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Risk, Not Volatility,
Is the Real Enemy
hat would you do if your
investments lost 10% in
a single day?
A) Add more money to my account.
B) Hold steady with what I’ve got.
C) Yank my money; I wouldn’t be
able to stand any more losses.
If investors buy the right
investments but sell them at the
wrong time because they can’t
handle the price fluctuations, they
may have been better off avoiding
those investments in the first place.
Most investors are poor judges of
their own risk tolerance, feeling
more risk-resilient in up markets
and more risk-averse after market
losses. However, focusing on an
investor’s response to short-term

losses inappropriately confuses
risk and volatility. Understanding
the difference between the two and
focusing on the former is a potential
way to make sure you reach your
financial goals.
Volatility encompasses the
changes in the price of a security, a
portfolio, or a market segment, both
on the upside and downside, during
a short time period like a day, a
month, or a year. Risk, by contrast,
is the chance that you won’t be able
to meet your financial goals or that
you’ll have to recalibrate your goals
because your investment comes up
short. So how can investors focus
on risk while putting volatility in its
place? The first step is to know that
volatility is inevitable, and if you
have a long enough time horizon,
you may be able to
harness it for your own
benefit. Diversifying
your portfolio among
different asset classes
can also help mute
the volatility. It
helps to articulate
your real risks: your
financial goals and the
possibility of falling
short of them. Finally,
plan to keep money
you need for nearterm expenses out
of the volatility mix
altogether.

A Personal Note
From Global
Wealth Advisors
n June 19th, Federal
Reserve Chairman Ben
Bernanke stated that the
central bank will start reducing bond
purchases (quantitative easing) this
year and end them by mid-2014 if
both the economy and labor market
continue to improve. This action by
the Fed will cause interest rates to
begin to rise.
Global stock markets reacted
negatively to the news of this
reduction in quantitative easing. The
S&P 500 Index posted its biggest
two day drop of 3.1% since last
November and the MSCI All Country
World Index fell 4.1%, the most in
19 months.
The good news is that inflation is
still relatively low, businesses have
become more profitable, and housing
prices have been rising. Many of
the economic indicators are moving
in the right direction, albeit slower
than expected, so the stock markets
should be fine.
The bad news is that artificially
reduced interest rates created by
the Fed have fueled unrealistic total
returns in bond investments over
the last few years. As interest rates
return to more historic levels, these
‘excess’ returns will recede. This
will cause more short-term volatility
in bond prices, but as with stocks, the
focus needs to be on the long-term
performance.

“The Art of Letting Go”
Outside the Flags, May 29, 2013
By: Jim Parker,
VP Dimensional Fund Advisors
n many areas of life, intense
activity and constant monitoring
of results represent the path to
success. In investment, that approach
gets turned on its head.
The Chinese philosophy of Taoism
has a word for it: “wuwei.” It literally
means “non-doing.” In other words,
the busier we are with our long-term
investments and the more we tinker, the
less likely we are to get good results.
That doesn’t mean, by the way,
that we should do nothing whatsoever.
But it does mean that the culture
of “busyness” and chasing returns
promoted by much of the financial
services industry and media can work
against our interests.
Investment is one area where
constant activity and a sense of control
are not well correlated. Look at the
person who is forever monitoring his
portfolio, who fitfully watches business
TV, or who sits up at night looking for
stock tips on social media.
In Taoism, by contrast, the student
is taught to let go of factors over which
he has no control and instead go with
the flow. When you plant a tree, you
choose a sunny spot with good soil and
water. Apart from regular pruning, you
leave the tree to grow.
But it’s not just Chinese philosophy
that cautions us against busyness.
Financial science and experience
show that our investment efforts are
best directed toward areas where we
can make a difference and away from
things we can’t control.
So we can’t control movements in
the market. We can’t control news. We
have no say over the headlines that
threaten to distract us.
But each of us can control how
much risk we take. We can diversify

those risks across different assets,
companies, sectors, and countries. We
do have a say in the fees we pay. We
can influence transaction costs. And
we can exercise discipline when our
emotional impulses threaten to blow us
off-course.
These principles are so hard for
people to absorb because the perception
of investment promoted through
financial media is geared around
the short-term, the recent past, the
ephemeral, the narrowly focused and
the quick fix.
We are told that if we put in more
effort on the external factors, that if we
pay closer attention to the day-to-day
noise, we will get better results.
What’s more, we are programmed
to focus on idiosyncratic risks—like
glamor stocks—instead of systematic
risks, such as the degree to which our
portfolios are tilted toward the broad
dimensions of risk and return.
Ultimately, we are pushed toward
fads that the financial marketing
industry decides are sellable, which
require us to constantly tinker with our
portfolios.
You see, much of the media and
financial services industry wants us to
be busy about the wrong things. The
emphasis is often on the excitement
induced by constant activity and
chasing past returns, rather than on the
desired end result.
The consequence of all this
busyness, lack of diversification, poor
timing decisions, and narrow focus is
that most individual investors earn poor
long-term returns. In fact, they tend to
not even earn the returns available to
them from a simple index.
This is borne out each year in
the analysis of investor behavior by
research group Dalbar. In 20 years, up
to 2012, for instance, Dalbar found
the average US mutual fund investor
underperformed the S&P 500 by nearly

4 percentage points a year.1
This documented difference between
simple index returns and what investors
receive is often due to individual
behavior—in being insufficiently
diversified, in chasing returns, in
making bad timing decisions, and in
trying to “beat” the market.
Recently, one of Australia’s most
frequently quoted brokers broke ranks
from the industry and gave the game
away on this “busy” investing. In his
final note to clients before retiring to
consultancy work, Morgan Stanley
strategist Gerard Minack said he had
found over the years that investors were
often their worst enemies.2
“The biggest problem appears to be
that—despite all the disclaimers—retail
flows assume that past performance
is a good guide to future outcomes,”
Minack said.
“Consequently, money tends to flow
to investments that have done well,
rather than investments that will do
well. The net result is that the actual
returns to investors fall well short
not just of benchmark returns, but
the returns generated by professional
investors. And that keeps people like
me employed.”
It’s a frank admission and one that
reinforces the ancient Chinese wisdom:
“By letting it go, it all gets done. The
world is won by those who let it go.
But when you try and try, the world is
beyond the winning.”
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Assessing the Student Loan Landscape
hese days, borrowing to pay for college has become a lot more defensive. Not only may student-loan terms be less
attractive than they were in the past, but new graduates may also get squeezed if they have to begin repaying their
loans before they land a job. Owing in no small part to the still-anemic economic recovery, the student loan default
rate has been on the rise, according to the U.S. Department of Education (September 2012).
As with mortgage borrowers, student-loan shoppers face a bewildering array of options that carry varying interest rates,
fees, and terms. In all, it pays to do your homework and investigate other alternatives before signing on the dotted line for a
student loan.
Determine Your Need: The first
step in the college-funding process
is to determine how much of your
child’s education expenses your
family will likely be on the hook for.
Submitting the Free Application for
Federal Student Aid (FAFSA) is the
way to officially check on financial aid
eligibility, and your specific package
will vary by school.
Discuss the Payoff: If it looks like
you and/or your child will have to
borrow a sizable sum to cover the cost
of college, it’s wise to begin discussing
those numbers in the context of your
child’s expected career path. If your
child will graduate with $100,000 in
student-loan debt but plans to venture
into a field where starting salaries are
in the $25,000 per year range, it doesn’t
take a math major to see that it will
take many years to retire that debt, and
doing so could impede your child’s
ability to reach other financial goals.
Know the Different Types:
College loans come in a number of
different varieties, but there are a few

key categories to be aware of. The
first choices for most students seeking
additional funding are those extended
by the federal government. Perkins
loans are available exclusively to lowincome students. Stafford loans come
in two key varieties. With subsidized
Stafford loans, students aren’t on the
hook for interest until after graduation,
but with unsubsidized Stafford loans,
interest begins accruing immediately.
Students applying for subsidized
Stafford loans must demonstrate
financial need, whereas students
needn’t demonstrate financial need to
qualify for unsubsidized Stafford loans.
The second key category is federal
loans made directly to parents, usually
called PLUS loans. On the positive
side, parents can typically borrow much
more than students. However, interest
begins accruing immediately and
payments must also begin immediately.
The final student-loan category is a
private loan extended by a bank. In
general, the cost of a private student
loan can be much higher than that of a

federal loan.
Don’t Overestimate the Value of
the Interest Deduction: You may have
heard that you’ll be eligible to deduct
the interest on student loan debt. That’s
true, but don’t overestimate the value
of that deduction. In 2013, you can
deduct $2,500 in student loan interest
per year; single parents earning more
than $75,000 and married couples filing
jointly who earn more than $155,000
per year cannot deduct the interest at
all.
Consider Additional Options:
Rather than assuming student loans
are the only way to cover the cost of
college, it’s important to take a step
back. Fully exploring financial aid
packages, scholarships, and work-study
programs can help reduce the strain
that such loans can impose on families
and new graduates; some grandparents
may also have the wherewithal to help
defray college costs. Parents may also
contemplate tapping home equity lines
of credit or using their own savings
plans to fund college.

Social Security for the Self-Employed
f you thought that running a
successful business on your
own was hard enough already,
think again. As a self-employed
individual, defined by the IRS as
someone who operates a trade, business
or profession (either by yourself or as
a partner), you are required to pay selfemployment tax as well as income tax.

Self-employment tax consists of Social
Security and Medicare taxes, similar
to those withheld from the pay of most
wage earners. Failure to comply with
IRS regulations may result in your
business operations being jeopardized.
The following are a few key facts to
keep in mind:

1. The Social Security tax rate for
2013 is 15.3% on self-employment
income up to $113,700. Should your
net earnings exceed $113,700, you
continue to pay only the Medicare
portion of the Social Security tax,
which is 2.9%. Starting this year, the
Medicare tax rate for net earnings in
excess of $200,000 ($250,000 for joint

filers) is increased to 3.8%.
2. You need to have worked and
paid Social Security taxes for a certain
length of time to get Social Security
benefits (at least 10 years of work,
which is equivalent to 40 credits). In
2013, if your net earnings are $4,640

or more, you earn the yearly maximum
of four credits. If your net earnings are
less than $4,640, you could still earn
credit (depending on how you report
your earnings).
3. Certain income does not count
for Social Security and should not be

included in figuring your net earnings.
These include dividends from shares of
stocks and interest on bonds, interest
from loans, rentals from real estate,
and income received from limited
partnerships.

The Flavors of
Investing
t is tempting to jump on the investment
bandwagon when certain parts of the market
soar based on a trend or analyst report. While
great potential exists, sector investing can also
come with great risk.
As seen in the image, what is hot one year isn’t
always hot the next. Interested investors should
be willing to follow a sector’s ups and downs,
as timing the market is difficult. Investing in
specific sectors can add volatility to a portfolio,
but exposure to the right sectors can contribute to
improved financial performance. Keep in mind that
while sector investing can fill a gap or serve as a
speculative play, a balanced asset allocation should
be the core of any portfolio.

Happy
Independence
Day!
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