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Behavioral

Economics
As investors, our goal is to make
rational decisions, basing our next

steps on solid and accurate estimates
and objective data. However, according
to a relatively new field called “behav-
ioral economics,” when money is part of
the equation, we often make decisions
with the wrong reasons in mind: emo-
tion sometimes takes over for common
sense.

Some of the common mistakes that
investors make, according to the theo-
ries include:

* accepting modest gains and selling
successful investments prematurely;

e increasing risk by holding on to los-
ing investments for too long; or

e accepting more risk than is reason-
able or realized because decisions are
made based on emotion.

Two psychologists (Daniel Kahne-
man from Princeton and Amos Tversky
of Stanford University), rather than
economists, pioneered the topic of
behavioral economics in 1979 with the

The High Cost of Doing Nothing

The longer you wait, the behinder you get!

The table below shows how various rates of inflation over the years boost
the amount of capital you need to achieve the same purchasing power you
have today.

Choose a number of years in the future from the column on the left and fol-
low that row across to where it intersects with a hypothetical rate of inflation
listed at the top. Rates of inflation have been relatively low in the last decade
and a half, but the economy sits on the precipice of even higher inflation. Mul-
tiply your anticipated accumulation fund by that factor to see how much more
money you'll need to save to achieve the equivalent purchasing power in the
future, assuming the inflation rate you select.

For instance, say you want to have $750,000 (in today’s dollars) fifteen years
from now and assume an inflation rate of 6 percent. How much more will you
need to protect your purchasing power? The multiplier is 2.4, meaning you'll
have to accumulate $1,800,000!

Better get started!

YEARS 3% 4% 5% 6% 7% 8% 9%
10 1.34 148 1.63 1.79 1.97 2.16 2.37
15 1.56 1.80 2.08 2.40 2.76 3.17 3.64
20 1.81 2.19 2.65 3.21 3.87 4.66 5.60
25 209 267 3.39 4.29 5.43 6.85 8.62
30 242 324 4.32 5.74 761 10.06 13.27

Source: The Walsh Group

idea of Prospect Theory, concluding that  Objective investing might inlcude:

people tend to settle for the certainty of
modest gain and expose themselves to
risk of greater loss by waiting for a bad
investment to “turn around.” In 1998,
research by Terance Odean, published
in the Journal of Finance analyzed 10,000
accounts at a large brokerage house
and found that investors are quick to
take gains and slow to recognize losses.
We need not succumb to the vagaries
of emotional decision-making, however.

e making it automatic, adding to in-
vestments on a regular basis rather than
when the “time seems to be right;”

¢ based on your time horizon,
designing an asset allocation model
and keeping to it with a view to long-
term financial goals; and

o diversifying within each asset class
as a further defense against investment
decisions that might be based on emo-
tional responses.




uestions

6'99 nswers

Q. I have multiple IRA accounts and
a 401(k). Since I am required to begin
withdrawing money, I know that I can
add up all the IRA savings, and then
take the Required Minimum Distribu-
tion out of one or more accounts. May
I also add the 401 (k) amount in and
take the total from one or another of my
retirement accounts?

A. No. According to the IRS Internal
Revenue Code, Section 26, Volume 5,
Sec 1.401(a)(9), you must calculate
your Required Minimum Distributions
(RMDs) from a 401 (k) separately from
your IRA RMDs.

Q. I have two friends who speak very
little English, but want to find out
more about Social Security. Any tips?

A. Sure. The Social Security Admin-

istration indicates that the program

is explained in 15 languages by going

to their website at www.socialsecurity.

gov/multilanguage/
|

Q. Any basic investment ideas for
retirement during the rest of 2008?

A. Yes, four specifically good ideas:

1. If possible, contribute the maxi-
mum amount to your tax-deferred
retirement plan account. This would
be especially important for those
whose companies help with matching
contributions. Another important rea-
son here is that the contributions may
reduce your current taxable income.

2. Contribute as much as you can
afford to an IRA. Even in a traditional
nondeductible IRA, the tax-deferral
benefits are still valuable over time.

3. Save now for larger contributions in
the future, should they come through
tax law changes and, finally,

4. Consider the creation of a wealth
accumulation fund, which, while
having no tax advantages, can supple-
ment retirement income sources.

We will accept questions from readers and
reprint selected answers in this column. Send
your question(s) to us; we'll answer as many
as we can.

Financial Notes Worth Noting

Seers and Other Forecasting Hoodwinkers

Probably the most blatant of the “experts” that have hoodwinked people (and
lined their pocketbooks) is Ravi Batra who wrote The Great Depression of 1990.
When that didn't pan out, he wrote The Crash of the Millennium: Surviving the
Coming Inflationary Depression in 1999. Oops.

It seems that the U.S. economic forecasters are neither ashamed nor swayed by
making ridiculously large and outrageous mistakes, coming back with more and
more ludicrous predictions . . . and people continue to listen to them rant on TV
and on the internet.

Bottom line:

¢ Try to enjoy their entertainment value and try not to listen too hard. They can
be scary and sound very sincere.

e Stick to your guns — if your strategies were designed with safety as well as
potential growth in mind and are well diversified, it is best to “stay the course.”

e Pay little attention to any of the prognosticators and pay attention to people
whose business it is to do rigorous research and whose work you respect.

Increase Your Paycheck Without a Raise

If you usually are “blessed” with a federal tax refund each year, you should con-
sider adjusting your withholding to keep more money in your pocket on payday.
There are many easy withhold-
ing calculators on line to help W-4
you find out how many ex-
emptions you are entitled to
claim — the number of which
determines how much tax is
withheld from your paycheck.

Then, you need to com-
plete a new Form W-4 (also
available in your payroll office
or online at http://www.irs.
gov/pub/irs-pdf/fw4.pdf?portlet=3. It has instructions and is easy to use.

Revise your W-4 when there is a major life change that could affect how much
tax you pay (e.g., divorce, birth or adoption of a child, marriage, a home purchase).

Don’t spend your new-found “raise” in one place!
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On Converting A Traditional IRA to a Roth IRA

Under current law, you may not convert a traditional IRA to a Roth IRA if your
adjusted gross income is more than $100,000. In 2010 and forward, however, that
restriction is eliminated, so, no matter what your income, you'll be able to convert
as much or as little of your traditional IRAs to a Roth as you wish.

Many IRAs, funded with both deductible contributions and tax-deferred earn-
ings, will be taxed at your top income tax rate. If you convert in 2010, you will have
the option of paying your taxes over two years.

Income eligibility limits on annual contributions to a Roth IRA — now pegged
at $116,000 for single persons — will remain in effect (and increase in the future,
based on inflation). You might consider making nondeductible contributions to a
traditional IRA and convert the balance to a Roth IRA in 2010 and beyond. If your
traditional IRA is funded entirely with nondeductible contributions, you will owe
taxes only on the earnings when you convert to a Roth.

The information in this letter is garnered from sources believed to be accurate and, unless otherwise noted, is written by staff at R & R
Associates, Inc. The information provided is general in nature and should not be construed as specific or comprehensive advice. You
should discuss any legal, tax or financial situation with an appropriate professional advisor. All graphs and tables are for illustrative
purposes only. R & R Associates is not responsible for web site content; listings are provided for information purposes only.

© 2008, R & R Associates, Inc.




Funding Higher Ed

General Information About Loans for College;
Subprime Effects? More Information?

n education loan is a form of
financial aid that must be re-
paid, with interest. Education

loans come in three major categories:
student loans (e.g., Stafford and Perkins
loans), parent loans (e.g., PLUS loans)
and private student loans (also called
alternative student loans). A fourth
type of education loan, the consolida-
tion loan, allows the borrower to lump
all of their loans into one loan for sim-
plified payment.

Federal law sets the maximum inter-
est rates and fees that lenders may
charge for federally-guaranteed loans.
Nothing prevents a lender from charg-
ing lower fees. Many lenders offer a
variety of student loan discounts to
attract borrowers.

Few students can afford to pay for
college without some form of education
financing. Two-thirds (65.7%) of 4-year
undergraduate students graduate with
some debt, and the average student
loan debt among graduating seniors
is 519,237 (excluding PLUS loans but in-
cluding Stafford, Perkins, state, college
and private
loans), ac-
cording to
the most re-
cent National
Postsecond-
ary Student
Aid Study
(NPSAS).

The medi-
an is $17,120.
One quarter

their children’s college education.
Graduate and professional students
borrow even more, with the additional
debt for a graduate degree ranging from
$27,000 to $114,000. Grants, scholar-
ships, work-study and other forms of
gift aid just do

decrease significantly on July 1, 2008.
Many financial aid experts are recom-

mending that students who have not

yet consolidated their variable rate

loans wait until after July 1, 2008 to

do so. Interest rates are likely to drop

enough by then

not cover the
full cost of a col-
lege education.
Many students
find that they

Federal loans will remain available,
although loan discounts will
likely be reduced significantly.

to make it worth-
while to wait to
consolidate.

Borrowers may
be concerned

must supple-
ment their sav-
ings with government and private loans.
The Federal education loan programs
offer lower interest rates and more flex-
ible repayment plans than most con-
sumer loans, making them an attractive
way to finance your education. You
can also deduct up to $2,500 in student
loan interest even if you don't itemize
deductions on your income tax return.
The interest rate on the Stafford Loan
for new loans first disbursed after July
1, 2006 is a fixed rate of 6.8%. The same
rate applies to the in-school, grace and
repay-
ment
periods.
The inter-
est rate
on new
PLUS
loans first
disbursed
after July
1, 2006
is a fixed

of undergrad-
uate stu-
dents borrow
$24,936 or more, and one tenth borrow
$35,213 or more. For federal student
loan debt (excluding PLUS loans), the
figures are 62.2% and $17,036. Average
cumulative debt increases by about 3%
or approximately $550 a year. When
one includes PLUS loans in the total,
the average cumulative debt incurred
is $21,899. Approximately one in ten
(10.8%) parents borrow PLUS loans for

rate of
8.5%.
The
interest rates on existing variable rate
Stafford and PLUS loans will continue
to change annually on July 1, based
on the last 91-day T-bill auction in
May. The current interest rates on
the Stafford loan are 6.62% during the
in-school and grace periods and 7.22%
during the repayment period. The
current interest rate on the PLUS loan
is 8.02%. These rates are expected to

by the possible
impact of the
subprime credit crisis on the cost and
availability of federal and private stu-
dent loans. Federal loans will remain
available, although loan discounts will
likely be reduced significantly. A higher
minimum balance may be required to
consolidate. Private student loans will
likely have stricter eligibility restric-
tions, requiring a higher credit score or
a cosigner. There may be increases in
the interest rates and fees on private
student loans. Lenders will encourage
borrowers to make payments of interest
while they are in school.

Many student loan providers offer
low cost government and private loans
with consistently high quality servicing
and flexible repayment terms. Many
websites offer advice on choosing lend-
ers and tips on identifying the lend-
ers that currently hold or service your
loan(s) as well as calculators that can
help you better understand your bor-
rowing options. The loan calculators
offer estimates of monthly loan pay-
ments, estimates of the amount of debt
you can afford to repay, an analysis of
the cost of capitalizing the interest and
tools for comparing loan costs.

Loan forgiveness programs (in which
the borrower’s loans are paid off in
exchange for volunteer work, public ser-
vice or military service) offer an option
for easy repayment. Loan Cancellation
and Discharge Forms can be found on
the US Department of Education web
site.

Source: U.S. Department of Education




Americans Say They’re Not Saving Enough

ost Americans say they're not
saving as much as they should
... but they're apparently not

worried enough to do much about it.
Three out of every four Americans say
they aren’t saving enough, according to
the telephone survey of 2,413 adults,
conducted ear-
lier this year - —
by the Pew Re- "
search Center. V;
What's more

this “savings' f mg\
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shortfall” is
acknowledged
by majorities
of rich / poor,
male / female,
black / white,
as well as by
most of those
in almost every other key demographic
group.

While uneasiness about savings is
broadly felt, Americans now save, on
average, less than 1% of their incomes,
and the savings rate has been in almost
continuous decline for more than two
decades. Other ways of measuring sav-
ings and wealth tell a somewhat less
dramatic story, but most experts agree
that Americans aren’t saving enough.

Even the most privileged Americans
say they're not saving enough; nearly
seven-in-ten adults who identify them-
selves as upper or upper-middle class
say they aren’t saving enough, a belief
shared by only slightly larger propor-
tions of middle class (75%) and lower
class Americans (82%).

A similar relationship is seen between
income levels and savings anxiety. Pre-
dictably, the most affluent are the least
concerned about the amount they save.
But what is striking in the survey is the
pervasiveness of the self-acknowledged
savings deficit at every income level from
the relatively well-to-do to the lowest
income stratum.

Fully six-in-ten adults (61%) with
family incomes of $150,000 or more say
they aren’t saving enough money for the

future. Among those earning between
$100,000 and S150,000 a year, the pro-
portion soars to 79% and stays roughly
at that level among income groups
farther down the scale. For example,
78% of those earning $75,000 to $100,000
worry they aren’t saving enough, as

do 81% of
s families with
LS incomes
between
$50,000 and
$75,000.
Even among
those with
family
incomes of
less than
$20,000,
the propor-
tion stands
at 76%. A somewhat different measure
tells the same story. The survey asked
respondents which of the following
phrases best describes their financial
circumstances: living comfortably, have
a little extra left over when they pay their
expenses; are just breaking even, or are
unable to pay their bills. Among those
who say they “live comfortably,” nearly
two-thirds report they should be saving
more — a figure that swells to more than
eight-in-ten among those one step down
who said they were able to pay their bills
with a “little left over for extras.”

Minorities are somewhat more likely
than whites to say they aren't saving
enough. Blacks in particular say they
should be saving more (84%), compared
with whites (74%) or Hispanics (78%) . .

. arelationship that persists even after
differences in income are taken into ac-
count. Even when the focus is sharp-
ened to look at those earning between
$30,000 and $50,000, the pattern is
apparent: blacks are significantly more
likely than whites (92% vs. 77%) to worry
about saving.

The people in this survey who are
doing best, relatively speaking, on the
savings shortfall front are senior citizens.
Only a narrow majority (54%) of those

i
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ages 65 and older say they aren’t saving
enough, while more than a third (36%) of
seniors say they are saving enough. This
may be because they are in a phase of
life when it is more normal to consume
past savings (or draw on retirement
benefits) than to accumulate additional
savings. It may also be because seniors
generally have lower living expenses
than do younger adults.

One other demographic group that
does relatively well on this question are
college graduates. Three-in-ten (31%)
say they save enough, compared with
19% of those with just a high school
degree. Some of these college grads, no
doubt, took Econ 101.

Source: Pew Research Center

Not Saving For A Rainy Day
Some figures may Saving Not
not total 1_00% due Enough Saving
oo 24 Enough
% %
Total 21 75
Gender
Male 21 76
Female 21 74
Race/Ethnicity
White, non-Hisp. 24 74
Black, non-Hisp. 14 84
Hispanic 15 78
Age
18-29 15 83
30-49 17 81
50-64 24 74
65+ 36 54
Income
LT $30,000 16 78
$30-49,999 17 80
$50-99,999 20 80
$100,000+ 28 71
Education
LT High School 16 77
High School grad 19 77
Some College 17 81
College grad+ 31 68






