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Planning for Volatility
Investment Strategies for the New Market Reality

Advocates of traditional approaches to asset allocation will tell
you it’s a time-tested strategy for reducing the impact of market
volatility on your portfolio. Critics will tell you times have
changed. While both statements are true, the principle behind
this strategy remains sound and the way in which savvy investors

approach portfolio construction is evolving,.

The basic idea behind asset allocation is essentially to not put all

of your eggs in the same or similar baskets. Investing in different
asset classes with different behavioral characteristics is intended to
minimize the impact of underperformance in a specific asset class or
volatility across asset classes. However, increased interconnectivity
between traditional investment markets has, under certain
conditions, diminished the beneficial effects of such diversification.

But rather than abandoning the concept, broadening your
investment universe to include options designed to capitalize on
market opportunities, avoid major pitfalls or reduce volatility can
lead to a more active asset allocation plan that is flexible enough to
weather periods of protracted volatility and nimble enough to adapt
to today’s often rapidly changing market conditions.

Following is a basic framework, broken down by recommended
weighting, for a dynamic asset allocation within an investment portfolio:

Traditional asset allocation: 60-100%

The foundation and majority of your asset allocation plan should
reflect your risk tolerance and required return. This should
include stock investments that vary in size, style and geographic
concentration as well as both corporate and municipal bonds. To
compensate for increased correlation between these asset classes,
you can incorporate satellite asset classes (defined as high-yield
bonds, real estate, commodities and emerging markets).

Alternative investments can be extremely volatile, but they can help reduce risk when used as a complement to an already

Alternative assets: 0-20%

Non-traditional or “alternative” investments generally carry a
higher expected risk/return trade-off and can provide additional
opportunities for diversification. The major benefit of many
alternative investments is lower correlation with other, more
traditional asset classes. Correlation is the degree to which two
investments perform similarly, and lower correlation can lead to
lower overall portfolio volatility in times of uncertainty. Common
alternative investments include niche asset classes and absolute
return strategies, but options may expand to include hedge fund
and private equity allocations for qualified clients. Many alternative
investments have unique characteristics that make them unsuitable
for most investors.

Flexible strategies: 0-20%

Even during periods of uneven market returns and an uncertain
outlook, opportunities can arise. Capitalizing on them requires
recognition of shorter-term trends, which can oscillate between
investment types. Under these circumstances, maintaining

a flexible approach with a portion of your assets could be
advantageous. Broad mandate investment strategies are not
constrained by a specific classification and can invest nearly
anywhere. Similarly, tactical managers can invest anywhere but
typically focus their investments within more specific niches.
Either approach can be nimble enough to adapt and take advantage
of short- to medium-term trends. It is important to note, however,
that trying to time the market is incredibly difficult. Some
additional risk also exists because such strategies rely more on the
judgment of an investment manager than the inherent qualities of
an asset class. These options may not be suitable for all client types.

Obviously you should consider your investment goals, risk
tolerance and time horizon when making any investment decision.
A financial advisor who understands your unique situation can be
an invaluable partner in the process of building a portfolio with a
dynamic asset allocation designed to meet your needs.

well-diversified portfolio. There is risk associated with all investments. Diversification does not ensure against loss.



The Time to Give

2011 May Be Your Last Chance for This
Tax-Advantaged Opportunity

November is Philanthropy Month, which seems appropriate as

the holidays approach and people’s minds turn to giving. From a
financial planning standpoint, charitable donations can offer tax
advantages as well. However, one such advantage is set to expire at
the end of this year.

Current Qualified Charitable Distribution (QCD) rules allow
taxpayers to make IRA distributions up to $100,000 directly

to a qualified charity without incurring taxes on the income.
Such distributions also count toward the IRA owner’s Required
Minimum Distribution. These rules were extended at the end of
2010 but are scheduled to sunset on December 31 of this year.

There are several restrictions on such donations, most notably that
you must be 70%2 or older as of the date of the distribution.

If you were planning to give to a charitable cause this year and need
to satisfy your required minimum distribution, you should consult
your financial advisor and tax professional about this opportunity.
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A Bountiful Harvest
Market Volatility Offers Tax Planning Opportunities

During a year like 2011, investors have likely realized both capital gains and losses.
The tax rules regarding harvesting losses can be confusing, but understanding
them can help ensure you're getting the biggest tax benefit you can.

Capital gains and losses can offset each other for tax purposes, but it’s important
to first understand the type of transaction. All short-term transactions

are combined to determine a net result. The same is done with long-term
transactions. If there are gains in both categories, short-term gains are taxed as
ordinary income, and long-term gains are generally taxed at 15%. If this results
in a gain in one category and a loss in the other, you combine the two amounts.
If a net gain results, it’s taxed at the applicable short- or long-term rate. If a loss
results, up to $3,000 can be used to offset other taxable income. Net losses in
excess of this amount can be carried forward indefinitely and used to offset

future gains or other income.

Wash sale rules were designed to prevent someone from selling a position,
realizing a tax benefit from a loss and then reacquiring the same position.
These sales rules can be triggered any time you realize a loss at the same time
you purchase a “substantially identical” position. “Substantially identical” isn’t
perfectly defined, but includes the exact same position, plus options or other
items that are deemed to be essentially the same holding.

If a wash sale occurs, the realized loss is not deductible. Instead it is added to
the cost basis of the newly purchased position. As a result, the loss is deferred
until the replacement position is eventually sold. A wash sale can occur when
one spouse buys and one sells the same position, or even when the repurchase
happens in an IRA. The time period during which you can trigger a wash sale
begins 30 days before the loss is realized, includes the day of sale and extends for
30 days after the sale — a total of 61 days. In other words, you can trigger a wash
sale by doubling up on a position before you sell it.

There are a few ways to avoid wash sale treatment. Purchasing the same position
more than 30 days before the sale allows you to remain an owner of the stock while
still taking a deduction for the loss. Alternatively, you could invest the loss proceeds

into a managed investment within the same market sector as the position sold.*

Loss harvesting can be an effective tax planning strategy — if it’s implemented
carefully. Your Baird Financial Advisor and tax professional can help you
understand what opportunities might exist to reduce your capital gain tax liability.

*Although managed investments may gain exposure to the same sector as an individual stock,
the correlation may be minimal due to a high number of holdings.

Great outcomes.
Done well.



