“Meet the Smiths”

Abstract:

In this article, a case study is used to help you further understand the
roles of values and goals in forming your wealth management
strategy.

It 1s vital to determine if your assets are sufficient to provide for the
cost of the goals that you have set.

Each person has different values and goals; and therefore, each person
should have his or her own unique wealth management plan.

When your assets and/or other resources are enough to provide for
your goals, then you are said to be financially independent.

When your assets and/or other resources are not enough to provide for
your goals, then you are said to be financially dependent.

Financial independence is not based on a fixed dollar figure. Rather, it
concerns whether you have enough resources to provide for the
lifestyle that you have determined and want.
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The following case study is designed to help
understand values and goals in relation to
personal circumstances. This article and the next
will be used to help define financial independence.

In the previous article, we defined values and goals
as they relate to the development of your wealth
management strategy. Since the range of
individuals’ goals can be infinitely large, I am going
to introduce you to John and Betty Smith. They are
a fictitious couple loosely based on a family that I
did some work for a few years ago. The couple will
be used as a case study to illustrate an example of
values, goals, and realistic expectations. Much of
the reasoning used in this scenario can be used to
help you understand the characteristics of your own
circumstances.

Scenario

John and Betty are both 57 years of age and have
been married for 31 years. They have four children
and five grandchildren. Two months ago, the
Smiths closed the sale of their business and have
decided that they may want to retire and follow
their personal interests rather than pursuing another
business opportunity. Our job is to determine if
their assets are sufficient to provide for the goals
that they have set. The Smiths’ home is valued at

$1,400,000; they have a $400,000 mortgage on this
home. The couple has $6.7 million in investment
assets (mostly cash from the sale of their business).
The value of their personal assets is estimated at
$180,000 (cars, jewelry, etc.). The Smiths have no
liabilities other than their mortgage. Combining
these assets and liabilities as listed in the sample
Net Worth Statement below, you can see that their
net worth is $7,880,000.

Net Worth Statement

Assets

Liabilities

Net Worth

Because of their assets, one may reason that the
Smiths can achieve any reasonable goal. However,
we need to determine if the Smiths can achieve their
specific goals given their available means. For our
purposes, we need to determine how much each of
the Smiths’ goals costs immediately and in the
future. We also need to determine which of their
assets produce future income and which do not. At
this point, the Smiths do not expect outside sources
of income. They wish to know if their investment
assets will be enough to satisfy all of their goals
without interrupting the rest of their lives. It is
important to the Smiths that in addition to providing



for all of their lifestyle needs listed below that they
leave a significant inheritance to their children,
grandchildren, and favorite charities.

Defining the cost of their goals

John and Betty Smith have worked diligently to
align their values with their personal goals,
estimating the real cost of each element. By
completing this work, they have been able to
determine that their desired retirement lifestyle
requires $240,000 per year after taxes. In addition,
they hope to gift $20,000 annually to each of their
four children ($80,000 total gifts annually). Since
much of their success and satisfaction in life has
been based on their education, it is a priority for
them to help support the education of their
grandchildren. For this purpose, they wish to set
aside $60,000 for each of their five grandchildren
($300,000 one-time contribution). Regarding their
mortgage, neither John nor Betty have ever been
comfortable with debt, so they plan to pay off the
remaining $400,000 home mortgage balance.
Lastly, they wish to donate $40,000 annually to
their favorite charities.

Characteristics of the Goals

As we examine the characteristics of their goals, we
notice that two of the goals, namely the education of

their grandchildren and paying off their mortgage,
are onetime, lump sum expenses. The other three
goals, specifically their lifestyle needs, gifts to
children, and charitable contributions, all require
annual expenditures. At this point, it is important to
separate these two types of goals.

As noted above, the Smiths are starting with
$6,7000,000 in cash. After satisfying the payment
of their $400,000 mortgage and the $300,000
funding of the education accounts for their
grandchildren, there will be $6,000,000 remaining
to satisfy their annual goals. The Smiths’ annual
goals of lifestyle needs of $240,000, family gifts of
$80,000, and charity donations of $40,000 sum up
to $360,000 per year. This represents the total
estimated amount of annual spending that the
Smiths require.

Use Assets and Productive Assets
An important question to consider at this point is,
“Why are we only considering $6,700,000 for the

satisfaction of their goals rather than their entire
$7,880,000 Net Worth?”” The answer is that we need
to divide assets into two types: use assets and
productive assets. Some of the Smiths’ assets, such
as their $6.7 million in cash, will be made available
for investment, which will provide income and
growth. This will help them to reach their financial
goals, so we refer to these as productive assets. The
Smiths are neither considering selling their
$1,400,000 home nor their $180,000 of personal
assets, so any income or growth that could
potentially be derived from these assets will not be
considered at this time; that distinction makes these
their use assets. As I said above, the Smiths plan to
remove $300,000 to fund the future education of
their grandchildren and $400,000 to pay off their
mortgage. With those adjustments made, the
Smiths’ revised Net Worth Statement is listed
below. I have drawn a line separating their use
assets from their productive assets. Note that the
lump sum for the funding of their grandchildren’s
education has removed $300,000 from their net
worth. Also, note that paying off their mortgage did
not reduce their net worth; it just removed $400,000
from their productive assets to their use assets.

Net Worth Statement

Liabilities




As you can see, after satisfying two of their
immediate lump sum goals, the Smiths’ Net Worth
is $7,580,000, and their productive assets are
$6,000,000. To this point, we have determined what
the Smiths’ goals are and what those goals will cost.
We have also listed their assets and divided those
assets between their productive assets and use
assets. To answer their initial question, we need to
determine whether the Smiths, with their $6,000,000
of productive assets, can satisfy their annual
spending needs of $360,000 without interrupting the
rest of their lives and still leaving a substantial
amount of money for their heirs and favorite
charities.

Values, Goals, and Financial Independence

The discussion boils down to this: all people have
their own unique set of values and goals, and each
of these goals has a cost in dollars and cents. Once
this cost is determined, we can then decide if the
resources we have (or will have) are sufficient to
provide the income necessary to satisfy those goals.
When our assets and/or other resources are
enough to provide for our goals, then we are said
to be financially independent. When they are not
enough, we are said to be financially dependent.
From this explanation, you will notice that financial
independence is not a dollar figure that says, “When
I have a million, five million, or even 25 million
dollars, I will be financially independent.”
Therefore, the real criteria for financial
independence is having enough resources to provide
for the lifestyle that YOU have determined you
want, given the realistic potential of the investment
markets to provide it. There are families that are
financially independent with relatively little, and
there are families with what most would consider
vast fortunes that are not financially independent. I
have drawn my version of the financial
independence chart below.

FINANCIAL INDEPENDENCE

---------------------------- $ DESIRED LIFESTYLE
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FINANCIAL DEPENDENCE
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The Smiths have decided what it will take to live
their desired lifestyle. Now, we need to help them in
determining if their assets are enough to provide it.
Do you feel, given the information supplied, that
they are financially independent? Do you feel that
their lifestyle needs can be met for the rest of their
lives without interruption with the resources they
currently have?

This discussion continues in the next article,
“Realistic Expectations.”

If you have any questions or comments, please
email me directly at Bob.Bancroft@wtlcourse.com.




The securities/instruments discussed in this material may not be suitable for all investors. The appropriateness of a particular investment or strategy
will depend on an investor’s individual circumstances and objectives. Global Wealth Management Institute and Wealth That Lasts recommends that
investors independently evaluate specific investments and strategies, and encourages investors to seek the advice of a financial advisor.

Global Wealth Management Institute and Wealth That Lasts do not provide tax or legal advice. Clients should consult their tax advisor for matters
involving taxation and tax planning and their attorney for matters involving trust and estate planning and other legal matters.

Past performance is no guarantee of future results.

Asset allocation and diversification do not guarantee a profit or protect against a loss in a declining financial market.
Rebalancing does not protect against a loss in declining financial markets. There may be a potential tax implication with a rebalancing strategy.
Investors should consult with their tax advisor before implementing such a strategy.

Any type of continuous or periodic investment plan does not assure a profit and does not protect against loss in declining markets. Since such a plan
involves continuous investment in securities regardless of fluctuating price levels of such securities, the investor should consider his financial ability
to continue his purchases through periods of low price levels.

Monte Carlo simulations are used to show how variations in rates of return each year can affect your results. A Monte Carlo simulation calculates the
results of an analysis by running it many times, each time using a different sequence of returns. Results generated by a Monte Carlo simulation will
vary with each use and over time because each portfolio simulation is randomly generated. Some sequences of returns will give you better results,
and some will give you worse results. These multiple trials provide a range of possible results, some successful (you would have met all your goals)
and some unsuccessful (you would not have met all your goals). The percentage of trials that were successful is shown as the probability that the
analysis, with all its underlying assumptions, could be successful. Results using Monte Carlo simulations indicate the likelihood that an event may
occur as well as the likelihood that it may not occur. In analyzing this information, the analysis does not take into account actual market conditions,
which may severely affect the outcome of your goals over the long term. The projections or other information generated by a Monte Carlo simulation
regarding the likelihood of various investment outcomes (including any assumed rates of return) are hypothetical in nature, do not reflect actual
investment results, and are not guarantees of future results. Global Wealth Management Institute and Wealth That Lasts cannot give any assurances
that any estimates, assumptions or other information generated by a Monte Carlo simulation will prove correct. They are subject to actual known and
unknown risks, uncertainties and other factors that could cause actual results to differ materially from those shown.

Interest in municipal bonds is generally exempt from federal income tax. However, some bonds may be subject to the alternative minimum tax
(AMT). Typically, state tax-exemption applies if securities are issued within one’s state of residence and, local tax-exemption typically applies if
securities are issued within one’s city of residence.

Bonds are affected by a number of risks, including fluctuations in interest rates, credit risk and prepayment risk. In general, as prevailing interest
rates rise, fixed income securities prices will fall. Bonds face credit risk if a decline in an issuer's credit rating, or creditworthiness, causes a bond's
price to decline. Finally, bonds can be subject to prepayment risk. When interest rates fall, an issuer may choose to borrow money at a lower interest
rate, while paying off its previously issued bonds. As a consequence, underlying bonds will lose the interest payments from the investment and will
be forced to reinvest in a market where prevailing interest rates are lower than when the initial investment was made. NOTE: High yield bonds are
subject to additional risks such as increased risk of default and greater volatility because of the lower credit quality of the issues.

S&P 500 Index is an unmanaged, market value-weighted index of 500 stocks generally representative of the broad stock market.

Dow Jones Industrial Average is a price-weighted index of the 30 “blue-chip” stocks and serves as a measure of the U.S. market, covering such
diverse industries as financial services, technology, retail, entertainment and consumer goods.

An investment cannot be made directly in a market index.

Information contained herein has been obtained from sources considered to be reliable, but Global Wealth Management Institute and Wealth That
Lasts do not guarantee their accuracy or completeness.

The views expressed herein are those of the author and all opinions are subject to change without notice. Neither the information provided nor any
opinion expressed constitutes a solicitation for the purchase or sale of any security. Past performance is no guarantee of future results.

Any case study presented is provided for illustrative purposes only. Past performance is no guarantee of future results. The information has been
obtained from sources we believe to be reliable, but we cannot guarantee its accuracy or completeness. These strategies do not guarantee a profit or
protect against loss and may not be suitable for all investors. Each person’s specific situation, goals, and results, may differ.



