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Planning for the Unexpected

he year 2020 demonstrated that life, like the
capital markets, is unpredictable.

To help minimize the disruption uncertain times
like these can bring to our clients’ financial lives,
we work closely with clients to prepare detailed
financial plans specific to their circumstances.

A comprehensive financial plan, prepared by a
CERTIFIED FINANCIAL PLANNER™, involves
more than just running projections to determine
how much you need to save to retire at age 65.
The true value of a well-crafted financial plan is
that it serves as a guide when things don’t go the
way you might have predicted.

The events for which we can help you prepare fall
into four broad categories. The more prepared
you are in each category, the more likely you are
to weather the inevitable next storm with less
damage and — equally important — less stress.

The first category is market volatility. While it is
not possible to time the market, we can help you
take specific steps to protect yourself.

The second category is a loss or reduction in
your income. To minimize the impact of this
event, we can help you take an inventory of your
cash flow, create a balance sheet, and establish
an emergency fund.

The third category is unforeseen events such as
health-related issues and natural disasters. A full
insurance review, with close attention to several
key factors, can help ensure you're adequately
covered for these events.

The fourth and final category is the one that peo-
ple have the hardest time planning for — death.
Estate planning is one of our key areas of focus
and expertise. Keep reading to hear our thoughts
on why it matters so much.

Market Volatility

Market volatility, or large swings in the market

Key Takeaways

There are steps you can take to prepare for:
e Market Volatility
e Loss or Reduction of Income
e Unforeseen Events

e Death

over short periods of time, can be upsetting to
investors, triggering an understandable fear of
loss. Very often, this short-term emotional in-
stinct works against investors, distracting them
from their long-term goals and leading them to
sell their stocks at depressed values.

The following are several steps we can help you
take to prepare for, and safeguard against, inevi-
table future periods of market volatility:

1. Develop an Investment Policy Statement
(IPS). An IPS helps us determine the best as-
set allocation for you by establishing clear in-
vestment goals and objectives around things
like:

e Your time horizon: are you in your twenties
or are you five years from retirement?

e Does it make more sense for you to save or
to invest? If you have a short-term goal like
buying a house, then investing in safe, in-
terest-bearing investments like money mar-
kets or short-term bonds makes sense. If
you have longer-term goals, then investing
in long-term assets such as stocks makes
sense. Of course, most people have a com-
bination of these assets to fund various
goals or future liabilities so it is important
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to match specific assets to future liabilities
as part of the asset allocation development
process.

¢ Your own personal risk tolerance, and oth-
er factors.

2. Review your IPS every two years. An IPS

is not designed for you to change it in reac-
tion to external factors like short-term market
movements; we only recommend adjusting it
if your personal circumstances change signifi-
cantly (for example, if you were single when
you developed your IPS but now have a fami-
ly, chances are both your goals and your cash
flow have changed).

. Diversify your portfolio across appropriate
asset classes and sectors.

The three main asset classes are cash, bonds,
and stocks. Stocks can then be divided into
large-cap US (shares of U.S. companies with
market capitalizations of $10 billion or more),
mid-cap US ($2 billion to $10 billion), small-
cap US ($300 million to $2 billion), and inter-
national developed and emerging markets.
Diversifying your assets can create a balance
between risk and return. For some investors,
depending on their net worth and overall ob-
jectives, it might make sense to add alterna-
tive investments such as Private Equity! to
their allocation.

Diversification across sectors means allocat-
ing your investments across various industries
such as health care, financials, and technolo-
gy. This is the financial equivalent of not put-
ting all your eggs in one basket. The IPS may
at times detail specific industries or sectors in
which you do NOT want to invest for personal
reasons. An example of this would be electing
to follow an environmental, social and gover-
nance (ESG) or Sustainable Investing?2 man-
date that only invests in companies that pass
a screening process for these attributes.

. Rebalance your portfolio periodically. Once
you have determined in your IPS what your
asset allocation should be, it is prudent to re-
balance occasionally to bring your percentag-

es back in line with your target allocation. For
example, perhaps your IPS reflects a strategic
asset allocation for your current situation of
80% stocks and 20% bonds and cash. Over
time, due to varying growth rates of your indi-
vidual investments, your actual allocation may
become 90% stocks and 10% bonds and cash.
When this happens, it makes sense to restore
the allocation back to the original target. Part
of this exercise also involves restoring your
predetermined number of years of liquidity
needs to the target level.

5. Be patient. Patience is one of the most im-
portant tools you can utilize while building and
developing your investment portfolio. Periods
of low or negative market returns as well as
periods of volatility are inevitable. Major mar-
ket disruptions such as the dotcom bubble of
2000, the financial crisis of 2008-2009, or the
current global pandemic are unpredictable
and cause dramatic disruptions to the stock
market. These periods cause a lot of anxiety
for investors but, as we've seen, those who
remain calm and stick to their plan have the
most success over time. As the chart on the
opposite page details, stock market returns in
the short term are very hard to predict. That
said, the longer your time horizon is for invest-
ing, the more predictable the outcome or aver-
age rate of return is likely to be.

Loss or Reduction in Your
Income

Another event for which we can help you prepare
is the economic uncertainty caused when you
experience a loss or reduction in your income.
To safeguard against this type of upheaval, we
recommend three steps:

1. Conduct an inventory of your cash flow. A
cash flow statement gives you a clear picture
of your income (salary, rental properties, etc.)
and your expenses. That clear picture allows
you to see which expenses you could quickly
reduce in an emergency. A cash flow state-
ment covers three expense categories:

1. Non-discretionary fixed expenses (rent,

 To learn more about Private Equity, visit www.hmpayson.com/private-equity.

2 For more information on Sustainable Investing at HM Payson, visit www.hmpayson.com/sustainable-investing.
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HISTORICAL RANGE OF STOCK, BOND AND BLENDED TOTAL RETURNS
ANNUAL TOTAL RETURNS, 1950-2019

60% - Annualavg. Growth of $100,000
total return over 20 years
50% - Stocks 11.2% $841,312
Bonds 5.9% $313,758
40% A 50/50 portfolio 8.9% $553,967
30% -
20% -
10% A 16% 16%
0% - -
1% 1% 2%
-10% -
-20% A
-30% -
-40% -
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1-yr. 5-yr. 10-yr. 20-yr.
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Source: Barclays, Bloomberg, FactSet, Federal Reserve, Robert Shiller, Strategas/Ibbotson, J.P. Morgan Asset Management. Returns shown are based on
calendar year returns from 1950 to 2019. Stocks represent the S&P 500 Shiller Composite and Bonds represent Strategas/Ibbotson for periods from 1950
to 2010 and Bloomberg Barclays Aggregate thereafter. Growth of $100,000 is based on annual average total returns from 1950 to 2019. Guide to the

Markets — U.S. Data are as of September 30, 2020.

mortgage, insurance, etc.)

2. Non-discretionary variable expenses (utili-
ties, transportation, medical, groceries, etc.)

3. Discretionary expenses (travel, clothing,
recreation, philanthropy, savings, etc.)

Once you have filled in the blanks, you can use
the results to analyze what, if any, adjustments
you need to make.

Next, establish two different budgets. One is
your normal budget, including savings. The
other is a backup budget to be implemented
quickly in case of emergency. Perhaps your
normal grocery budget is $600/month, but you
know you could make do with $400/month if
you had to; or maybe it is something bigger,
like postponing a vacation for which you've
been saving.

Identifying in advance which expenses you
could cut, and by how much, can eliminate an
extra source of stress should something unex-
pected happen (example on pg. 4).

. Create a balance sheet. A balance sheet is

another useful tool in preparing for the unex-
pected. It lists your assets (what you own) and
your liabilities (what you owe), which in turn
allows you to calculate your net worth (assets
minus liabilities).

Assets include things like cash, investment
portfolios, and real estate. Balance sheets list
them from most liquid (easiest to convert to
cash) at the top to least liquid at the bottom.

Liabilities include things like credit card debt,
mortgages, and loans. Liabilities can be a
source of stress and inflexibility, so one of your
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primary financial goals should be to minimize
them (sample balance sheet on p.5).

. Establish an emergency fund. Once you have
conducted your cash flow analysis, you will
have a clear idea of your regular expenses.
The goal with an emergency fund is to set
aside enough money to cover at least three
to six months’ worth of those expenses. This
grants you breathing room if you find yourself
out of work or facing significant unexpected
expenses such as medical bills, house repairs,

fund is to set up a separate savings account
for it. This provides you with the satisfaction
of watching your emergency fund grow each
month, and the compartmentalization makes
it less tempting for you to draw from the fund
for non-emergency purposes. When you try to
establish an emergency fund simply by trying
to build up three to six months’ worth of ex-
penses in your regular checking account, it's
far too easy to dip into that excess for other
purchases.

or the need to replace a major purchase such

as a car or a computer. It buys you some time Unforeseen Events

to find a solution without having to go into  Risks to your financial situation extend far be-
debt or sell high quality stocks and generate yond market volatility and reduction or loss of in-
capital gains. come. Health issues, natural disasters, accidents,

One of the best ways to grow your emergency and crimes can also have significant effects.

SAMPLE CASH FLOW STATEMENT

% of % of
Total Income Total Expenses
Salary Non-Discretionary (Fixed)
Basic Earnings $ 175,000 64% Income Taxes $ 65,000 24%
Bonuses and/or Overtime $ - 0% Primary Residence $ 33,200 12%
$ 175,000 64% Personal Property $ - 0%
Business Insurance $ 10,000 4%
Net Business Income $ 80,000 29% Secondary Residence Mortgage & Taxes $ - 0%
Net Rental or Partnership Income $ - 0% Debt Payments $ - 0%
$ 80,000 29% Other $ 5,000 2%
$ 113,200 42%

Pension & Annuity

Pension Income $ - 0%  Non-Discretionary (Variable)
Annuity Income $ - 0% Personal-Daily Use $ 16,000 6%
$ - 0% Primary Home-Maintenance & Repair $ 15,000 6%
Other Utilities $ 9,000 3%
Social Security $ - 0% Transportation $ 7,600 3%
Gifts of Money Received $ - 0% Medical & Dental (Out of Pocket) $ 2,300 1%
Alimony $ - 0% Professional Fees $ 2,500 1%
Child Support $ - 0% $ 52,400 20%

Trust Income Received $ 20,000 7%  Discretionary
Other $ - 0% Household Care & Upkeep $ 2,500 1%
$ 20,000 % Education $ - 0%
Recreation & Entertainment $ 25,000 9%
Vacation & Travel $ 12,000 4%
Savings $ 20,000 7%
Personal Gifts $ 5,000 2%
Charitable Gifts $ 1,500 1%
Secondary Residence Utilities & Maintenance $ 26,000 10%
Miscellaneous $ 10,000 4%
$ 102,000 38%
Total Sources $ 275,000 100%  Total Uses $ 267,600 100%
Net Surplus/Deficit $ 7,400
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SAMPLE BALANCE SHEET
Assets John Jane Joint - ROS Total
Checking Jane -- $5,000 -- $5,000
Checking John 7,000 -- -- 7,000
Savings Joint -- -- 25,000 25,000
457b John 300,000 -- -- 300,000
IRA Jane -- 750,000 -- 750,000
Qualified Retirement Jane -- 50,000 -- 50,000
Qualified Retirement John 800,000 -- -- 800,000
Roth IRA Jane -- 40,000 -- 40,000
Roth IRA John 60,000 -- -- 60,000
HSA Jane -- 10,000 -- 10,000
HSA John 20,000 -- -- 20,000
Primary Residence -- -- 500,000 500,000
Art -- -- 5,000 5,000
Car -- 11,000 -- 11,000
Jewelry -- 40,000 -- 40,000
Truck 18,000 -- -- 18,000
Total Assets: 1,205,000 906,000 530,000 2,641,000
Liabilities John Jane Joint - ROS Total
Mortgage -- -- ($225,000) ($225,000)
Total Liabilities: 0 0 (225,000) (225,000)
Total Net Worth: $1,205,000 $906,000 $305,000 $2,416,000
BREAKDOWN BY ASSET TYPE
Depending on your age, family situation, health, CURRENT YEAR (2021)

and assets, different types of insurance policies
can help safeguard against, or at least offset,
many of these risks. We recommend conducting
a full insurance review with a CERTIFIED FINAN-
CIAL PLANNER™ to identify the greatest risks to
you and which types of insurance policies would
best counter them. Questions to consider include:

What kind of health insurance do you and your
family members have?

Do you have a Health Savings Account (HSA)?
HSAs can have significant tax benefits if you
are on a high-deductible plan. Contributions are
tax-deductible, any interest or growth (some HSAs
allow you to invest the funds) is tax-free, and you
can make tax-free withdrawals to cover qualified
medical expenses. They can also be an excellent
way to save money for medical expenses in retire-
ment.

® Cash o
Alternatives
(1.40%)

@® HSAs o
(1.14%)

Qualified @ Roth IRAs
Retirement (3.79%)
(71.94%)

Real @ Personal
Estate Property
(18.93%) (2.80%)
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Do you have (or need) disability insurance? If so,
does it cover cases in which you are no longer
able to perform the same job that you currently
perform?

Do you have (or need) long-term care (LTC) in-
surance? LTC helps preserve your assets from
being depleted in the event you need long-term
nursing care. Traditional LTC insurance policies
can be expensive and difficult to qualify for, so it
isimportant to determine the appropriate amount
of coverage and the optimal age at which you
should apply.

Is your property (home, auto, boat, etc.) ade-
quately insured? Not just against flood, fire, and
theft, but also in terms of liability? More often
than not, an insurance review reveals an insuf-
ficient level of liability coverage. Liability insur-
ance protects your assets by limiting the amount
of out-of-pocket expenditures you would have to
make in the event that you were found at fault
for an accident, property damage, or personal in-
jury of another individual while at your home, in
your car, or on your boat. For many individuals,
umbrella insurance covering the policyholder and
other household members is an affordable way
to cover claims in excess of regular policy cover-
age.

Does the primary income earner in your house-
hold have life insurance? How much income
would need to be replaced if that individual died?
It often makes sense to layer a series of term life
policies to cover specific liabilities and expenses
of limited duration, such as college tuition and
mortgage payments.

Death

Life insurance isn’'t the only preparatory step
you should take in advance of your demise. Very
few people are comfortable discussing their own
mortality, but it’s vital to get your affairs in order
while you still can, even if you think you are in
great health. Crimes happen, accidents happen,
cancer happens, and pandemics happen. Taking
the time to meet with an estate planning attorney
to document your goals and wishes is the best
gift you could leave your loved ones.

In addition to helping you draft a will, an estate
planning attorney can help you complete health-
care directives which specify your wishes regard-
ing difficult decisions. Outlining those wishes in
a legal document can ensure they are respected
and prevent family fights. An estate planner can
also help you preserve your legacy for the next
generation, walking you through the intricacies of
estate taxes and philanthropic bequests.

Review your will every five years or as your per-
sonal and/or financial circumstances change. If
you divorce and then remarry, you don't want
your estate going to your ex-spouse because you
never updated your will.

Conclusion

All of this information can seem overwhelming,
but a solid plan will prevent you from having to
do the wrong thing at the wrong time, such as
selling high quality stocks during market lows or
taking on high-interest debt.

You are in a much better position to make sound
decisions when you have the time and energy to
evaluate your options. When you do so from a po-
sition of strength, involving your trusted financial,
legal, tax, and insurance advisors, you will arrive
at rational, rather than emotional, decisions.

Regardless of your current stage of life, we can
help you prepare a solid framework to weather
the unexpected. For more information about risk
management strategies, budgeting, and oth-
er financial planning best practices please visit
our Insights (https://hmpayson.com/insights-all/)
page or call us to speak with someone in our Fi-
nancial Planning Group.

This newsletter is intended for educational purposes only.
For financial planning advice specific to your needs or for
further information, please consult your portfolio manager.




