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How Money Worries Can Scramble Your
Thinking

by MICHAELEEN DOUCLEFF

August 29, 2013 2:41 PM

Worrying about finances can tax the brain just as much as staying up all night.

Worrying about finances can tax the brain just as much as staying up all night.

lllustration by Katherine Streeter for NPR

There's no question that dealing with mortgages, car payments and other bills takes up time
and energy. But having a tight budget may also zap our ability to think clearly, scientists report NPR thanks our sponsors Become an NPR sponsor
Thursday in the journal Science.

In a series of clever experiments involving farmers in India and shoppers in New Jersey,
scientists found that people are worse at solving puzzles — similar to those on the 1Q test —
when they're first reminded of money problems.

- More From Shots -

S Health News

"Financial constraints capture a lot of your attention," says Eldar Shafir, a psychologist at

Princeton University, who helped lead the study. "Then there's less bandwidth left to solve support comes

problems. Your cognitive ability starts to slow down, just like a computer." Study: Price Shocks On ) v
Health Exchanges
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And the effect is big. After a quick reminder about money issues, people's performance on the A
puzzles drops down by at least a quarter — or approximately the same mental hit a person

takes after staying up all night. More From Shots -

Health News
Shots - Health News In the study, Shafir and his colleagues approached people
Teachers’ Expectations Can at a shopping mall in Lawrenceville, N.J., and asked them
Influence How Students
Perform how much money they earn. "We had a pretty good
selection of middle-to-low income Americans," Shafir tells Study: Price Shocks On
8= snots-Healt News Shots. The lowest salaries were about $20,000 and the gealth EUXCI}}]?:“lgES
_®  If You Think You're Good At average was about $70,000. ppear Uniikely
—?_, Multitasking, You Probably
Aren't

Before the participants started the puzzles, they answered
a question about money: "A person's car breaks down, P

and they need X dollars to fix it. Tell me what are the g:isBSay Unbanked
uy Insurance

options they have available?" With Prepaid Debit
Cards

£

a

People with lower incomes did just as well on the tests as those with higher salaries when the
amount of money required to fix the car was low, like $100. But when the scientists raised the
amount to $1,500, the less affluent participants performed worse on the puzzles.

Comments Help Explain Memory
Loss In Old Age

“ A Single Protein May
"The money question tickles that part of the brain that has to do with your own finances," says -
Sendhil Mullainathan, an economist at Harvard University who also led the study. "Then you
start thinking, 'Gee, how | am going to pay rent this month?' " And that interferes with your

ability to think through a problem, he says. support comes
from More From Shots - Health News >

The team found a similar trend with farmers in southern India, who get paid only once per
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year. Right before the sugarcane harvest, the farmers are financially strained. Immediately
afterward, they're flush again. It turns out that just before harvest, the farmers performed
worse on the IQ puzzles than they did after receiving their money.

"If you just look on paper at their income, these people [in New Jersey and India] aren't in
poverty," Mullainathan says. "But they're financially stretched. The mechanism that we're
looking at is more about being financially stretched than in poverty."

About half of Americans fall into this category, Mullainathan says. People are worried each
month about getting all the bills paid.

Just realizing the effect exists could help people to counter it, he says. "If you're making a
decision that actually requires you to sit down and think, you should probably wait until your
mind isn't taxed by financial problems," he says.

Mullainathan and Safir say the study's findings could have broader implications. "There's an
ongoing, heavy debate about why it's difficult for the poor to get out of poverty," Safir says.
"We're giving a new perspective to that question."

In many instances, it's not that the poor aren't as smart or capable of planning compared as
richer people, he says. Rather, being poor takes up more mental capacity. "When the poor
focus on something, they manage their dollar better than the rich do, " Shafir says. "But while
they're doing that very well, they have less attention to focus on other things."

psychological research  mental health global health

poverty

support comes
from

More From Shots -
Health News

Study: Price Shocks On
Health Exchanges
Appear Unlikely

Feds Say "Unbanked'

Can Buy Insurance

With Prepaid Debit a
Cards

A Single Protein May
Help Explain Memory
Loss In Old Age

More From Shots - Health News >





image10.png
]
Sa!

e @ hitp:/fwww.reuters com/artide/2013/08/29/us-poverty-brain-id US BRES7S10W20130829 - B
File Edit View Favorites Tools Help

&= Study finds poverty reduces brain power :

e \
Lt i’.} YRecommend I3 720 people recommend this. Sign Up to see what your friends
?i\\/ recommend.

ON AGREAT SELEGTION.__ By Kate Kelland

OF H DTV - LONDON | Thu Aug 29, 2013 2:01pm EDT
| (Reuters) - Poverty and the all-consuming fretting [ share 13

that comes with it require so much mental energy Share this

that the poor have little brain power left to devote to

| Email
other areas of life, according to the findings of an & Prnt
international study published on Thursday.
Follow Reuters Related Topics

The mental strain could be costing poor people up to 13 1Q (intelligence

n quotient) points and means they are more likely to make mistakes and bad Health »

Facebook Twitter RSS YouTube decisions that amplify and perpetuate their financial woes, researchers

found.

"Our results suggest that when you are poor, money is not the only thing in short supply. Cognitive
RECOMMENDED VIDEO Lo o . . :
capacity is also stretched thin," said Harvard economist Sendhil Mullainathan, part of an
international team that conducted the study.

Saudi man weighing 1,345
pounds is airli ¢ k".’.“

1n a series of experiments, researchers from Harvard, Princeton and other universities in North

B8 = A = 0 §H > 11:02AM
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America and from Britain's University of Warwick found that pressing financial worries had an
immediate impact on poor people's ability to perform well in cognitive and logic tests.

Far from signaling that poor people are stupid, the results suggest those living on a tight budget
have their effective brain power, or what the researchers called "mental bandwidth", dramatically
limited by the stress of making ends meet.

On average, someone weighed down by money woes showed a drop in cognitive function in one
part of the study that was comparable to a 13 point dip in 1Q, and similar to the performance deficit
expected from someone who has missed a whole night's sleep.

"Previous views of poverty have blamed (it) on personal failings, on an environment that is not
conducive to success," said Jiaying Zhao, an assistant professor of psychology at the University of
British Columbia in Canada.

"We are arguing that the lack of financial resources itself can lead to impaired cognitive function,"
she said.

Eldar Shafir, a professor of psychology and public affairs at Princeton who worked on the research
team, said it was not stress in general, but financial worries in particular, that led to a reduced ability
to make sound decisions.

"The poor are often highly effective at focusing on and dealing with pressing problems," he said.
"But they don't have leftover bandwidth to devote to other tasks.

*So, if you live in poverty, yoi
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a way out." A
The researchers studied two very different groups - shoppers at a mall in New Jersey in the United
States, and sugar cane farmers in rural India.
In the mall study, they gathered dozens of low and middle-income shoppers and subjected them to
a battery of tests to measure I1Q and impulse control.
Half of the participants were first asked to think about what they would do if their car broke down
and the repair cost $1,500 - designed to kick off worries about money. It was among these people
that performance dipped significantly.
In India, the researchers found that farmers had diminished cognitive performance before getting
paid for their harvest compared to afterwards, when their coffers have been replenished.
"One month after the harvest, they're pretty rich, but the month before - when the money has run
out - they're pretty poor," Mullainathan said in a report of the research, which was published on
Thursday in the journal Science.
"What we see is that IQ goes up, (when they are rich)... errors go way down, and response times go
way down."
He said the effect in India was about two-thirds the size of the effect in the mall study - equal to
around nine or 10 IQ points difference from one month to the next.
(Editing by Mark Trevelyan) v
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One simple tool — an investment policy statement — can vastly improve just about

everything planners do for their clients, says John Nersesian, managing director of
Wealth Management Services at Nuveen Investments.

“There are only two characteristics that wealthy clients are looking for from their advisors,” Nersesian told attendees at
the Advanced Personal Financial Planning Conference sponsored by the American Institute of CPAs in Las Vegas.
“The first one is competency. The second thing ... is empathy.... One of the reasons that | find investment policy
statement creation useful is ... it's about understanding what'’s important to the investor.”

Nersesian challenged conference attendees to conduct an exercise in which they identify their top clients, their assets
under management, as well as well as their close family members and other advisors. Most, he guessed, could
produce those answers off the tops of their heads.

But, could they name the two things that keep those clients up at night or name their top goals? he asked.

Not many planners can answer the latter questions readily, Nersesian says. But taking the time to work with clients to

B | o%inbox-t4money@.. | B (B | w3why_investors_shou @ = \My Webs\rwpfs . g
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write up an investment policy statement with clients will give planners that information, while accomplishing several
other important goals at the same time, he claims.

First off, Nersesian cites a study showing that those clients with investment policy statements produce higher returns
overall

In addition, as the financial services Related Content

industry evolves to a fiduciary

. 12 Steps to Fix Your Firm's Investment Committee
model, the statements provide a

means for planners to demonstrate,
in detail, how they are executing

their fiduciary duties, he says.

An investment policy statement
spells out the game plan of an
investment management program,
according to Nersesian. It also
provides the explicit linkage
between a client’s long-term
investment objectives and the daily
work of the planner.

According to Nersesian, it further:

serves as the cornerstone of a true
advisory relationship; minimizes — ADVISORS: HOW TO RETAIN NEW HIRES

8 | 0% inbox - t4money@. wH why_investors._shou ] AMy Webs\rwpfs ~ @
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advisory relationship; minimizes — ADVISORS: HOW TO RETAIN NEW HIRES
hopefully — emotionally driven Launch Slideshow »
decision-making; establishes
benchmarks to help monitor

investment performance; and provides a “paper trail” of policies and procedures for managing investment decisions.

The components of each statement will differ depending on whether or not the client is a high-net-worth individual or
trust, a foundation, nonprofit, defined benefit plan or defined contribution plan, according to Nersesian.
Most will include a mission statement, goals, strategies, tactics and tools, he adds

They should also include the roles and responsibilities of all parties to the policy, from the advisor or custodian to the
family members, investment committee or board of trustees, he says. A procedure for measuring risk tolerance and
performance using agreed-upon benchmarks is a particularly useful ingredient, according to Nersesian.

To illustrate why, he asked his audience which benchmarks their clients typically use to measure their performance
annually.

“It's not the S&P 500,” he said, answering his own question. “It's whatever did really well last year.... Don't let [clients]

selectively choose the benchmark that they will measure their success against.”
The value of the policy is not the document itself, he added, it's the process that goes into creating it and continuing to
use it with clients on an ongoing basis.

Read more:

« Nuveen Goes Global With Latest Funds

" o
8 | 0%inbox - t4money@. wH why_investors._shou ] AMy Webs\rwpfs ~ @





image16.png
File Edit View Favorites Tools Help

Is your tolerance for risk being measured
correctly?

Published: Sept 28, 2016 2:05 p.m. ET

X3 | wiTemplate for Screen... | &

W' http:/fwwvew marketwatch.com/storyis-your-tolerance-for-risk-being-measured-correctly-2016-09-287reflink=MW_GoogleNews&goog + @ (& ‘W\Syou,w\erme for risk bei ‘ ‘

S&P 5003 Q

Scottrade

Member FINRA/SIPC

More
Reasons
to Make

the Switch.

« In-Depth Research
« Cutting-Edge Trading Tools

« Transparent Pricing

Click for Restrictions and Exclusions

MOST POPULAR

Getty Images

6 cities where you can

91 1207 PM




image17.png
a‘ W' http:/fwwvew marketwatch.com/storyis-your-tolerance-for-risk-being-measured-correctly-2016-09-287reflink=MW_GoogleNews&goog + @ (& ‘W\Syour tolerance for risk bei ‘ I vg £03

g

File Edit View Favorites Tools Help

ANDREW CABALLERO-REYNOLDS/AFP/Getty Images

Some experts, most notably Michael Kitces who recently posted this blog The Sorry
State Of Risk Tolerance Questionnaires For Financial Advisors, are increasingly
critical of risk tolerance questionnaires (RTQs), a tool many/most investment
advisers and firms use when constructing portfolios for investors. Answers to the
RTQ, among other things, helps advisers determine how much investors should
allocate to stocks, bonds and cash, and help advisers categorize investors as
conservative, aggressive, and the like.

MOST POPULAR

6 cities where you can
own a home for under
$1,000 a month

Stanford is the No. 1
U.S. college, according
to WS)

But Derek Klock, an associate professor of practice in finance at Virginia Tech, thinks
that RTQs are getting a bad rap, that not all RTQs are created equally, and that new
RTQs are better than the RTQs of yesterday. Klock addressed our questions about
RTQs by email.

Yellen questioned over
Fed's independence,
rate decisions and v
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Q: You've suggested that there are good RTQs and bad RTQs. How can

30 yr fixed Jumbo 4.34%

investors tell the difference from a good RTQ and a bad RTQ? Can you give us 30yr fixed 3.32%

some examples of bad RTQs and good RTQs, and what makes them good 15 yr fixed 2.59%
and/or bad?

10 yr fixed 2.67%

30 yr fixed refi 3.34%

@ Just updated $349,900 15 yr fixed refi 2.61%

y 2136 Cascade Way, Longview, WA 5/1 ARM 2.9%
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National averages from Bankrate.com
Great question, but let me first re-label the good and bad to older and newer. Many
RTQs have been around for a long time; and seemingly older model RTQs, just like MARKETWATCH
cereal, don't tend to be replaced. We just add to the list. A big issue with the internet PARTNER CENTER
- old stuff seems to hang around long after its expiration date. Back to your

question. E+fTRA

Let me try to provide some insight as to what makes up a good RTQ and hopefully

let the readership make more informed decisions from there. Older model RTQs © $100 in Transfer Fees
funded.
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muﬂ rmed decision from there. Older model RTQs

$100 in Transfer Fees
: ) o [ Refunded.
were very outcome or goals driven - in sort of an end-must-justify-the-means way - $0 Set-Up Fees.

in that they asked about what the client wanted their portfolio to do: provide current
income, outpace inflation, provide a stable value, etc. Newer model RTQs
predominantly are meant to measure two things: an investor’s risk tolerance - (the
person’s emotional reaction to uncertainty), and/or an investor’s risk capacity - (the

portfolio’s financial ability to absorb losses without affecting the client's current
lifestyle or future goals) IBJ Ameritrade  Get custom market alerts >

Risk tolerance questions are generally more hypothetical and may even take a form Py
that is completely non-financial in wording. But that isn't to say that they should ask OPHONSXPRESS
about an investor's hobbies - like the often mentioned sky-diving or other risky ‘
habits questions. However, the questions may ask about the client’s feelings or

attitudes regarding other situations where there is a binary choice, financial or not,

between a known outcome and one of ambiguity. These questions are meant to

gauge how comfortable with, or knowledgeable about, the investor is with

uncertainty.

In contrast, risk capacity questions typically center on the time horizon until the
money is to be used, the amount of loss that could be withstood without meaningful v

" B | © NYSEARCASPXL: 97... IA Index Chart - I X3 | w3 Template for Screen .. | & 0 72 1207pPM





image21.png
a\ )|W httpi/wevmarketwatch.comystory/is-your-tolerance-for-risk-being-measured-correctly-2016-09-287reflink=MW_GoogleNews&igoog ~ © (4 ‘W\Syou, tolerance for risk bei ‘

File Edit View Favorites Tools Help

i typically center on the time horizon until the
muﬂ )f loss that could be withstood without meaningful
financial effect, or how willing the investor is to a change their lifestyle should a
negative outcome occur.

So, what is bad? “Bad” exists on two levels - poor design and poor interpretation. If
an RTQ continues to use questions that have been proven to have little predictive
value then that would be “bad.” And while there has been precious little back-testing
of the reliability and validity of RTQs as a whole, there have certainly been questions
vetted enough to prove worthlessness. The aforementioned sky-diving questions
falls (pardon the pun) into that category.

Additionally, questions centered on gambling could be less useful as, while they deal
with money, the gambler may be engaged in risk-seeking behavior not for the
expected financial gain but simply for the thrill of participation. In economic terms,
the utility they receive from the gamble is greater that the disutility they suffer from
the financial loss. It is still a rational behavior, as explained by economic theory, just
not of predictive value for measuring financial risk tolerance.

However, the one thing that | can unequivocally offer as a sure sign of poor design is
that the risk category outcome should not change dramatically on the basis of one

B8 | © NYSEARCASPXL:97.. | @ DIIA Index Chart—I... M oz x§ | wdTemplate for Scr il = 1207pPM
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risk capacity.

»uld not change dramatically on the basis of one
question. For example, a questionnaire may have a single question pertaining to the
questionnaire provides qualitative categories for the taker's risk preference, the

risk capacity of the taker, while the other questions focus on the risk tolerance. If the

resultant categorization should not change dramatically based solely on the taker's

Then there is poor interpretation. If a financial professional is using a RTQ that he or
she believes is constructed to measure risk tolerance, but it is actually better suited
to measure risk capacity then the results will potentially be misinterpreted. It is
extremely important that the administrator and interpreter of the RTQ be

knowledgeable about the differences in risk tolerance/aversion, risk capacity, loss
concerning implementation.

aversion, and risk perception. All of which leads directly into your next question
Q: Could there be cases where investors use a good RTQ, but not necessarily

work with an adviser who knows how to implement the information gleaned
with a good RTQ but a good adviser?

from an RTQ? What can investors do to make sure they are working not only
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A: Of course it is possible. Finding a good adviser, one that not only uses the most
valid, up-to-date RTQ available but also has the knowledge to interpret the results, is
paramount in this discussion. However, it also needs to be said that interpretation
and implementation of psychometric testing is really tough. We have talked at
length about the input and composition of RTQs; let's now discuss the output.

Some RTQs result in a scaled numeric score, say 27 on a scale of 10 to 40. Others
offer a categorization class, such as moderately-conservative, on a scale of
conservative to aggressive. Still others provide both. But in all cases it is up to the
financial professional to take the number and/or category and turn that into a
portfolio with appropriate risk and return levels matched to the client. This is why
some RTQ and/or risk-profiling providers attempt to automate the interpretation
and implementation by helping the advisor make the leap from the questionnaire to
the portfolio.

A notable example of this approach is Riskalyze. This platform asks the clients a
series of binary choice questions to determine their risk profile. The output then
takes the form of a number (scaled 1 to 100) and a portfolio with a risk score
(standard deviation) that matches the client's volatility preferences
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mu E the client's volatility preferences.

As to the second part of your question concerning a good adviser, | would refer to
the CFP Board of Standards “letsmakeaplan.org” website as it contains a search
engine for finding CFP professionals who have met at least a minimum educational
requirement for practicing financial planning, taken an exam on that knowledge,
and continue to update their education. Additionally, the site provides a good list of

ten questions everyone should ask when vetting a financial planner. . § 'THE BRAND'S FUTURE HAS
NEVER BEEN CLEARER."
Q: One criticism of RTQs is that they tend to focus on the short term, and - MOTOR TREND

investor’'s answers change with the markets. So, critics say what's needed is an
RTQ that doesn’t change with bull and bear markets but rather focuses on the
long-term. What say you?

A market-neutral RTQ? Why would we want not to simply periodically retest? Some
research supports the assertion that investor’s risk tolerance changes with current
or recent market conditions. Some research suggests that the relationship to recent
market conditions is much greater in declining markets than improving ones. Still
others suggest that the riskier those conditions the more myopic (short-term, near-
sighted) the investor gets because of increased vividness. I'm not positive that there
is a good solution, but I'm also not sure if this is really the problem. According to the

o x3 | w3 Template for Scre i 72 1208PM
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sure if this is really the problem. According to the

research, many tactors intfiuence investor risk tolerance over the lifespan such as
age, education, and wealth. Why would we not expect that risk tolerance is going to
change? Advisers understand that when markets decline they need to stay in closer
contact with clients and possibly adjust clients’ portfolio allocations. Why not take
the opportunity to re-measure the client's current risk tolerance to make the most

accurate adjustment possible.

| might add that there has been some recent discussion attempting to focus on
investors' risk perception (how they see their immediate environment) separately
from their risk tolerance. Maybe this will turn out to be the key to separating an

investor's base-line risk aversion, from the current sway of circumstance - market
forces, mood, age, wealth, etc. However, until then rather than try to apply a single
test over an extended period, advisors should consider periodic retesting.

Q: Part of the problem with constructing portfolios is that many investors and
advisers for that matter don't have a clear understanding of such terms risk
aversion, loss aversion, risk tolerance, and risk capacity. Can you give us a
plain English definition of those terms and how each and all play into

constructing an investor's portfolio?
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Ok, wow! Big question! Obviously these terms are interrelated but are also
independent. It may be easiest to first categorize these terms as pertaining to
interior finance factors or exterior finance factors. The interior finance deals with the

person, the exterior finance deals with the money.

First the interior finance factors. Most define risk aversion or tolerance (these BV THE BRAND'S FUTURE HAS
modifiers are used interchangeably) as the emotional, psychological, or ) NEVER BEEN CLEARER."
physiological response people experience when faced with an uncertain outcome. It ~ MOTOR TREND

is that pit-in-the-stomach, cold-sweats, heart-racing, butterflies feeling you have
riding a roller-coaster for the first time. The reason this is important to understand is
that an adviser wants to know where the market-volatility induced panic-point is for
his or her clients.

Loss aversion, also a physiological response, is a term that gained prominence as a
result of Daniel Kahneman and Amos Tversky's work in behavioral finance. It is the
concept that a loss of a certain value feels worse than a gain of identical value feels
good. This leads people to become risk averse, because they would rather not lose
what they already have (and feel badly) in an attempt to gain something that they do =
not (and feel good). This element of the risk profile | believe is extremely important, THE CADILLAC CT6
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adly) in an attempt to gain something that they do
mu E )f the risk profile | believe is extremely important,
as it has been shown that people are generally more likely to take risk to avoid loss
than they are to seek a gain. This means that acceptance of risk is not static, or
constant, and therefore risk tolerance is often dependent on situation.

Finally, the exterior component - risk capacity. This is a much more tangible,
quantifiable part of a risk profile and has both a near-term and long-term
component. The near-term component, most believe, deals with the effect of market
volatility on the portfolio’s ability to financially support the client's current lifestyle.
Said in simpler terms, how much could a portfolio lose in value before it starts
having a profound effect on a client’s financial means. This is one of the major
reasons so many planners are proponents of an emergency fund or cash cushion. It
protects the client’s current financial lifestyle from near-term market volatility. (This
tactic also may help with risk aversion as it may distract the client from the market
volatility.) But many advisers also consider risk capacity to have a longer-term
component as well. This portion considers whether or not a client has time to let the
market, and the portfolio, recover the lost value before it effects goal attainment. In
summary, capacity deals with dollars and time rather than with feelings and
attitudes.
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But while these concepts are all important and all play a role in the overall risk

profile of a client, it is extremely important that an adviser not confuse a client’s risk ==
tolerance with the client’s portfolio risk capacity. While clients may have the time to
recover from a loss, if they exit the market due to sheer panic and desperation
because their portfolio was too risky and the market change too much to bear, then

all the time (and market recovery) in the world will do them no good. 1 B 'THE BRAND'S FUTURE HAS
NEVER BEEN CLEARER."
Q: Some say there is a difference between risk tolerance and risk aversion, but ~ MOTOR TREND

you seem to suggest they are synonymous, one in the same. Why is that? Isn't
there a difference?

A: | don't believe there is a difference. The classic economic position is that risk-
tolerance and risk-aversion are two sides of the same coin. Said another way, your
risk tolerance percentage and your risk aversion percentage should add to one. Of
course all rational investors are going to be risk averse on some level, some
exceptionally so. | could as easily call this latter group highly risk averse or slightly
risk tolerant. | think people have developed a natural inclination to refer to a
dominant characteristic, for example, right-brain dominant rather than left-brain
submissive. Additionally, in the context of risk, my personal belief is that the use of
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mu E ntext of risk, my personal belief is that the use of
the two terms came about because of framing. Risk-tolerance seems to have a more
positive connotation than risk-averse. =
=

Q: What else do investors need to know about RTQs that we haven't covered? %%@

Yes, thank you. | would be remiss if | didn’t mention that while RTQs aren't the end- i

: ) ) L 1 B 'THE BRAND'S FUTURE HAS
all, be-all of portfolio construction, portfolio construction is hardly the only useful NEVER BEEN CLEARER "
outcome of RTQs. They could prove very helpful in understanding client attitudes or _ MOTOR TREND
behaviors in most other areas of financial planning - debt management, tax
planning, insurance planning and estate planning.

I would close by encouraging all advisers to periodically review their risk assessment
instrument, of course seeking the guidance of their compliance team, to ensure that
the tool chosen is the best one available and that they are making the best use of
the information the RTQ provides.

Robert Powell is editor of Retirement Weekly, published by MarketWatch. Get a 30-day
free trial to Retirement Weekly . Follow Bob’s tweets at RIPIIl . Got questions about
retirement? Get answers. Send Bob an email here .
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Financial Planning Policy statements can help eliminate
emotional choices from financial planning.
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The Investment Policy Statement (IPS) is a staple of investment management and

provides crucial guidance for (discretionary) investment managers about how to implement
portfolio strategies on behalf of a client in times of uncertainty (when the client may not be
there in person to help make the decision).

et the reality is that the concept of a “policy statement” transcends just the world of
investments. Arguably, it can be effective across most domains of financial planning ~ not
necessarily to establish a plan of action for the advisor in the absence of the client, but for
the client today to establish a plan of action for handling an uncertain future. In this context,
the “financial planning policy statement” is a form of choice architecture, narrowing future
decisions in a manner that can help to eliminate the “bad” emotional choices from
consideration.

Of course, it’s still necessary to establish appropriate financial planning policy statements in
the first place, linking underlying client values and core beliefs to structured policies that are
flexible enough to address future unknowns, yet specific enough to provide clear, actionable
guidance when the time comes. Which means the financial planner needs both a means to
discover and understand a client’s values and beliefs (ot just the financial data), and the
tools to formulate and test policies that might be recommended to the client.

Overall, though, this kind of “poli
potential to provide the crucial link between financial life planning and technical financial

~based financial planning” approach actually has the

planning strategies, serving as a means to translate values and beliefs into structured policy
statements that can be implemented with the client. At least, if financial planning software is
ever improved to the point that such financial planning decision rules can be illustrated in
the first place!
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By LARRY SWEDROE MONEYWATCH / June 14, 2013, 7:00 AM

Why you need aninvestment || ..

future starts

u ”
policy statement

Founder & Chairman

(MoneyWatch) There's an old and wise saying that those who fail to plan, plan to fail.
Yet, despite the wisdom of this statement, the majority of investors never develop an
investment policy statement (IPS). Having a plan is important because it's
impossible to make rational decisions about investments without one. Properly Qs gpvusr Lomorrosrs
evaluating investments means considering how their addition impacts the risk and
return of your overall portfolio, and thus the odds of achieving the plan's objectives.
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Just as a business plan must be reviewed regularly to adapt to changing market
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conditions, an must be a living document. Unfortunately, it's my experience tha weapons, crossing "red line”
even investors who develop plans often make the mistake of setting theirs and then 127301 views
failing to adjust them whenever major changes occur.
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% Most common retirement planning mistakes UTZ heads in Oregon

% How to avoid selling stocks at the wrong time 17328 views
% How to be a successful investor

>

03 2 found dead in area burned by

If any of a plan's underlying assumptions change, the IPS should be altered to adapt Colo. wildfire

to the change. Life-altering events (such as a birth or death in the family, a marriage 16290 views

or divorce, a large inheritance or a promotion or job loss) can affect the plan in

dramatic ways. The impact can be seen in one's ability, willingness or need to take O 4 Sea lion pup jumps on boat,
cuddles with driver

risk. Thus, the IPS should be reviewed whenever a major life event occurs. -
9102 views

And it's not just life events that can impact a plan's assumptions. Even major market

Cops: 4 dead from murder-
movements can lead to changes. For example, bull markets that produce greater- 05 suicide at St. Louis business
than-expected returns could put you ahead of where you need to be to reach your 6675 views
goals, allowing you to take less risk. However, bull markets also lower expected
future returns, meaning that those still far from their goals may have to take more
risk. (This doesn't mean you should take more risk. Alternatives might be to lower
your goal, save more and/or plan on working longer.) The reverse is true of bear
markets. A good policy is to review the IPS and its assumptions on an annual basis.

Before writing an IPS, you should thoroughly review your financial and personal
status. You should consider not only your personal financial situation, but also such
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factors as:

= The stability of your job

= The correlation of your job and your stock holdings play

= Your investment horizon Keeping up with Adam Levine's

= Your tolerance for risk "Overexposed" lifestyle

= The need for emergency reserves
Keep in mind that your investment horizon extends well beyond your planned Ads
retirement date. And it may even extend beyond your death if you're investing on 7% Annual Annuity Return )

. Get guaranteed lifetime income and reduced risks

behalf of your heirs. to retirees all here.

AdvisorWorld.com/CompareAnnuities
You should also consider your need to take risk. Have you already saved enough? If . .
so. wh : o ek ; : 15-Minute Retirement Plan
, why continue taking risk? Far too many investors fail to understand that the Download Our Free Guide For Investors with
strategy to get rich (which is to take risks) is entirely different from the strategy to $500k+ Portfolios
. c . e . . . . www.fi.com
stay rich (which is to minimize and diversify risks).

, . - . #1 Retirement Mistake
It's also important to understand that it's not enough to just have a well-developed 50% of Your Wealth Will be Wiped Out by This

investment plan. It needs to be incorporated into an overall financial plan that also mcnee”‘}vg"ri:ikc%;]
addresses estate and tax planning issues, as well as risk management issues such as
any needs for life, health, disability, long-term-care, personal liability and longevity
insurance. It should address when to begin taking Social Security. And your v
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charitable intentions should also be addressed.

If you want to leave assets to family members, your plan should address how to
transfer not only financial wealth to family members, but also your values. These
objectives can be incorporated into what is called a family wealth mission statement.
You should consider having your children involved in your estate plan, which
includes reading your will and understanding your intentions with respect to your
property upon your death. They should also know the family's net worth, and they
should get to know your advisers (such as your attorney, accountant and financial
adviser).

Another frequent mistake is to fail to develop a contingency plan -- the actions you'll
take if your portfolio fails to deliver the returns that your plan anticipated. You
should put in writing what specific actions you will take if a bear market leads to
there being an unacceptable chance of your plan failing. You don't want to find
yourself in a situation where your portfolio is likely to run out of assets or jeopardize
an important goal. These actions might include:

= Delaying retirement

= Returning to the workforce
= Reducing current spending
- Reducing the financial goal
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= Reducing the financial goal
= Selling a home
= Moving to a location with a lower cost of living

The written IPS should be combined with a financial plan, which lists your specific
goals, such as:

= The amount you plan to add to your portfolio each year

= The amount of assets you are trying to accumulate by a certain date
= When you plan to begin withdrawals from the portfolio

= The dollar amount you plan on withdrawing each year

This will allow you to track progress toward the goal, making appropriate
adjustments along the way and staying disciplined no matter what the markets tempt
you to do.
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