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FROM
JAY WHITE

I listened to a conference call recently
discussing the topic of behavioral finance
and how investor emotions tend to move
the markets. We are in a time of
information overload, from the TV to instant
(24/7) news on our personal devices. And,
unfortunately, the more gloomy the story,
the better it sells. When it comes to
investing, we need to take the emotion/fear
out of the equation and not get caught up in
the headlines. Stay focused on the
long-term and please give us a call if you
ever feel like emotion/fear is taking over.
We are grateful for your relationship and
hope you enjoy this month’s Directions .

DIRECTIONS FOR LIFE

Better a patient person than a warrior, one
with self-control than one who takes a city.

Proverbs 16:32

In 1981, the Nobel
Prize-winning
economist Robert
Shiller published a
groundbreaking
study that
contradicted a
prevailing theory that
markets are always
efficient. If they
were, stock prices

would generally mirror the growth in earnings
and dividends. Shiller's research showed that
stock prices fluctuate more often than changes
in companies' intrinsic valuations (such as
dividend yield) would suggest.1

Shiller concluded that asset prices sometimes
move erratically in the short term simply
because investor behavior can be influenced by
emotions such as greed and fear. Many
investors would agree that it's sometimes
difficult to stay calm and act rationally,
especially when unexpected events upset the
financial markets.

Researchers in the field of behavioral finance
have studied how cognitive biases in human
thinking can affect investor behavior.
Understanding the influence of human nature
might help you overcome these common
psychological traps.

Herd mentality
Individuals may be convinced by their peers to
follow trends, even if it's not in their own best
interests. Shiller proposed that human
psychology is the reason that "bubbles" form in
asset markets. Investor enthusiasm ("irrational
exuberance") and a herd mentality can create
excessive demand for "hot" investments.
Investors often chase returns and drive up
prices until they become very expensive
relative to long-term values.

Past performance, however, does not
guarantee future results, and bubbles
eventually burst. Investors who follow the crowd
can harm long-term portfolio returns by fleeing
the stock market after it falls and/or waiting too
long (until prices have already risen) to
reinvest.

Availability bias
This mental shortcut leads people to base
judgments on examples that immediately come
to mind, rather than examining alternatives. It
may cause you to misperceive the likelihood or
frequency of events, in the same way that
watching a movie about sharks can make it
seem more dangerous to swim in the ocean.

Confirmation bias
People also have a tendency to search out and
remember information that confirms, rather than
challenges, their current beliefs. If you have a
good feeling about a certain investment, you
may be likely to ignore critical facts and focus
on data that supports your opinion.

Overconfidence
Individuals often overestimate their skills,
knowledge, and ability to predict probable
outcomes. When it comes to investing,
overconfidence may cause you to trade
excessively and/or downplay potential risks.

Loss aversion
Research shows that investors tend to dislike
losses much more than they enjoy gains, so it
can actually be painful to deal with financial
losses.2 Consequently, you might avoid selling
an investment that would realize a loss even
though the sale may be an appropriate course
of action. The intense fear of losing money may
even be paralyzing.

It's important to slow down the process and try
to consider all relevant factors and possible
outcomes when making financial decisions.
Having a long-term perspective and sticking
with a thoughtfully crafted investing strategy
may also help you avoid expensive,
emotion-driven mistakes.

Note: All investments are subject to market
fluctuation, risk, and loss of principal. When
sold, investments may be worth more or less
than their original cost.
1 The Economist, "What's Wrong with
Finance?" May 1, 2015
2 The Wall Street Journal, "Why an Economist
Plays Powerball," January 12, 2016
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Four Lessons Grandparents and Grandchildren Can Learn Together
If you're a grandparent, maintaining a strong
connection with your grandchildren is important,
but that may become harder over the years as
they leave for college or become busier building
their careers and families. While they're just
starting out financially, you have a lifetime of
experience. Although you're at opposite ends of
the spectrum, you have more in common than
you think. Focusing on what you can learn
together and what you can teach each other
about financial matters may help you see that
you're not that different after all.

1. Saving toward a financial goal
When your grandchildren were young, you may
have encouraged them to save by giving them
spare change for their piggy banks or slipping a
check into their birthday cards. Now that they're
older, they may have trouble saving for the
future when they're focused on paying bills.
They may want and need advice, but may not
be comfortable asking for it. You're in a good
position to share what experience has taught
you about balancing priorities, which may
include saving for short-term goals such as a
home down payment and long-term goals such
as retirement. You'll also learn something about
what's important to them in the process.

You may even be willing and able to give
money to your grandchildren to help them
target their goals. While you can generally give
up to $14,000 per person per year without
being subject to gift tax rules, you may want to
explore the idea of offering matching funds
instead of making an outright gift. For example,
for every dollar your grandchild is able to save
toward a specific goal, you match it, up to
whatever limit you decide to set. But avoid
giving too much. No matter how generous you
want to be, you should prioritize your own
retirement.

2. Weathering market ups and downs
Your grandchildren are just starting out as
investors, while you have likely been in the
market for many years and lived through more
than one challenging economic climate. When
you're constantly barraged by market news, it's
easy to become too focused on short-term
results; however, the longer-term picture is also
important. As the market goes up, novice
investors may become overly enthusiastic, but
when the market goes down they may become
overly discouraged, which can lead to poor
decisions about buying and selling. Sharing
your perspective on the historical performance
of the market and your own portfolio may help

them learn to avoid making decisions based on
emotion. Focusing on fundamentals such as
asset allocation, diversification, and tolerance
for risk can remind you both of the wisdom of
having a plan in place to help you weather
stormy market conditions.

Note: Asset allocation and diversification do not
guarantee a profit or protect against investment
loss. Past performance is no guarantee of
future results.

3. Using technology wisely
Some people avoid the newest technology
because they think the learning curve will be
steep. That's where your grandchildren can
help. With their intuitive understanding of
technology, they can introduce you to the latest
and greatest financial apps and opportunities,
including those that may help you manage your
financial accounts online, pay your bills, track
investments, and stay in touch with
professionals.

Unfortunately, as the use of technology has
grown, so have scams that target individuals
young and old. Your grandchildren might know
a lot about using technology, but you have the
experience to know that even financially savvy
individuals are vulnerable. Consider making a
pact with your grandchildren that if you are
asked for financial information over the phone,
via email, or online (including account or Social
Security numbers); asked to invest in
something that promises fast profits; or
contacted by a person or business asking for
money, you will discuss it with each other and
with a trusted professional before taking action.

4. Giving back
Another thing you and your grandchildren might
have in common is that you want to make the
world a better place.

Perhaps you are even passionate about the
same special causes. If you live in the same
area, you might be able to volunteer together in
your community, using your time and talents to
improve the lives of others. But if not, there are
plenty of ways you can give back together. For
example, you might donate to a favorite charity,
or even find the time to take a "volunteer
vacation." Traveling together can be an
enjoyable way for you and your grandchildren
to bond while you meet other people across the
country or globe who share your enthusiasm.
Many vacations don't require experience, just a
willingness to help--and learn--something you
and your grandchildren can do together.

According to a Pew
Research study, there are
some significant differences
between members of the
Millennial generation (born
1981-96) and the Silent
generation (born 1928-45).

• 68% of men and 63% of
women in the Millennial
generation are employed,
compared with 78% of
men and 38% of women in
the Silent generation when
they were young.

• 68% of Millennial
generation members have
never been married,
compared with 32% of
Silent generation
members when they were
the same age.

• 21% of men and 27% of
women in the Millennial
generation have at least a
bachelor's degree,
compared with only 12%
of men and 7% of women
in the Silent generation
when they were young.

Source: "How Millennials
today compare with their
grandparents 50 years ago,"
Pew Research Center,
Washington, D.C. (March 19,
2015), pewresearch.org.
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Q&As on Roth 401(k)s
The Roth 401(k) is 10 years old! With 62% of
employers now offering this option, it's more
likely than not that you can make Roth
contributions to your 401(k) plan.1 Are you
taking advantage of this opportunity?

What is a Roth 401(k) plan?
A Roth 401(k) plan is simply a traditional 401(k)
plan that permits contributions to a designated
Roth account within the plan. Roth 401(k)
contributions are made on an after-tax basis,
just like Roth IRA contributions. This means
there's no up-front tax benefit, but if certain
conditions are met both your contributions and
any accumulated investment earnings on those
contributions are free of federal income tax
when distributed from the plan.

Who can contribute?
Anyone! If you're eligible to participate in a
401(k) plan with a Roth option, you can make
Roth 401(k) contributions. Although you cannot
contribute to a Roth IRA if you earn more than
a specific dollar amount, there are no such
income limits for a Roth 401(k).

Are distributions really tax free?
Because your contributions are made on an
after-tax basis, they're always free of federal
income tax when distributed from the plan. But
any investment earnings on your Roth
contributions are tax free only if you meet the
requirements for a "qualified distribution."

In general, a distribution is qualified if:

• It's made after the end of a five-year holding
period, and

• The payment is made after you turn 59½,
become disabled, or die

The five-year holding period starts with the year
you make your first Roth contribution to your
employer's 401(k) plan. For example, if you
make your first Roth contribution to the plan in
December 2016, then the first year of your
five-year holding period is 2016, and your
waiting period ends on December 31, 2020.
Special rules apply if you transfer your Roth
dollars over to a new employer's 401(k) plan.

If your distribution isn't qualified (for example,
you make a hardship withdrawal from your Roth
account before age 59½), the portion of your
distribution that represents investment earnings
will be taxable and subject to a 10% early
distribution penalty, unless an exception
applies. (State tax rules may be different.)

How much can I contribute?
There's an overall cap on your combined pretax
and Roth 401(k) contributions. In 2016, you can
contribute up to $18,000 ($24,000 if you are

age 50 or older) to a 401(k) plan. You can split
your contribution between Roth and pretax
contributions any way you wish. For example,
you can make $10,000 of Roth contributions
and $8,000 of pretax contributions. It's totally up
to you.

Can I still contribute to a Roth IRA?
Yes. Your participation in a Roth 401(k) plan
has no impact on your ability to contribute to a
Roth IRA. You can contribute to both if you
wish (assuming you meet the Roth IRA income
limits).

What about employer contributions?
While employers don't have to contribute to
401(k) plans, many will match all or part of your
contributions. Your employer can match your
Roth contributions, your pretax contributions, or
both. But your employer's contributions are
always made on a pretax basis, even if they
match your Roth contributions. In other words,
your employer's contributions, and any
investment earnings on those contributions, will
be taxed when you receive a distribution of
those dollars from the plan.

Can I convert my existing traditional
401(k) balance to my Roth account?
Yes! If your plan permits, you can convert any
portion of your 401(k) plan account (your pretax
contributions, vested employer contributions,
and investment earnings) to your Roth account.
The amount you convert is subject to federal
income tax in the year of the conversion
(except for any after-tax contributions you've
made), but qualified distributions from your
Roth account will be entirely income tax free.
The 10% early-distribution penalty generally
doesn't apply to amounts you convert.2

What else do I need to know?
Like pretax 401(k) contributions, your Roth
contributions can be distributed only after you
terminate employment, reach age 59½, incur a
hardship, become disabled, or die. Also, unlike
Roth IRAs, you must generally begin taking
distributions from a Roth 401(k) plan after you
reach age 70½ (or, in some cases, after you
retire). But this isn't as significant as it might
seem, because you can generally roll over your
Roth 401(k) money to a Roth IRA if you don't
need or want the lifetime distributions.
1 Plan Sponsor Council of America, 58th
Annual Survey of Profit Sharing and 401(k)
Plans (2015) (Reflecting 2014 Plan Experience)
2 The 10% penalty tax may be reclaimed by the
IRS if you take a nonqualified distribution from
your Roth account within five years of the
conversion.

Which is the better option,
pretax or Roth
contributions?

The answer depends upon
your personal situation. If you
think you'll be in a similar or
higher tax bracket when you
retire, Roth 401(k)
contributions may be more
appealing, since you'll
effectively lock in today's lower
tax rates. However, if you think
you'll be in a lower tax bracket
when you retire, pretax 401(k)
contributions may be more
appropriate. Your investment
horizon and projected
investment results are also
important factors.
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Past performance may not be indicative of future
results. Different types of investments involve varying
degrees of risk, and there can be no assurance that
future performance of any specific investment,
investment strategy, or product or any
non-investment related content made reference to
directly or indirectly in this newsletter (including
investments and/or strategies recommended or
undertaken by Smith Capital), will be profitable, equal
any corresponding indicated historical performance
level(s), be suitable for your portfolio or individual
situation, or prove successful. Due to various factors,
including changing market conditions and/or
applicable laws, the content may no longer be
reflective of current opinions or positions. You should
not assume that any discussion or information
contained in this newsletter serves as the receipt of,
or as a substitute for, personalized investment advice
from Smith Capital. If a reader has any questions
regarding the applicability of any specific issue
discussed above to his/her individual situation,
he/she is encouraged to consult with a professional
advisor of his/her choosing. Smith Capital is neither a
law firm nor a certified public accounting firm and no
portion of the newsletter content should be construed
as legal or accounting advice. If you are a Smith
Capital client, please remember to contact Smith
Capital, if there are any changes in your
personal/financial situation or investment objectives.
A copy of Smith Capital’s current written disclosure
statement is available upon request. Smith Capital is
an Investment Advisory Firm registered with the
SEC. Clients include pension and profit sharing
plans, endowments, trusts, and individuals. The
minimum portfolio size is $500,000.
Address inquiries to: Smith Capital 100 Morgan
Keegan Drive, Suite 410 Little Rock, AR 72202
Phone: 501-228-0040 Toll Free 800-866-2615
E-Mail: info@smithcap.com Website:
www.smithcap.com

Should I pay off my student loans early or contribute to
my workplace 401(k)?
For young adults with college
debt, deciding whether to pay
off student loans early or
contribute to a 401(k) can be

tough. It's a financial tug-of-war between
digging out from debt today and saving for the
future, both of which are very important goals.
Unfortunately, this dilemma affects many
people in the workplace today. According to a
student debt report by The Institute for College
Access and Success, nearly 70% of college
grads in the class of 2014 had student debt,
and their average debt was nearly $29,000.
This equates to a monthly payment of $294,
assuming a 4% interest rate and a standard
10-year repayment term.

Let's assume you have a $300 monthly student
loan payment. You have to pay it each
month--that's non-negotiable. But should you
pay more toward your loans each month to pay
them off faster? Or should you contribute any
extra funds to your 401(k)? The answer boils
down to how your money can best be put to
work for you.

The first question you should ask is whether
your employer offers a 401(k) match. If yes, you

shouldn't leave this free money on the table.
For example, let's assume your employer
matches $1 for every dollar you save in your
401(k), up to 6% of your pay. If you make
$50,000 a year, 6% of your pay is $3,000. So at
a minimum, you should consider contributing
$3,000 per year to your 401(k)--or $250 per
month--to get the full $3,000 match. That's
potentially a 100% return on your investment.

Even if your employer doesn't offer a 401(k)
match, it can still be a good idea to contribute to
your 401(k). When you make extra payments
on a specific debt, you are essentially earning a
return equal to the interest rate on that debt. If
the interest rate on your student loans is
relatively low, the potential long-term returns
earned on your 401(k) may outweigh the
benefits of shaving a year or two off your
student loans. In addition, young adults have
time on their side when saving for retirement,
so the long-term growth potential of even small
investment amounts can make contributing to
your 401(k) a smart financial move.

All investing involves risk, including the possible
loss of principal, and there can be no guarantee
that any investing strategy will be successful.
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