Aging and Investing:

The Risk

of Cognitive Impairment

An Interview With David Laibson

Article Highlights

® Half of the population of 80-year-olds has some form of cognitive impairment that limits their ability to make financial decisions.
® Once investors reach their 60s, they should focus on safer, more regulated investments such as mutual funds.
® Young, healthy investors should execute a will, a durable power of attorney, a living revocable trust, a living will and a health care proxy.

David Laibson is a professor of
economics at Harvard University,
Cambridge. 1 spoke with him about
how the risks of cognitive impair-
ment and dementia impact investing

decisions.
—Charles Rothlut, CEA

-
Charles Rotblut (CR): You >
bave said that there are two key cat- -
egories of cognitive function. Conld
you explain what they are? - -
David Laibson (DL): The
two categories of intelligence are fluid intelligence, which in
essence is our ability to solve a novel problem, and crystal-
lized intelligence, which is our ability, through life course
experience, to accumulate knowledge and ultimately solve
familiar problems. Fluid intelligence would be the kind of
intelligence used to solve a typical 1QQ question: Take a two-
dimensional object, fold it along the lines, and tell us what
three-dimensional object it becomes. Crystallized intelligence
would represent things like the experience that would enable
someone to understand what an expense ratio is because
they’ve been reading prospectuses for 30 years.

CR: And how do those change with age?

DL: The good news is that as we progress through the
life course, we gain more and more experience and wisdom.
And except for dementia, which comes late in the life course,
basically it’s a story of improvement: As you get older, you
have more experience, you have a greater knowledge of the
world, and that makes you a better investor. Again, except
for dementia.

The bad news is that fluid intelli-
gence, which is our ability to confront
anew problem and figure it out—say,
to look ata new financial product and
understand whether it’s good for us
or bad for us, a product that we’ve
never seen before or an investment
that we’ve never thought about before
or a company we’ve never analyzed
before—that ability is declining, and
it’s declining from age 20.

So we have these two counter-
vailing trends. As we gain more ex-
perience, we become better investors. But our ability to solve
novel problems is declining. And that makes us worse investors.

Now, you might say: Well, which trend dominates? Mostly,
we’re getting better as we age, until about the 50s. And then,
after the 50s, on average, we’re getting worse. After the 50s,
the decline in fluid intelligence becomes the dominant force
and our ability to make sophisticated decisions, for most
people, declines. This does not mean that we fall off the
cliff at age 55, but rather that we’re peaking around 50-55,
and then we’re gently declining thereafter (Figure 1). The
decline tends to become steeper as we age, and by the time
we’re in our 80s, for many of us, the ability to make good
decisions is significantly compromised, particularly decisions
that involve complicated new problems.

CR: So it really our ability to analyze that we lose—iwe have
the knowledge, we just can't apply it correctly—is that whats occurring?
DL: That’s one way of thinking about it. What I would
say is this: We have knowledge, which enables us to do well
on familiar problems. For example, if I gave an investor a
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prospectus and I said, “Find the expense
ratio,” and she or he had been doing that
for 40 years, they could still do that atage
80 (unless they had dementia). So solv-
ing a familiar problem—in this example,
finding the expense ratio—they can do.

But suppose I gave an older inves-
tor a novel problem, like a new financial
product he’s never seen before. Let’s say
it’s a complicated variable annuity with
some kind of guaranteed income rack.
He has never seen that product before
(in this example). So the ability to read
the fine print, figure that out, understand
this thing that they’'ve never analyzed
before is basically compromised, not
for everyone, but for many older adults.
That’s the issue that we need to be wary
of: The novel problem, even for a healthy
older adult, is going to be a challenge.

Now, I want to emphasize that
for everyone, dementia is an issue, and
dementia hits every aspect of intelli-
gence. It hits our memories, it hits our
experiential intelligence, our crystallized
intelligence, our fluid intelligence. To the
extent that we’re now talking not about
just normal aging but about dementia
in particular, that’s a problem for every
aspect of our decision-making, and
there’s no sense in which somehow we’re
safe from the challenges of dementia
when it comes to a familiar problem.
Familiar problem or unfamiliar problem:
Dementia is a devastating blow to our
ability to make good choices.

CR: What percentage of the population
is experiencing dementia?

DL: Basically, the likelihood of
dementia illness doubles every five years
that we age. It starts out at tiny levels in
the early 60s. But every five years that
we age, the chance of having dementia
doubles (Figure 2). By the time we get
to our 80s, the likelihood of having
dementia is about 20%.

But it’s a little worse than that,
because dementia is a severe case of
cognitive impairment. There’s another
diagnosis, which is called “cognitive
impairment not dementia” (CIND),
which describes a set of symptoms that
are characterized by cognitive decline
that is significant, but not so significant
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that we’re into the realm of dementia.
And about 30% of the population in
their 80s has the symptoms of CIND
(Figure 3). Now, those individuals are
also in a very poor position, really an
inappropriate position, to make impor-
tant financial decisions. If you add up
the two groups, 20% of those in their
80s with dementia and 30% of those
in their 80s with cognitive impairment
not dementia, then we’re talking about,
in total, half the 80-year-old popula-
tion that is not in a position to make
important financial decisions.

This is not the tail of the dog; this
is a huge fraction of the population. We
all should recognize that we have to be
ready for this. It doesn’t matter if our
parents died in a healthy cognitive state;
it doesn’t matter how great we feel at
07; the reality is that the probability of
cognitive impairment is so great that
we need to begin to prepare for this
possibility while we’re still healthy in
our 60s, if not earlier.

CR: W hat should an investor do to protect
Jinancially against cognitive impairment?

DL: There are five legal documents
that the young, healthy investor should
execute. And then there is a set of other
behaviors that I would recommend that
go beyond just filing the right legal
documents in preparation for cognitive
impairment.

Of the five documents, the first
is the will. You want to write the will
when you are still completely cognitively
high-functioning. It’s not a good idea
to wait until decline sets in; these are
complicated, subtle issues.

The next important document is a
durable or springing power of attorney,
which in essence appoints someone
to manage your financial affairs in the
eventof your incapacitation. You know,
I'm 45 years old, and it could happen
to me tomorrow: 1 could have a stroke
and need someone to make those deci-
sions for me. So it’s not just an issue for
people in their 80s, it’s an issue across
the entire life span.

The third important document for
households with significant assets is a
living revocable trust. A living revocable
trust in essence protects your assets by
putting them into a legal entity that
prevents you from disbursing them
inappropriately if you’re expetiencing
decline. It basically puts a trustee in
position to protect your assets in the
event of your incapacitation.

Those are the three financial docu-
ments. There are also two health docu-
ments that I would strongly recommend;
again, all this needs to be done before
cognitive decline sets in, ideally no later
than the 60s. Frankly, I would recom-
mend this as soon as you form a family
in your 30s or 40s.
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Figure 2. Prevalence of Dementia
in North America

60-64 0.8% 3 ..
65-69 17% 3 c1o
70-74 3.3% 3 20
75-79 6.5% 3 w20
8084 128% 3 ,,,
85+ 30.1%

Source: Ferri et al, 2006.

One health document is a living will,
which in essence is a set of instructions
to your family members and physician
suggesting how you want health care
to be implemented. If you’re in an
intensive care unit, do you want every
effort to be made to sustain your life,
even if the quality of life is abysmal, or
do you want palliative care? What kind
of health care do you want? How long
do you want to stay in an intensive care
unit, sustained by machines, etc? That’s
a living will, and it can be extremely
detailed or extremely vague, basically
outlining your philosophy of health care
at the end of life.

You also want to appoint a health
care proxy. The health care proxy is
someone who is basically empowered
to make these important medical de-
cisions for you in the event of your
incapacitation.

Those are the five documents that
I would set up at any age once you’ve
formed a family, or at any age if you
have significant assets. I mean, if you’re
25 years old and you have $20 million,
it would not be a crazy idea to create
these documents.

That’s the legal side of preparation.
Then there’s, let’s call it, the psycho-
logical side of preparation. And I think
what you have to do is come to terms
with the reality of this kind of data and
recognize that you just can’t count on
cognitive functioning to be at a high level
over your entire life. And you need to
begin to plan for that possibility. And
there are a few ways to plan for it that

are really important.

First, you want to discuss with your
family members what should happen
in the event of your incapacitation. Of
course, not everyone is comfortable
doing that, so this is not a global rec-
ommendation, but it’s one that I would
make strongly to most people, those with
well-functioning family ties.

Then you need to think about how
to organize your assets so that you don’t
end up getting ripped off by con artists
or just salespeople with inappropriate
products to sell—they may not be illegal
products, they may just be inappropriate
late in life.

I would urge investors who dabble
in securities that are not traded on public
exchanges to think about stopping. For
example, when I buy and sell a stock
on the New York Stock Exchange or
NASDAQ, I'm buying a stock that’s
set at a market price. I don’t get a bad
deal relative to everyone else. I get the
same deal that Goldman Sachs gets,
basically, when I buy and sell that stock.
But when I buy an investment or make
an investment that’s not traded on an
exchange, well, ’'m at the whim of the
salesperson, and they might give me
a terrible deal, and 1 wouldn’t know
whether it was terrible or not, because
there’s no public exchange on which
that investment is traded.

For example, imagine your accoun-
tant comes to you and says, “Hey, there’s
this guy who’s offering shares in a real
estate development in the next town; he
wants you to plop down $100,000 and
you can be a part-owner of this new mall
and condo that he’s developing”” Well,
there’s no public price for that. And it’s
just basically the developer’s word that
this is a good investment. So I would
suggest that older adults are in a very
poor position to evaluate the merits of
this type of investment. And I think that
even in our 60s, we should curtail the
habit of considering investments like
that and instead focus our energies on
investments that are less likely to go awry.

What are those less-likely-to-go-
awry investments? Well, mutual funds.
Diversified mutual funds with low fees.
That is a much safer place to invest

once one is in the position of not be-
ing cognitively very high-functioning,
because in essence you're delegating the
decision to the mutual fund company.
And with a mutual fund company, if the
fee is low, there’s not a lot that can go
wrong in that relationship, particularly
if it’s a passive portfolio. But even if it’s
an active portfolio. I would urge older
investors to switch from the mentality of
“anything goes” to the philosophy that
staying in a more regulated, safer space
of securities is the right philosophy. And
doing that early rather than late is the
way to go, because we’re often not in a
good position to know whether we are
in fact experiencing cognitive decline.

CR: You also like annuities, correct?

DL: Well, that’s complicated. I like
them in principle. They have alot of very
appealing properties. For example, the
most appealing property is the longev-
ity insurance. It’s amazing how much
longevity risk we face: We might die
at 60, we might die at 105. An annuity
basically passes that risk to the insurance
company: If Ilive along time, they keep
paying out to me; if 1 die young, well,
they get to keep the money. I don’t face
the risk, they do, and now I can rest
assured that no matter how long I live,
there will be a monthly check coming;
That’s terrific, great, and it’s the reason
economists love annuities.

However, the American public does
not love annuities. And whenever the
public says “no” and economic theory
says “yes,” my gut is to question the
economic theory. Maybe we economists
have missed something that the Ameri-
can public, deep in their hearts, knows,
and maybe that’s why they don’t want
annuities, and maybe it’s legitimate that
they resist annuities.

I don’t want to tell people that an-
nuities are an absolutely right choice. I
do want to say to investors: Consider
longevity risk. Consider the fact that you
might live a very long time, and if you are
spending your money at a normal rate,
there’s a risk that you’ll run out if you
live to 105. And consider the fact that
an annuity is a way of insuring against
that bad possibility. But at the end of
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the day you may decide you still don’t
want an annuity—maybe you don’t like
the loss of control of your assets, maybe
all that fine print in the annuity contract
gives you heartburn, maybe you just can’t
sleep at night if you can’t lay your hands
on your money the next day. Maybe the
thought of dying at 70 and losing your
money is so terrible that it overwhelms
the thought of living to 105 and being
a big winner from the annuity. I can’t
speculate confidently about why the
American public doesn’t want annuities,
but I would urge people to think about
annuities as an intriguing alternative
before they glibly reject that path.

CR: W hat abont getting people to actually
do things like take charge of those documents?
Any suggestions on how to get somebody, if
they’re not working with an adviser whos
pushing them o take some of these steps, to
stop procrastinating and actually do some of
the things that are important?

DL: Well, the easiest way to get that
done is to get an estate lawyer. What I
would say is this: Don’t think of this
as signing five complicated documents
and getting an estate lawyer and talking
to your family members and making
all these decisions. That’s a lot to think
about. Break it into pieces. The first
piece is very simple: If you don’thave an
estate lawyer, you’ve got to find one. It’s
as simple as that. How do you find one?
You talk to people who are sophisticated
and whom you trust, and you ask them
for recommendations. Very, very simple.
And then you vet estate lawyers and
you ask them about their fees and you
ask your friends about their experiences
with these attorneys. And hopefully, that
process ends pretty quickly with an estate
lawyer relationship. That’s one piece.

Once you have that attorney, things
can move pretty quickly, because all
you’ve got to do is tell the person, “Look,
I have trouble, I'm a procrastinator like
everyone else on the planet. Let’s set up
an appointment to make sure that this
process proceeds in a timely manner.”
And once you have that appointment,

well, there you go: You’re off to the
races. It can be four months away; it
doesn’t matter. The appointment will
provide the discipline. And then you’ll
goin, you'll discuss everything with your
attorney, they’ll draft documents, they’ll
mail them to you. You should then set
up another appointment—even before
you’ve read the documents—that will
be the signing appointment. You use
appointments as deadlines to forestall
procrastination.

CR: 1t seems like loss of control is the
hardest thing—particularly for seniors, if they
have deteriorating health or some other mat-
ters that are coming along. Any suggestions
on how someone can deal with or accept the
loss of control?

DL: The first thing I would em-
phasize is that a lot of these things may
seem like a loss of control, but in fact,
the real loss of control is very minimal.
For example, with an annuity, yeah, it’s
true that you can’t turn around tomot-
row and buy a house in the Caribbean,
because your money is locked into the
annuity. But ’m not sure that you would
want to turn around tomorrow and buy
a house in the Caribbean; you need that
money to pay your expenses. So yes: It’s
true, you lose some optionality. But it’s
not clear that you're losing options that
you would want to take anyway.

Moreover, even if you ended up
passionately deciding that you must have
thathouse in the Caribbean, your annuity
payments can be used as mortgage pay-
ments. So you could take out a mortgage,
buy that house in the Caribbean, and
make your mortgage payments with
your annuity. It’s not exactly clear that
you’re even precluding anything. I would
say that most of what you’re losing is
psychological and not really options that
should matter to you very much.

CR: Is there anything else that 1 didn 't ask
that should be brought up regarding this topic?
DL: I think the one other thing that
I would highlight is that we all—not all,
but many of us—make two big mistakes

Figure 3. Cognitive Impairment
Without Dementia

71-79

16.0%
80-89 29.2%
90+ 38.8%

Source: Plassman et al, 2006.

that I want to urge people to avoid mak-
ing. The first mistake is to think that, for
some reason, dementia won’t happen to
us. We're special, we’re different, we’re
going to somehow protect ourselves
in a way that maybe is unclear in our
minds, but will somehow be successful.
I think we have to accept the reality that,
whether the odds are 30% or 70%, there
are significant odds, there is a significant
chance, that substantial cognitive decline
will affect our own lives, will affect our
own cognitive function. That’s the first
thing I want people to appreciate. Itis a
reality for all of us. Not a fate that we’re
doomed to accept, but a probability that
is substantial for all of us.

The second mistake that I think
people make is that they falsely believe
that somehow they’re going to magi-
cally notice significant cognitive decline
setting in, and then at exactly the right
moment do all these things, before
the cognitive decline is too significant.
They’ll somehow time it perfectly. At
age 82, they’ll wake up one morning and
say, “You know what? I'm losing a lot
of cognitive function”; they’ll walk out
that day, sign all these documents, and
it will all be fine. That’s a grave mistake.
We don’t have that ability to suddenly
recognize it and do the right thing just
before we lose the capacity to make these
decisions well. I urge people not to think
that cognitive decline only happens to
other people, and also not to think that
you’re going to be able to somehow time
your response perfectly, responding to
cognitive decline in real time in your 80s
when you see it setting in. A

David Laibson is a professor of economics at Harvard University. For more information, go to www.aaii.com/authors/david-laibson.
Charles Rotblut, CFA, is a vice president at AAll and editor of the AAIl Journal. Follow him on Twitter at twitter.com/charlesrotblut.
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