Index 2 Russell 3000 Growth Stock Index

3 MSCI EAFE Value Stock Index * Lehman Aggregate Bond Index

> MSCI EAFE Growth Index

* Indexes are not available for direct investment; historical returns
are not indicative of future results. See additional disclosures in
“Performance Summary: Major Mutual Fund Categories.”

That kind of risk control can be key to maintain-
ing market exposure and growth potential. Without some
rebalancing along the way portfolio weighting can
change markedly and raise the risk profile. For ex-
ample, a hypothetical portfolio equally weighted across
the five asset categories listed above at the beginning
of 1997 would have finished 1999 with over 28% in
U.S. growth stocks but just 14% in bonds. Many inves-
tors experienced variations on that theme, deepening
their angst through the subsequent bear market.

Deciding when and how to rebalance is part sci-
ence and part practicality. Major shifts in the financial

---- Annualized through Nov. 17,2005 --—--

Performance Summary: Major Mutual Fund Categories*
Total Return with Dividends and Capital Gains Reinvested
Mutual Fund
Category 1yr. 3yr.
Large-Cap Stocks (Core) 7.0 % 11.0%
Mid-Cap Stocks (Core) 12.9 19.0
Small-Cap Stocks (Core) " 9.7 21.1
Global Stock (includesU.S.)" 10.8 16.1
International (non-U. S.)* 14.2 20.2
Balanced 5.8 9.7
General Bond 1.7 4.9
Int’l Income (non-U. S.)” - 3.1 7.7
High-Yield Taxable Bond " 2.2 12.6
General Municipal Debt 2.7 4.0
* Source: Lipper Analytical Services, Inc., as reported in the Wall Street Journal,
Nov. 18, 2005. Past performance is NOT indicative of future results.
7 Small-cap stocks and high-yield (lower rated) bonds pose greater risk and price
volatility than securities of larger, well-established companies.
anies based outside the U.S. are affected by currency fluctuations and political or
social instability to a greater extent than U.S.-based companies.

markets rarely occur neatly on
the calendar quarters or year-
ends. Yetit probably makes sense
to set some regular interval for
reviewing allocation. Those who

5yr. 10 yr. monitor positions more frequently
—16% 78% may look to reallocate whenever
6.3 112 a position slips more than a few
94 11.0 percentage points away frorn.lts
. : target weighting in the portfolio.

3.1 8.2 Transaction costs and tax
3.6 7.2 consequences argue against a hy-
2.6 74 peractive repositioning. But those
5.6 6.3 costs have tended to fall in recent
8.2 5.3 years and may pale against the
6.6 5.4 potential value of disciplined risk
52 5.0 control. Your KMS Representa-

tive can help you maintain a work-
able, cost-conscious approach to
portfolio rebalancing that strives
to be responsive to market cycles

Securities of comp- - R
and reflective of your individual

objectives. §

2 Nothing contained herein shall constitute an offer to sell or solicitation of an offer to buy any security.
Material is original or from published sources and is believed to be accurate.
Readers are cautioned to consult their own tax and investment professionals with regard to their specific situations.
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NEWS FLASH!

A Lot of Us Think We’d Save More
If We Earned More.

Volumes have been written about how little Ameri-
cans save. Now we learn that it’s really not our fault at
all. We just don’t earn enough to save anything.

A recent survey carried out by Mathew
Greenwald & Associates took responses from 1,601 ran-
domly selected people between the ages of 27 and 60
with household incomes over $35,000. Eighty-four per-
cent of the respondents with household income below
$55,000 said they would save more if they got a raise.
And 78% of those with household income above
$150,000 gave the same answer. Among all respon-
dents, 60% said they needed a “better economy” to be
able to put away more money. Then again, 87% con-
sidered themselves “disciplined savers.”

Actually, it’s surprising that those responses
weren’t unanimous. Don’t we all believe we would
save at least a [ittle more if our paychecks were bigger,
or if a booming economy would shower us with riches
some other way, like with rapidly rising stock prices?

History suggests a healthy dose of denial at work.
The protracted decline in the official personal savings
rate has occurred alongside broad and sustained growth
in the economy and in real average wages. Those gains
may have been uneven across income groups and oc-
cupations — they always are to some extent — but the
survey responses didn’t seem to vary much from mod-
est- to high-income households. If greater prosperity is
really the missing link, why was the personal savings
rate higher during the Great Depression?

A number of economists, including 1985’s Nobel
Prize winner Franco Modigliani, have noted that some
reduction in personal savings is a natural result of the
availability of a general pension scheme (Social Secu-
rity) and other social safety nets. Besides, maybe we’re
really saving more than the stats suggest. There are
admitted idiosyncrasies and anachronisms in the offi-
cial measurement of savings.

Or maybe it’s just not that complicated. In the
Charles Dickens classic, David Copperfield, the
memorable and mellifluous Mr. Micawber presages a
central tenet of all financial planning, to wit:

Annual income twenty pounds, annual
expenditure nineteen nineteen six, result
happiness.

Annual income twenty pounds, annual
expenditure twenty pounds ought and six,
result misery.

One need not convert the currency to get the point.
Victorian England may not have offered all of the spendy,
trendy temptations of 21% century America, but Mr.
Micawber didn’t need a survey to discern the main ob-
stacle to personal savings. §

Federal Revenue Sets Record;
Budget Numbers Gravitate Back
Toward “Normal”

Five years ago the Client Quarterly noted the
burst in federal tax revenues for fiscal 2000 which had
just ended that September. The goverment’s take had
surpassed $2 trillion for the first time, a 14% jump from
1999 and a post-World-War-II-record 20.9% of the
nation’s gross domestic product (GDP). That surge
turned out to be a high water mark not surpassed until
the 2005 fiscal year just completed. Tax collections for
2005 beat the five-year-old record by $130 billion and
represented a 14.6% increase over 2004.

Of course, federal revenue tends to be a lagging
economic indicator. A lot of that tax burst in 2000 —
individual income taxes topped $1 trillion — came from
record capital gains during 1999’s bull market blow-out.
For 2005 the big gainer was corporate taxes which
rose 47% over 2004. Individual income taxes grew
14.6% and are nearly back to that trillion-dollar mark.
Social Security and Medicare receipts (“payroll” taxes)
are less volatile and are subject to certain structural es-
calators. They totaled $795 billion in fiscal ‘05, about
22% higher than five years ago.

From a longer term perspective, 2005’s final bud-
get numbers suggest an ongoing regression toward the
mean, at least for now. Revenues, at 17.5% of GDP,
edged closer to the 40-year average of 18.2%. And
federal spending at 20.1% of GDP was just a shade
below its 40-year average. By comparison, 2000 was a
freak: a 50-year high for revenue (relative to GDP)
and a 34-year low for spending.

Nobel economist Milton Friedman has long con-
tended that federal spending is bound to expand to the
SUM of the economically tolerable level of taxation
and the politically tolerable level of the deficit. His-
tory provides a pretty good idea of where those compo-
nents tend to settle out. §

What’ll It Be, Toys or Tuition?

According to a recent survey conducted by Fi-
delity Investments, parents of relatively affluent house-
holds expect to spend an average of $400 on each of
their children this holiday season. But many are looking
to lighten up on the toys and other trinkets in favor of
contributing to college savings. More than a third of
contributions to tax-favored “529” college savings plans
typically are made around this time of year.

About 90% of those parents rated a contribution
toward college more valuable than toys or games (only
90%7?!). A third of them allowed as how, in retrospect,
they would replace past gifts with college savings con-
tributions. By the way, they didn’t survey the kids. §

Nothing contained herein shall constitute an offer to sell or solicitation of an offer to buy any security. 3
Material is original or from published sources and is believed to be accurate.
Readers are cautioned to consult their own tax and investment professionals with regard to their specific situations.
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How About a Little Treasury Hunt?

So you think your dear departed Aunt Martha
might have bought the kids some U.S. savings bonds,
but you don’t know how to start tracking them down.
One possibility is the Treasury Department’s expanded
“Treasury Hunt” database of unclaimed savings bonds.

That database now carries more than four million
records of matured savings bonds with Social Security
numbers in their inscription. Social Security numbers
have been a required part of a saving bond’s inscription
since 1974, and they are also included on hundreds of
thousands of bonds issued before then. About 33 mil-
lion savings bonds valued at more than $13.5 billion have
matured and are no longer crediting any interest. But

A Year of Disasters...
(cont’d from page 1)

online access to your KMS accounts and consolidated
reports. That access is not strictly dependent on the
Internet presence maintained by KMS or your Repre-
sentative. Most of the other custodians where you may
hold accounts also provide direct online access, toll-free
service numbers, etc. Information on these access
points is available on the account statements you re-
ceive and from your Representative.

With the heightened awareness of the potential
impact of both natural and man-made disasters, we en-
courage you to be aware of the availability of your key
financial information across multiple sources and loca-
tions. We all have different approaches to creating this
flexibility in our personal and business lives, and in all
likelihood your accounts with KMS are just part of a
fabric of information and access options that could prove
valuable in the event of disaster. §

they haven’t been redeemed.

To access the Treasury Hunt database, go to the
web site for the Bureau of Public Debt at
www.treasurydirect.gov. If the site finds a possible
match with the Social Security number you enter, it will
provide information on how to follow up from there.

Unfortunately, the Treasury Hunt database won t
help you find savings bonds that were held in physical
form but have been misplaced. But the Treasury Di-
rect site does provide information on how to file for
replacement certificates. You also can search for bonds
that have been returned to the Treasury as undeliver-
able, dating back to 1996. So, happy hunting. §

For additional information on any
of the items listed below, please call:

Richard Gale, ChFC, LUTCF

(360) 647-8184
(360) 647-4291 (fax)
Richard@RichardDGale.com

- 0r -

The KMS Seattle Home Office:
(206) 441-2885, ext. 0

e Mutual Funds, Unit Investment Trusts,
& Exchange-traded Funds
* Individual Stock and Bond Investing
* Private Portfolio Management
* Online Access to Your Accounts
» Fixed & Variable Life Insurance & Annuities
* [RAs and Tax-qualified Retirement Plans
* “529” College Savings Plans
* Insured Certificates of Deposit

Richard Gale, ChFC, LUTCF

244 Pacific Hwy
Bellingham, WA 98229
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