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" a. Risk tolerance F
_ affected by

Active wealth creation (by entrepreneurial activity)

Sources ) ]
of wealth | -~ Through inheritance

4 . Passive wealth [ ; ]

creation, acquired One-time windfalls
- Accumulated over long periods of secure employment
Measures
\_ofwealth  _ positive correlation between risk tolerance & perceived portfolio size
_Stage of life - Foundation phase, Accumulation phase, Maintenance phase, Distribution phase

Risk aversion

/ Warm-up: Traditional

F " Rational expectations

e

14.1
Managing
Individual

Investor
Portfolios

—

_ assumptions ) \_ Asset integration
Situational Source of wealth, Measure
Situational profiling vs ~ profiling of wealth, Stage of life

Psychological profiling

_ Psychological ~ Decision-making styles: Feeling vs Thinking
profiling - Risk attitudes: More risk averse vs Less risk averse

Behavioral finance vs ~Loss aversion vs Risk aversion

_ Traditional finance

Biased expectations vs Rational expectations

- Asset segregation vs Asset integration

Risk tolerance

affects

d. Psychology

_ Investment choice

H Personality % personality  _ pethodical
_types ) =

2 dimensions  Risk attitudes
- Decision-making style

Cautious

_ types
|~ Individualistic

Spontaneous

- Optimal decisions, Dynamic process, long-term objectives, usable by new advisers

~ For client
' g. Benefits
\_ For advisers - Suitability clarification, Dispute Resolution, Problem Identification
o Risk
Objectives  (
~Return
- Time horizon(s)
‘ | Taxes
. Planning |~ Constraints ﬁ Liquidity
|~ Legal & regulatory needs
] - Unique circumstances
“ h. Steps H IPS

“‘ Capital Market Expectation
Strategic Asset Allocation

~ Portfolio selection

Execution . )
- Portfolio implementation

~ Monitoring & Rebalancing

Feedback ( .
- Evaluation



Return

_Objective  / Required
- Desired
| ~ Short-term & Long-term goals
o | Risk Ability to | 5oy & Secondar I
- i,j. Objectives — RISK_  “iake risk ary & Secondary goals
L TEImTT T )\ objective -
— Max Volatility
_ Willingness
to take risk
Time ~ Short-term vs. long-term
horizon . . .
—— Pre-retirement, Retirement, Post-retirement
New time horizon
_Classification: Income tax, Capital gain tax, Transfer tax,
‘ Wealth tax or personal property tax
| Tax Tax deferral
| concerns - laxaeterra
‘ _ Reduce - Tax avoidance
‘ -adverse )
| impact of tax |~ Tax reduction
| - Wealth transfer taxes
—
- k. Constraints
— | ~Normal expenses
I Needs (— Sufficient surplus
|\ Liquidity | ~ Major planned events
14.2 ‘ Liquidity Transaction costs
: | h istics of  — Volatili
Man aging ‘: c arfa?terlstlcs 0 olatility
- 1 portfolio assets llliquid holdings
Individual :‘
Investor || Legal & regulatory factors
Portfolios o
Unique circumstances

: (Cont.) )

an IPS for an

" 1. Formulate & justify }
~individual investor

After-tax return requirements

Liquidity requirements

Risk tolerance: Safety first rule

Unique circumstances: no disallowed assets

m. Strategic F
_ asset allocation

|\_Minimize cash

Maximize Sharpe ratio

Traditional
deterministic
techniques - Use single estimates of inputs and yield point estimate of outcome

Monte Carlo

| simulation Better indication of risk/return trade off
% techniques

" n. Retirement
_ planning

-—>

Show tradeoffs of short-term risks and risks of not meeting goals
_ advantages

|- Incorporate tax calculation nuances better

Better incorporate the compounding effect of reinvestment



Taxes on Income (What you make)

taxation

_ regimes

" a. Global Taxes on Wealth (What you have and transfer)
{ % Taxes on consumption (What you spend)

_ 7 Global tax regimes

Future value interest factor

" b. Tax regimes — .
/\_ Tax drag/Gain lost to taxes

Accrual Taxes

Deferred Capital Gains Taxes ~ With cost basis

/ d. Return, Investment F - Only market value
~ horizon & tax impact ‘

Wealth-based Taxes

Realized tax rate & Effective capital gain taxes

Accrual equivalent tax rates

" ¢. Accrual equivalent %
_ after-tax returns |\ After-tax returns
15. Taxes &
Private
Wealth Tax-deferred account (TDA)
Management —
In A Global e. Account % Tax advantaged account (CGBT)
Context w . Tax-Exempt account (TEA)
Reduction in investment risk
f. Taxes &

|

{ g. The tax effects of F

_investment risk

Traders

Active Investors

Passive Investors

~ trading behavior

. Exempt Investors

Tax-loss harvesting

" h. Tax loss harvesting &
~HIFO tax lot accounting ' HIFO tax lot accounting

Accrual equivalent after-tax returns

i. Taxes &
Mean-Variance % _
~ optimization _ After-tax risk




_Estates

{ a. Estate planning %Wi'us

._Probate

Forms of transferring assets -~ Gifts
- Bequests

~ Civil law system

| Law systems
~~ Common law system

" b.Wealth | |
{ transfer F Forced heirship /1S

\_taxes " If avoided --> claw-back

‘ ) ) ~ community property rights
_Marital property regime

- separate property rights

16.1 Estate
Planning In

c.Core | |
A Global { -

capltal : ,
Context /- \_Monte Carlo analysis

~ Mortality probabilities

Tax-free gift

" d.Relative |
after-tax { _
. Taxable gift

_ values

~ Recipient pays gift taxes

{ e. Gift %
Raxi \_ Donor pays gift taxes

/ Generation skipping

Spousal exemptions

f. Estate h
planning % Valuation discounts
strategies

Charitable gifts (charitable
_ gratuitous transfers)




(g Trusts |-

_Grantor/Settlor --> Beneficiaries outside of probate process

| Distinguish Revocable trusts
“Irrevocable trusts
~ Fixed trust

Discretionary trust

- Spendthrift trust

{ h. Life insurance

16.2 Estate
Planning In
A Global
Context
(Cont.)

{

" i,j. Tax jurisdiction

_ Residence jurisdiction)

Income taxes

oo Wealth transfer taxes
(Source jurisdiction vs

\_Exit taxes

~ Residence-residence

i k. Relief from %
. double taxation ‘

Conflicts |
—————————— Source-source
- Residence-source
- Credit
Relief |
. methods | )
1 Exemption
- Deduction

Tax avoidance vs Tax evasion

" |. International %
transparency |\ Global treaties and agreement




Source of wealth

Psychological Issues

Risk Considerations

Entrepreneurs

{ abc.

~_Executives

Investors

- Equity holding life

17. Low
Basic Stock

Outright sales
. ‘ Public
| - exchange
| Exchange | funds
| funds “

. N | Private
d. Diversification H - exchange
techniques \ funds

(‘

‘ Completion
|\ portfolios
Hedging

~Sell calls and Buy puts

" Equity collars F No constructive sale

{ Variable pre-paid forwards }

~ Short identical securities
Swap of the same notional amount
~ Forward contract of same/idential assets



{ Warm-up: Behavioral finance

Expected Returns vs
_Investors' goals

fa.Lifester\P
~ Oobjectives

Standard deviations vs

, Shortfall Risk

18.
Goals-based
Investing:
Integrating
Traditional &
Behavioral
Finance

/% b. Objective-related risks F

~Absolute performance

w c. Lifestyle \% Cash flow matching
_ protection |

_Asset allocation approach

_zero shortfall prob

" d. Fixed planning
horizon insured
_ strategy

% Reduction in upside potential

. Equity/Debt Allocation changes




Formulation

- a. Human capital F

Human Capital vs Financial Capital

b

" c. Asset
allocation

19. Lifetime
Financial
Advice:
Human
Capital,
Asset
Allocation &
Life
Insurance

e.Riskin
\ retirement /

_ Equity-like vs Debt-like

~ Savings rate

) Earning risk | Correlation of human

and financial capital
- Relative risk

'\ Mortality risk

_Longevity risk

Total return perspective

% Risk allocation

_ policy )

Formula:

Probability of death

| Bequest desire

| Financial wealth & demand

TR for life insurance
d. Lite H LIPO ;
Insurance (Life ‘ ; il
T ) | | Human capital volatility &
nsurance |~ qemand for life insurance
_Payout) |

\\_Risk aversion & demand
| for life insurance

Probability of death &
demand for life insurance

’ Financial market risk

| Longevity risk

. Savings risk

Fixed annuities

{ f. Longevity

hedges )

\_ Variable annuities

' g. Exam review
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