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Cantril’s Ladder

Question:

Please imagine a ladder, with steps numbered from 0 at the bottom to 10 at the top

The top of the ladder represents the best possible life for you and the bottom of the ladder
represents the worst possible life for you

On which step of the ladder would you say you personally stand at this time?
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US Gallup Daily Tracker Cantril's 11-step life satisfaction ladder, 2008-2018
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We seek high life well-being

Financial well-being comes when we can meet current and future financial obligations, able to absorb
financial setbacks, and keep driving toward financial goals

Life well-being comes when we live satisfying lives, full of meaning and purpose

Life well-being comes when we enjoy evaluative, experienced, and meaning well-being

We need financial well-being to enjoy life well-being, but it is life well-being that we seek
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The three parts of life well-being

Evaluative well-being

Experienced well-being

Meaning well-being
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Evaluative well-being
Life well-being during working years and in retirement
Gaps between aspirations and situations underlie the U-curve of evaluative well-being by age
Aging brings frailty, declining independence, loss of loved ones, and approach of death
Yet we press down our aspirations following middle-age

We gradually accept ourselves for who we are, rather than who we were supposed to be
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The main domains of life well-being:

1. Finances

2. Family — Marriage, children, grandchildren, pets
3 Friends and community

4. Health, physical and mental

5. Work and activities

6. Education

7. Values, religion, spirituality

8. Society
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Family

Family is most frequently mentioned source of meaning (Pew Research Center)

Parents and children

Dating and marriage

Divorce and widowhood

Adult children, grandparents, siblings, and pets
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Finances

The domain of finances has a special place in life well-being because it also underlies well-being in all other
domains

We need finances to support ourselves and our families, paying for food and shelter
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Standard Finance - We are computer-like “rational”

The 1%t Generation of Behavioral Finance — We are bumbling “irrational”

The 2"d Generation of Behavioral Finance — We are “normal,”

striving for utilitarian, expressive, and emotional benefits

The 3" Generation of Behavioral Finance — We are “normal,”

striving to enhance financial and life well-being



The frontier of finance The expanding circle of finance
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Standard Finance: 1960s - (Anorexic — Scientific but narrow)

Introduced the scientific method into finance — logic and empirical evidence

but narrowed its circle

Investors are rational
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Merton Miller and Franco Modigliani defined rational investors in their 1961 article about dividends

Two pillars of rationality

Rational investors,

1. “always prefer more wealth to less,” and

2. “are indifferent as to whether a given increment to their wealth takes the form of cash payments or an
increase in the market value of their holdings of shares”
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Behavioral Finance: The Third Generation

Rational investors:

2. “are indifferent as to whether a given increment to their wealth takes the form of cash payments or an
increase in the market value of their holdings of shares”

Rational investors are immune from cognitive and emotional errors (including framing errors)

“Homemade dividends” by selling shares differ from “company paid cash dividends” only by form, notin
substance

Shefrin and Statman, “Explaining investors preference for cash dividends” 1984
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The 1st generation of behavioral finance: 1980s -

Investors are irrational

The 1st generation of behavioral finance dispensed with the second pillar

2. “are indifferent as to whether a given increment to their wealth takes the form of cash payments or an
increase in the market value of their holdings of shares”

Irrational investors are NOT indifferent as to whether a given increment to their wealth takes the form of
cash payments or an increase in the market value of their holdings of shares

Irrational investors are susceptible to cognitive and emotional errors
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Amos Tversky and Daniel Kahneman in the late 1960s
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The 2nd generation of behavioral finance 1999-

Behavioral Finance: Past Battles and Future engagements FAJ 1999

What Investors Really Want, McGraw-Hill 2010
Finance for Normal People, Oxford University Press 2017

Behavioral Finance: The Second Generation, CFA Institute Research Foundation 2019

Investors are normal
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How do | verify that you are normal?

1. Do you have normal wants?

Do you want to avoid poverty?

Do you want prospects for riches?

Do you want to nurture your children?
Do you want to be true to your values?

Do you want to acquire high social status?
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How do | verify that you are normal?

2. Do you sometime commit cognitive and emotional errors?

Do you sometimes commit hindsight errors?

Do you know the pain of regret?
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Divya, a 33-year-old American woman
“My financial status enabled us to purchase this home that is well out of reach for many individuals in my age group and
place in life. | felt proud that my family could make the decision to purchase this type of home...”

Utilitarian benefits

What does it do for me and my pocketbook?
| have shelter

Expressive benefits

What does it say about me?

I have high social status

Emotional benefits

How does it make me feel?

| feel pride
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The 2nd generation of behavioral finance 1999-

Investors are normal

The 2nd generation of behavioral finance dispensed also with the first pillar

1. “always prefer more wealth to less”

Normal investors do not always prefer more wealth to less

Normal investors want utilitarian benefits, but also expressive and emotional ones

Eorn}al investors are often willing to sacrifice the utilitarian benefits of wealth for expressive and emotional
enefits
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Truth be told,

I’'m as financially
ambitious as | am
Expressive benefits socially conscious.

| am socially responsible

Utilitarian benefits

I’ll get high returns

Emotional benefits

| have peace of mind because my finances are
true to my values
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3rd generation of behavioral finance

We are normal

We seek more than financial well-being

We seek more than utilitarian, expressive, and emotional benefits

We seek high life well-being
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Defined contributions retirement savings (DC) system in the US

Insights from behavioral finance about saving, spending, and investing, during working years and
in retirement
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Defined contributions (DC) retirement savings system in the US

DC plan at Santa Clara University (SCU)

| am a member of SCU’s Retirement Saving Committee

SCU contributes 10% of salary, in addition to salary, to each employee’s DC plan

SCU’s contributions are before-tax (403b, like 401k and IRA)

Employees can contribute additional amounts (up to $30,000 per year) before-tax or after-tax (Roth)
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Defined contributions (DC) retirement savings system in the US

There is no matching by SCU of employee contributions

Matching is common at other universities and in many companies

For example, if an employee contributes 5% from her salary, an employer matches it with 10%, for a total of
15%

The matching rationale is nudging employees to save

But what about poor employees who cannot contribute what is required for a match?
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Defined contributions retirement savings system in the US

SCU employees can choose from a wide range of mutual funds of stocks and bonds

Some funds are low-cost (passive) index funds

Other funds are higher cost active funds

The cost sharing arrangement of SCU with providers of mutual funds (TIAA and Fidelity)
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Defined contributions retirement savings system in the US

Automatic Enrollments is into Target Date Funds
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Defined contributions retirement savings system in the US

Target date funds

Standard portfolio theory

We seek portfolios on the mean-variance efficient frontier

Our risk tolerance is high when we are young, so we place most of our portfolios in stocks

Our risk tolerance diminishes as we age, so we place increasing proportions of our portfolios in bonds

Standard portfolio theory underlies target date funds
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Defined contributions retirement savings system in the US

Target date funds

Behavioral portfolio theory

We are guided by goals, not risk tolerance
We have two goals:

1. Not to be poor

2. To be rich

We do not need to reduce our stock allocation as we age if we have satisfied the not-to-be-poor goal
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Defined contributions retirement savings system in the US

Target date funds

Standard life cycle theory

We save during our working years to spend in retirement

We spend our last dollar on the day we die



A Wealth of Well-Being: A Holistic Approach to Behavioral Finance

Defined contributions retirement savings system in the US

Target date funds

Behavioral life-cycle theory

We save too little in our working years because we exercise too little self-control

We spend too little in our retirement years because we exercise too much self-control

What are the implications of our behavior on financial well-being and life well-being?
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We seek high life well-being

Financial well-being comes when we can meet current and future financial obligations, able to absorb
financial setbacks, and keep driving toward financial goals

Life well-being comes when we live satisfying lives, full of meaning and purpose

Life well-being comes when we enjoy evaluative, experienced, and meaning well-being

We need financial well-being to enjoy life well-being, but it is life well-being that we seek
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