FINANCIAL PLANNING 101

Monday 4/21/03

Need to look at financial decisions from a holistic point of view.

How does each decision affect the overall picture?
Planning issues


Goal setting


Company benefits


Risk management


Tax issues


Investment issues

Goal setting


Short term goals



Take into account “pent up demand”—spent several years in 



student role with no money and now you have a little to 



spend



Pay off debt



Buy a house/car/furniture



Take a vacation


Long term goal



Take care of family in event of death/disability




How much life insurance do you need?




How much disability insurance do you need?




Do you have a will?




Other legal documents



College fund for children



Retirement

Where are you now?


Health and dental insurance


Life insurance


Disability


Adequate coverage on car/home


Adequate professional and personal liability coverage
What company benefits are available where you will be working?


Health/dental


Disability


Life insurance


Retirement


Other

Maximize company benefits first


Company my be paying portion so it costs you little or nothing


Payroll deduction is painless—what you never see in your checking 


account, you’ll never miss


Generally cost effective

Life Insurance—if you have a family, who depends on your income.  It is designed to replace your income for your family if you die early.


Not an investment—a necessity


Buy term—more important to have enough coverage


If you have no dependents, you probably don’t need it

Disability Income


Need to cover 60% of your gross income


Most important if you are responsible for yourself


Important to have benefits at age 65—increase waiting period to reduce 

premium—most policies start paying after 90 days, you can get cheaper 
premiums if you extend it to 6 mos however, you will need to place 6 
months worth of money into a savings account to cover your expenses.

Legal documents


Will



Lets you determine where your assets will go



If you have children, a must to be sure the children will go to whom 


you want


Durable power of attorney—financial power


Health powers—living will—medical power

How to avoid credit card hell


Key is to separate money for short term goals from your regular checking 


account


“Savings to Spend Account”—makes savings unconscious and spending 


conscious


Determine how much you will spend annually on non-routine expenses


Clothing


Gifts



Vacation/travel



Life/Disability insurance



Total non-routine expenses, divide by 12 and have that amount 



automatically deducted from your check



If the money is there, you can spend it, if you haven’t saved 




enough, you’ll have to wait

Money Magazine—the creator of unrealistic expectations—don’t use it as your only resource in investing.

Fear is the greatest motivator for most investors.  Only 20% of the population feels comfortable with higher levels of risk.  Investors tend to be more influenced by the prospect of loss than the opportunity for gain.
How bad can it get?


Since 1956 there have been 9 bear markets.  The average duration was 12 months.  We are currently in month 36 of the current bear market and things are on the uphill side.  The bull market of the 1990’s had average total returns of 21.7%.  Over the past 30 years, the average total return has been 12.5%.  The market goes in cycles and we have to expect that.

Eliminate emotion—


Risk capacity and risk tolerance


Asset allocation


Investment Policy Statement



Sets the policies and procedures to be followed



States the goals and the reasoning



Identifies criteria for evaluation

Know thyself


What messages did you get about money when you were growing up?


What is your most memorable investment experience?


How is your money invested now?  How do you feel about that?

Measuring Risk—


Risk tolerance



Willingness to tolerate risk (volatility/losses)


Risk capacity



How much risk (volatility) is it prudent to have in your portfolio 


based on your life circumstances?

Factors determining risk tolerance and capacity


Tolerance





Capacity


Time horizon





Stage of life


Investment experience



Lifestyle


Education





Income tax bracket


Personality





Liquidity needs


Values





Other assets


Political philosophy




General financial situation


Background

Why measure risk tolerance


A key element in any plan


Helps determine which portfolio plan is appropriate


Gives you a sound footing to refer back to when your attitude or the 


market changes


Allows you to move “back down the curve” to more conservative portfolios

Over/Under-estimating your risk tolerance


Many investors overestimate the amount of risk they can tolerate


Some investors sell themselves short in being too conservative


Most people don’t generally know their own tolerance


Their experiences may have led them to irrational preferences or 



aversions


Responses are typically heavily weighted by recent experiences or actions 

in the investment markets

Risk capacity:


Your measurable capacity to withstand annual low or negative returns


Capacity may or may not be consistent with your emotional or subjective 


risk tolerance


The more conservative of the two is the “safe route”

Risk capacity:


Life expectancy


20%

Income



20%


Investment Assets


20%


Debt




15%


Liquidity



15%


Family responsibilities

10%

Before you hire an advisor, what needs to be clarified?


Your advisor’s role in the engagement


Your role


The advisor’s process:  Practice standards


The education provided by the advisor


The possibility of losses


Degree and frequency of communication


Compensation and how it is disclosed


How the advisor ensures consistency between financial plans and 



strategies with your goals and concerns

You should have your portfolio/IPS updated every year.

How to find a financial planner  www.napfa.org  by zip code

When you find a financial planner he/she needs to be a “registered” financial planner and ask to see his/her Advport2 which is an annual filing.
