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Greetings! 
 As April 15th came and went, a collective sigh of relief went out across the land.  The weight lifted from our shoulders, 
and we turned our attention to the feeling of spring that was in the air (once the snow left it, of course!).  Uncle Sam’s annual visit 
had come and gone, and all was right in the world once again… 
 Well, perhaps tax season isn’t quite that dramatic, although it can feel like it sometimes.  But does it really have to?  Be-
fore our thoughts turn completely to golf (my personal bias), tending to yard work or summer vacation, we would like to share a 
couple of tax planning ideas that we hope can alter your April stress to a Zen calm come this time next year. 
 Despite the complexities of the tax code, the final tax bill on April 15th ultimately boils down to three factors: taxable in-
come, deductions and withholdings.  A solid understanding of how each can influence the others can go a long way towards reduc-
ing tax-related headaches.   
 Let’s start with taxable income.  While you probably wouldn’t be too thrilled with lowering your taxable income by mak-
ing less money, you do have a means of exposing less of your existing income to taxation: retirement plans.  Contributions to qual-
ified retirement plans (401(k), 403(b), 457, etc.) are not included in taxable income in the year the contribution is made, and are not 
taxed as income until the funds are withdrawn from the account.  With the new tax law increasing contribution limits to $11,000 
for 2002 ($12,000 for individuals age 50 or older), many of us have a significant savings opportunity.  If a “400” plan is not availa-
ble for you, talk to us about other possibilities (Simple, SEP, etc.). 
 Capital gains are another factor in taxable income that often results in an unpleasant surprise.  While capital gains are 
taxed at a lower rate than ordinary income, there are rarely any taxes withheld when you sell an investment.  This can cause you to 
have a sizable bill come tax day.  One solution is to mark your calendar for late in the year (sometime between October 1st and De-
cember 15th) and contact us and/or your accountant to review your situation.  If necessary, you can make an estimated payment on 
January 15th, or at least be better prepared come April 15.    
 When the focus shifts to deductions, your home may be a wise tax-planning tool.  Interest on home-equity loans and lines 
of credit are tax deductible; therefore, it is often beneficial to link any debt that you carry to your home.  For example, assuming 
comparable interest rates, re-financing a car loan by accessing a line of credit on your home could save taxes and reduce the overall 
cost of the loan.  Once again, consult your tax professional for more detail. 
 Overall, a few minutes of thoughtful planning during the year can go a long way towards simplifying your taxes in the 
spring.  Verifying that your withholding rate (Federal taxes withheld divided by gross income on your W-2) is roughly the same as 
your effective tax rate (total tax divided by adjusted gross income on your Form 1040) and attempting to recognize any changes to 
your filing status in advance are two relatively simple but important steps.  Significant changes such as a large raise/bonus 
(congrats!) to losing an exemption (children do graduate from college eventually!) often result in sizable changes to your taxes 
from year to year, but simply filing a new W-4 can smooth out the impact such a change may have.  Finally, try to update and 
maintain your investment records.  Keeping a separate file with copies of your annual 1099’s is a great start towards achieving this 
goal.  Having detailed information on your cost bases may prevent a lot of frustration and reduce last-minute phone calls.      
 Finally, in keeping with Chris’ tradition for this newsletter, I’ll end with a quick story.  We met with an investment advi-
sor this morning who moved to the Madison area in the summer of 1991.  The advisor mentioned that his wife nearly had a panic 
attack when their mortgage broker commented, “Oh, what a horrible industry for you to be in.”  That perception was widely held, 
and perhaps even understandable, with the Dow Jones Average hovering around 2,300, a full 15% off of its August 1987 peak of 
2,700.  Yet who wouldn’t love to go back to that point and invest whole-heartedly in the market.  Over the following ten years 
(through July 2001), the Dow Jones Average returned 15.78% annually.   
 When faced with a fairly similar situation following September 11th, Chris, Don and I pondered how we could service our 
clients given the circumstances.  The solution we arrived at was the relatively simple “re-balance the pie chart.”  If the fixed in-
come allocation had outgrown its target percentage, move back to the target by shifting a portion of that pie slice to the equity por-
tion.  Given the results of the following six months, this strategy proved quite beneficial.  As the market re-tests some of its lows, it 
presents another opportunity to evaluate your asset allocation and make any necessary adjustments.  Constructing a target alloca-
tion and sticking to that model through good times and bad will serve you well over the long term.   



 We all rely on conventional financial wisdom. But some of it isn't so wise.  How much emergency money should we have? 
Should we pay down the mortgage? How many stocks should we own?  As we manage our money, we often fall back on expert opinions 
and financial rules of thumb. After all, who has time to research every investment question?  But, unfortunately, some of the standard 

investment advice doesn't hold up to close scrutiny. Consider these seven examples:   

1. Building a Portfolio:  According to a popular rule of thumb, you need just 12 to 20 stocks to build a well-diversified portfolio. 

Good advice? Hardly.  To be sure, with 20 stocks, a portfolio may not perform much more erratically than a better-diversified invest-
ment mix. But volatility isn't your only worry. Even if a 20-stock portfolio doesn't zig and zag like crazy, it may generate long-run 
results that differ sharply from the broad market.  Suppose this "tracking error" works against you, so that you earn 7% a year, while 
the stock market clocks 9%. Over 30 years, you will amass 43% less wealth. What to do? Forget individual stocks and opt for the 

broad diversification offered by mutual funds.   

2. Slicing the Pie:  Market strategists and investment advisers fret endlessly over how to divvy up a stock portfolio between large, 
small and foreign shares. But in truth, it doesn't matter precisely how much you invest in each sector, just so long as you stick with 
your target percentages.  Over the 30 years through year-end 2001, large stocks climbed 12.2% a year, small companies gained 
14.9% and foreign markets rose 11.2%, according to Chicago's Ibbotson Associates. All three sectors generated healthy gains, 
providing investors hung in there for the long haul. The danger: Rather than sticking with fixed portfolio weights, you foolishly try to 

chase the current hot sector and wind up buying just before a market downturn.   

3. Generating Wealth:  As investors strive to amass wealth, they devote countless hours to picking winning investments. And 
clearly, if you earn higher returns, you will accumulate more money. Still, your investment results aren't the determining factor in 
your portfolio's growth.  Instead, to make money, you need money. Some people are lucky enough to inherit a bundle. But for most 
folks, healthy savings habits are the key to amassing wealth. You will likely do more for your portfolio by finding an extra $100 to 

save each month than by trying to pick market-beating investments.   

4. Gaining From Pain:  Every stock-market plunge is accompanied by much hand-wringing. Yet, for many investors, falling share 
prices can lead to greater wealth. If you are saving for retirement, you should be pleased when the market declines, because it gives 
you a chance to buy shares at cheaper prices. Indeed, if you want to amass maximum wealth for retirement, you should pray for a 
miserable, multi-year bear market that gives way to irrational exuberance just before you turn 65.  By contrast, bear markets are no 
fun for retirees. Once you are drawing down your portfolio, rather than adding to it, there is little benefit to be had from falling mar-
kets. In fact, if you are not careful, the combination of your own withdrawals and tumbling share prices could devastate your portfo-

lio.   

5. Tolerating Risk:  The standard advice suggests you should invest heavily in stocks when you are young, and then slowly add 
more bonds to your portfolio as you grow older and approach retirement. The reasoning: Older investors can't afford to take too much 
risk and are more easily spooked by market swings.  But the conventional wisdom is only half right. If you are tapping your portfolio 
for income, you need some money in conservative investments. But that doesn't mean older investors are less comfortable with stock-
market swings. If you have a lifetime of investing under your belt, you are probably far less unnerved by a big market decline than 

younger investors.   

6. Preparing Yourself:  Conventional wisdom says you should keep emergency money equal to six months' living expenses tucked 
away in a savings account or a money-market fund.  But this seems like a huge sum to leave languishing in low-returning invest-
ments, especially when it is so easy to borrow money.  I would be inclined to keep maybe two months' living expenses in a money 
fund. What if you get hit with a really costly emergency? You can always sell other investments, fall back on a home-equity loan or 

borrow from your 401(k) plan.   

7. Taxing Matters:  Investors stubbornly refuse to pay off their mortgage, figuring the tax deduction is just too valuable. But often-
times, making extra mortgage payments is the smartest use of their money.  It is easy enough to do the calculation. Got a 7% mort-
gage? If you don't itemize your deductions on your tax return and instead take the standard deduction, you don't save anything in 
taxes by paying mortgage interest and thus your 7% mortgage is costing you the full 7%. Meanwhile, if you do itemize, the real cost 
of your 7% mortgage is 5.11%, assuming you are in the 27% tax bracket.  You should be able to do better than that 5.11% if you are 
investing through a retirement account, where you get tax-deferred growth. But what if you are buying investments in a taxable ac-
count? Let's say you are eyeing some bonds yielding 6%. The after-tax yield would be 4.38% -- and thus you would probably earn 

higher returns by paying down your mortgage.   

--Republished with the permission of Dow Jones from The Wall Street Journal Eastern Edition [Staff Produced Copy Only], Jonathan Clem-

ents, 2002; permission conveyed through Copyright Clearance. 
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