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FOREWORD

The Challenge of Retirement-Income Planning

THE 76-MILLION-STRONG baby-boom generation is slouching toward retirement. Indeed, the oldest boomers, the flower children of the ’60s, are now entering their 60s. Couple this transition from the work-a-day world to retirement with the demise of traditional defined-benefit pensions and concerns about the viability of Social Security, and you would think that almost all who are retired or nearing retirement would be making earnest preparations to turn savings in 401(k)s and other accounts into an income that can support them the rest of their lives.

But they’re not.

For example, when Fidelity Investments polled just over 1,500 recent retirees and workers within a year of retiring for its Retirement Transition Study two years ago, it found that 68 percent of the preretirees hadn’t done a budget of their anticipated income and expenses in retirement, 74 percent hadn’t set an asset allocation strategy for managing their retirement income, and 72 percent had not decided which sources to tap first for income once they retire. How many claimed they had done all these things? Just 12 percent.

I’d like to report that things have dramatically improved since then. Alas, the feedback I get from my Long View column in Money magazine, as well as the Ask the Expert column I write for AOL and the CNNMoney website, tells me that’s not the case. The process of generating a steady income from savings remains a hazy notion at best to most people.

And that, it seems to me, is what makes retirement-income planning such a formidable challenge. Not only must advisers grapple with the many technical investment and planning issues involved in turning 401(k) balances and other assets into an income that can last the 30 or more years many people will spend in retirement. They must also convince investors to think about this topic in a serious and realistic way, as opposed to falling  back on some half-baked notions like living off dividend stocks or moving their entire retirement nest egg into bonds.

I have no doubt that financial-services firms will continue to develop software and tools that can help individuals—alone or with the aid of an adviser—perform key planning tasks such as estimating the amount of retirement income they’ll need and settling on a withdrawal rate that can provide that income without depleting their assets too quickly. I’m also confident that advisers will continue to find innovative ways of boosting retirees’ income, whether it’s arranging a reverse mortgage, selling a life insurance policy to an investor, or trying something more exotic, like using call options on stock indexes to set a minimum income floor while providing potential for bigger gains. If nothing else, I think the range of strategies and ideas offered throughout this book justifies my optimism.

But tools and sophisticated financial strategies won’t be enough to motivate people to create a retirement-income plan. Just as consumers had to become more attuned to the need to save and invest for retirement before IRAs and 401(k)s could become staples of backyard barbeque conversation, so too must we make people more aware that their retirement security truly depends on their ability to turn their IRA and 401(k) balances into lifetime income. In short, we’ve got to show them that creating a retirement-income plan is essential to achieving a happy and comfortable retirement.

Clearly, advisers can play a key role in this education process, as can employers through 401(k) and other company retirement savings plans. After all, work is where most people already do the bulk of their thinking and planning about retirement, or at least get their start. I believe we’re beginning to see progress on this front, with more employer plans either offering retirement-income options or at least talking about them. But a lot more must be done.

So, that’s the challenge. Daunting, yes, but one that I think the financial-services community can meet. And, for better or worse, journalists like myself are also eager to explain these issues and help people sort through the pros and cons of different options.

 

 

—WALTER UPDEGRAVE

Senior editor, Money magazine

Author of We’re Not in Kansas Anymore:

Strategies for Retiring Rich

in a Totally Changed World




PART ONE

FACING THE NEW REALITIES

The concept of retirement has changed over the past decade. Expectations for retirement have changed, as well. To better understand the challenges ahead, we’ve asked some practitioners and visionaries to paint their version of the coming landscape. Their perspectives demonstrate how advisers can become instrumental in putting this new age of retirement in context, not only for clients but for the positioning of their practices as well. Our opening chapters lay the foundation for the subsequent discussions addressing the problems of retirement-income planning.

 

Deena B. Katz

Boomers are the big kahuna in today’s demographics, and by the time you read this, the first wave will be entering retirement (the vanguard reached age 65 January 2006). No wonder we call our book to the attention of advisers of boomer clients. Recognizing the importance of this group, Deena shines some much-needed light on the attributes of this influential cohort. However, she  doesn’t stop there. As a long-time practitioner (longer than she cares to admit), Deena knows that an adviser’s time is valuable. You want both knowledge and actionable information. Boomers’ needs and demands will dramatically change products and services as they evolve into commodities. Advisers will be valued for how they solve client problems and facilitate financial security rather than how they increase wealth. Consequently, Deena includes a section called the “Opportunities for Advisers, Transitioning From Trusted Adviser to Advocate for Boomers” and offers specific ideas and suggestions for suitable advice, products, and services.

 

Mitch Anthony and Lewis J. Walker

Mitch and Lew need no introduction for practitioners who have been in business for more than a week. For those of you who have not yet had the pleasure of reading their thought-provoking work, you’re in for a treat. Advising is inherently psychological, and Mitch and Lew expand that concept by reminding us, “You cannot number crunch your way to emotional well-being and quality of life.” Drawing an analogy between Maslow’s hierarchy of needs and our clients’ hierarchy of financial needs in retirement, Mitch and Don introduce the concepts of “survival,” “what if,” “freedom” and “gift” income. The result is a practical and powerful process for a financial-life planning process that amalgamates financial needs and quality-of-life issues into one conversation.

 

Donald G. MacGregor

As long-term practitioners, we know that advising is inherently about psychological issues; hence, we turned to one of the foremost authorities on human judgment and decision making to jump-start our book. Don begins his chapter with the warning: “Technical tools take you only so far; ultimately, effectiveness is a matter of good advice coupled with shaping the kind of judgment and decision-making skills in your clients that can lead them to achieve their objectives.” To frame the discussion, he then introduces the reader to the two general streams of research in judgment—descriptive and prescriptive. Most important for the reader, Don follows through with specific concepts (for example, endowment and framing effects) and strategies (for example, sensitivity analysis) that enable us to better guide our clients’ decision-making processes.

Mitch Anthony

Mitch makes a second appearance with this chapter on the changing nature of retirement. Anyone who knows Mitch will not be surprised that this discussion is full of pithy concepts: “refiring” not retiring; removing the “tired” from “retired”; financing the rewired life. Most important, he brings us all back to what a retirement plan should really be—based on individual needs not on theory. Toward that goal, Mitch pops the myth of the “golden years” and other “great retire-myths” (for example, that 65 is old), discusses old and new planning models, and encourages us to see and help our clients plan for the future instead of the past. As he so aptly concludes, “We’re facing a radically different world in which being retired means anything but being ‘out of it.’ The time has come for financial professionals to begin a new retirement dialogue—one that doesn’t begin and end with the kind of assets a client needs for retirement but instead focuses on the kind of life the client wants.”




 CHAPTER 1

Boomers A Force for Change

DEENA B. KATZ

 

 

 

 

When Time magazine offered to extend my subscription for a discounted rate it was making available only to “senior citizens,” I was truly puzzled. Don’t get me wrong, I was pleased to receive 85 percent off the cover price, but there had to be some mistake. This offer certainly couldn’t be for me. A “senior citizen” is a bluehaired grandma who reads Reader’s Digest in the morning and eats the local Denny’s early-bird special every night. That’s not my routine. It’s true I’m midway through my fifth decade, but I’m hardly a senior citizen. In fact, applied to me, I find the term offensive. And so would other baby boomers.

I’m a full-fledged boomer, having made my initial appearance in 1950. There are 77 million of us born between 1946 and 1964. Boomers are the products of a postwar global phenomenon that started abruptly and ended the same way. For most people the term “boomer” conjures up rebellious, protesting hippies of the 1960s, who became the materialistic  über-consumers of the 1990s.

A 19-year span separates the vanguard boomers of the late 1940s and the later boomers of the early 1960s. When the early boomers were staging protests, the late boomers were barely into grade school; nevertheless, society tends to view us as a monstrous homogenous cohort. We’re not. Yes, we’re big, but we’re diverse—in lifestyle, experiences, and values.

Our connection is not a shared lifestyle but rather a shared legacy: we inherited, encountered, and redirected social change. We were born into a postwar society in transition, requiring us to make choices about education,  work, and family, the consequences of which set whopping trends in motion and profoundly affected succeeding generations.

Now those choices are about to shake up our industry, as the needs of baby boomers begin to redefine what’s required of financial advisers. Planners who aren’t prepared will find themselves tossed by some rapidly changing winds; those who are can navigate their way to some lucrative shores.




Boomer Retirement: The Times Are Changin’ 

To gauge boomers’ powerful sociological—and economic—dominance, we need only look at how advertisers have pandered to us over the years. When I was fifteen, “cute young things” sold me soap, cosmetics, and clothing. Today, well-seasoned yet well-preserved celebrities show me how to grow older with grace and charm and nary a wrinkle. Boomer marketing wizards know just how to appeal to us. A recent ad in AARP magazine depicted a leather-clad fifty-something couple leaning on a Harley. The tagline read, “What are you waiting for?” And what were they selling? Motorcycle insurance, of course.

According to the U.S. Census Bureau, 10,000 boomers turn 50 every day. That’s one every seven seconds! By 2020 more than 115 million people will be over age 50 (see FIGURE 1.1). That’s an astounding 50 percent increase from 2005. But despite our getting older, we don’t feel older.

FIGURE 1.1 Population Forecast

Source US. Census Bureau
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That’s why I was so surprised that Time elected to encourage me to “re-up” by rewarding my status as a senior citizen. One would think that  Time’s marketers would have done a bit more homework. I, for one, would have been far more inclined to take the offer if they had given me a “boomer” discount.

The cover of AARP magazine (which, by the way, doesn’t mention the word “senior” anywhere) always features a boomer celebrity looking fantastic and claiming to have found the secret to longevity by keeping active, eating healthy, or exercising regularly. An article about sex after 60 is almost always included, as well as one on dating at older ages and another on jobs, new careers, or starting your own business after 50.

And for good reason. Life expectancy has changed dramatically. In 1935 the average mortality age was 61.4; by 2025 it will be 78.4. And that’s just the average age; many will live longer. More important, we are living longer and healthier lives. Historically, as people aged, their health status decreased dramatically over a short period (see FIGURE 1.2). Today we’re squaring that curve and living longer and remaining healthier during old age. Boomers intend to be older and healthier than their parents and are reacquainting themselves with exercise and healthy diets.

Early boomers continue to effect major changes in American life, including the rejection of stereotypes about aging and traditional retirement scenarios. We have been named “the sandwich generation,” with parents and children simultaneously requiring our financial and emotional support. Having started families later in life, we discovered that we needed to pay for higher education for our children at the same time we were trying to fund our retirement accounts. And because of advances in the medical field, our parents are living longer, often requiring us to support and care for them. The National Alliance for Caregiving and AARP Study 2004 found that 35 percent of boomers were responsible for the care of at least one elderly parent.1

FIGURE 1.2 Squaring the Curve

Source: Neal Cutler, Advising Mature Clients (Wiley, 2002)
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FIGURE 1.3 Number of Pension Plans, 1979-1998

Source: Form 5500 series reports filed with the IRS, U.S. Department of labor
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What’s more, adult children are returning home from bad marriages, failed financial forays, and postgraduate “lackamoney” disease. Plans to rediscover our spouses, take fabulous trips, and enjoy a debt-free life have been squashed by the burdens of parental caregiving and emotional and financial handouts to children and grandchildren.

As the responsibilities grow, financial help is dwindling. We’re becoming increasingly responsible for managing our own savings and investing within our pension plans. Conventional retirement programs have shifted from defined-benefit plans with predictable income streams to defined-contribution plans with varied returns and outcomes (see FIGURE 1.3). Social Security is in a precarious condition, and our own savings are piteously poor compared to what they should be given our ages and circumstances.

All of this makes for a pretty sobering introduction to the financial dilemma boomers face. Given such obstacles, how can they meet the challenge of providing themselves “income for life”? Not easily. And probably not without considerable help from a financial adviser.




New Realities: Retirement Is Bad for You 

As boomers rapidly approach the traditional age for retirement, we realize that after years of uncontrolled consumption and extravagant lifestyles, coupled with the new demands of family circumstances, we simply have not saved enough to retire. So in inimitable boomer style, we find an alternative: we won’t retire. But we’re not likely to admit that the decision to reject traditional retirement is forced on us by lack of resources. Boomers have never seen themselves as limited by a lack of resources. No. Boomers will undoubtedly retire “conventional retirement” by redefining it.

Boomers with creativity and opportunity will reframe the meaning of retirement and eventually assign negative connotations to the word, as if it meant dropping out and becoming physically and intellectually idle. We’ll describe those who attempt full retirement as “slackers.” Instead of retirement being a threat because we failed to save adequately, it will be a hazard because, like smoking, it’s bad for us.

Already, researchers are producing studies suggesting that retirement speeds up emotional and mental deterioration. The emerging views support the conclusion that work is empowering and retirement is demoralizing. Merrill Lynch conducted a survey in 2005 of boomers ages 40 to 58 and found that 67 percent of them will continue to work after retirement age so that they can keep mentally active.2 Ken Dychtwald, author of Age Power: How the 21st Century Will Be Ruled by the New Old (Tarcher/ Putnam, 1999), refers to traditional retirement as an “intellectual waste-land.” We’re convincing ourselves that leading a productive, useful life by working as long as possible is the key to longevity.

According to the 2004 Spectrum Group report called Serving Baby Boomer Retirees, 74 percent of affluent boomers who are still at work do not plan to fully retire when they reach their chosen retirement age.3 This supports findings of an AARP study in 1999, indicating eight out of 10 boomers expect to work at least part-time in retirement.4 The AARP study was updated in May 2004 and confirmed the original results.5

In 2005, Northern Trust surveyed 1,312 millionaire clients of baby boomer age.6 Asked to name their principal financial planner, 45 percent answered “myself.” This is a significant finding because in some way, boomer clients are tuning out professional wisdom in favor of their own advice when told they simply do not have enough assets to retire. Many would call this a state of denial; I call it shifting the perspective to make the outcome positive.

Our positive attitudes about restructuring and reinventing the next phase of our lives will find us moving to new areas and starting new careers with energy and enthusiasm. Many boomers will move into roles in which  they can be advisers, consultants, part-time teachers, and students. Those who retain their positions will take on the responsibility of training and mentoring the next generation of workers. About one in six boomers will start a business in lieu of traditional retirement.

Coincidently, this new trend toward continued full- or part-time work among boomers may go a long way toward solving the labor crisis in the workplace that’s expected to result when boomers retire in seismic numbers at the traditional retirement age. By 2050, there will be only 2½ workers per retiree, compared with 1950, when there were 50 workers for every retiree.7 Anticipating this demographic shift, proposed Internal Revenue Service regulations would allow phased-in retirement so that boomers can work part-time and collect partial pension benefits as well. The regulations, which apply to nonkey employees who have reached age 59½, would allow employees to choose to receive reduced working hours and a pro rata portion of their pension.




A Value Shift 

Times will be a-changin’. After years of ultraconspicuous consumption, boomers will finally say, “Enough is enough.” We’ll embrace a simpler lifestyle, replacing visits to the Sharper Image with visits to Target. Many boomers will trade in their four-bedroom, three-car-garage houses for smaller and more manageable homes in smaller towns. Those who opt for larger cities will move to the urban downtown areas and live in smaller, newly refurbished condos with centralized community rooms to facilitate their new emphasis on relationships and spirituality. These housing trends will undoubtedly have a negative long-term effect on the real estate market, but that’s a story for another book. The fact is boomers’ goals will be more modest than they’ve ever been. Boomers want simplicity in their lives, and they’re willing to downsize to get it.

Investing will once again become a means to an end, instead of a game of bragging rights and a contest to maximize returns. Boomers will focus on stable and predictable income over the long term. We’ll learn to adjust our expectations for maximizing returns and be satisfied with realistically modest ones that will meet goals and objectives. We’ll begin a period of introspection, focusing on spiritual and emotional growth, rediscovering our religious roots. We’ll fully recognize the value of family and work to make a significant difference on future generations. The 2005 Merrill Lynch study found that boomers are exhibiting a new interest in becoming the “we” generation rather than the “me” generation.8

Boomers will redefine benefits and work-style flexibility for a progressively older workforce. We’ll help society develop a new respect for the  experience, expertise, and work ethic of the mature worker. We’re likely to see more legislation along the lines of the Older Workers Benefit Protection Act of 1990, which will serve boomers as they continue in the workplace beyond the age of retirement.

Baby boomers will shed their disposable “paper-plate” mentality and adopt a respect for preservation, longevity, and usefulness. Our orientation toward materialism will change and more closely reflect attitudes of earlier generations. When my parents needed a refrigerator, for example, they saved until they could afford one. (Notice the word “needed.”) During the boomer accumulation-and-consumption phase of life, when we wanted a new refrigerator, we bought it right away and paid for it on credit over time. (Notice the word “wanted.”) But the boomers reinventing retirement won’t want new refrigerators. In fact, it will be quite fashionable to see how long the old one can hold out. We won’t want to take on additional debt to buy a new one in any case. The panache and status of having the newest gadgets and appliances will be replaced with the cachet of having the ones that are oldest and best preserved. We’ll finally remember what we were screaming about in the ’60s: we don’t own things; they own us. Being debt-free and dependent-free will become the hallmark of boomer retirement.




The Decumulation Phase in Retirement Planning 

Today’s advisers have spent most of their careers helping clients accumulate assets for retirement. It’s now time to change the focus and assist in the “decumulation” phase of retirement. Decumulation is an all-encompassing strategy, as opposed to the narrowly focused distribution strategies used in drawing down assets in the past. In planning, advisers will have to bring a new awareness to the management of assets as well as to all other aspects of boomer lifestyles. A focus on accumulating assets—the goal so vital to earlier phases—no longer fits the bill.

This new awareness isn’t merely a matter of the skillful distribution of assets. Effective strategies at this stage require significantly more than just withdrawing funds periodically or employing reverse dollar-cost averaging. Advisers will have to address wealth preservation and the creation of income streams from illiquid assets. What’s more, the risk of increased longevity will be of utmost concern as advisers try to figure out how to make the peanut butter and jelly run out at the same time.

A 2002 retirement income report by Cerulli Associates, the Boston-based research and consulting firm, indicates that the conventional retirement-income portfolio will need to be revised to accommodate three basic financial needs: income, growth, and savings.9 The portfolio should also be tax-efficient, provide a hedge against inflation, and have the flexibility to provide for planned and unplanned needs in the future (see FIGURE 1.4).

FIGURE 1.4 The Retirement Income Portfolio

Source: Funding Retirement Income: Impact on Managers and Distributors (Cerulli Associates, 2002)
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Holistic financial planning and investing for total return will be at the core of the most effective advice to clients. Advisers will need to use good capital-needs analyses and stochastic modeling to help clients plan realistically for the future. Boomers—a group more comfortable with paying for advice and services than for access to products—will be the first generation to truly embrace the concept of “fee for advice.” Boomer demand will accelerate the current trend toward fee-based advice in financial services.

Financial products and services will change too. They will continue to become commodities—that is, valued for how they solve client problems and facilitate financial security rather than how they increase wealth. The possible privatization of Social Security and new distribution rules to accommodate the new “phased-in retirement” will generate opportunities for advisers to develop and implement creative distribution strategies for boomers. Successful product manufacturers will consult with experienced advisers to create products and services specifically to address the need for consistent, dependable, lifetime income streams with inflation protection. Examples of this trend include the growing popularity of low-cost, tax-efficient investments such as ETFs (exchange-traded funds), TIPS  (Treasury inflation-protected securities), and target-return and lifestyle mutual funds.

We already see a growing interest in the use of an immediate-income annuity. In the future, this product will be redesigned, incorporating lower expenses and more flexible strategies. Even newer strategies and alternative investment vehicles will give planners more flexibility in designing investment solutions for boomers.




Retooling Your Practice 

Advisers who hope to transition from trusted adviser to advocate for boomers will need to develop a successful business model that suits the varied needs of this cohort. What follows are examples of the issues a practitioner will need to be informed about. They’re based on my experience in consulting with a wide variety of practices.


Understand What Boomers Want 

To become an advocate, you must understand what to advocate for. Studies have highlighted some basic trends regarding boomer “wants.”

Simplicity: Simpler lifestyle, fewer material possessions. As an advocate, you’ll want to provide both moral support and practical solutions—for example, seminars, consultation with lifestyle specialists, relocation resources.

Accessibility: Access to information and knowledge. By narrowing your boomer market (see “Narrow Your Market” below), you’ll be able to develop specialized and targeted information and resources (for example, special Web postings, customized newsletters, white papers, and seminars).

Dignity: The ability to design their own “endgame.” By leveraging the firm’s resources with technology and reframing your business offering, you can move beyond advising your boomer clients to empowering them to take active control of their future.

Achievability: Manageable goals at work and at home. Again, as a process-oriented rather than a product-oriented practitioner, you can incorporate non-product-dependent strategies into your business offering. For example, the creative integration of part-time work/consulting, home-based office technology, and supplemental income strategies (for example, immediate annuities) may creatively and successfully transition your client from a traditional job to a happy nontraditional “retirement.”

Responsibility: Increased interest in family. You can develop a program to encourage family communication and discussions. This is particularly useful in the areas of estate planning and other delicate family issues.


Narrow Your Market 

The gap between early and late boomers is wide, with a big difference between their opportunities for future financial security. Early boomers will have more flexibility and choice for the next phase of their lives; however, they also have fewer financial resources. To customize your business offering (product and pricing) effectively, it’s imperative that you first carefully define the subset of the market you wish to serve.


Emphasize the Investment Process, Not Products 

Because your boomer clients’ financial success and that of your business are long-term—and interdependent—goals, it’s critical to position the relationship in terms of financial planning, not asset management. The success of process-oriented practices in maintaining and, in fact, growing their client base during the 2000-2002 bear market clearly demonstrated the worth of this positioning. During peak working years, many boomers were competitively focused on “beating the Joneses or beating the market.” As boomers become more financially dependent on the income from their own investments, their focus will shift from competitive success to the achievement of personal goals. As a consequence, positioning your firm properly will become even more critical.

Consider total real rate of return. Total rate of return means return net of expenses, fees, taxes, and inflation. As Harold Evensky explains in The Investment Think Tank: Theory, Strategy, and Practice for Advisers  (Bloomberg Press, 2004), it may be time to reconsider the design of investment portfolios, shifting from “efficient portfolios” to “optimal strategies” (for example, core and satellite versus conventional asset allocation). Such a shift will not only better serve the needs of boomers; it also adds another distinguishing advantage to the boomer practice.

Use alternative investments. Although the popularity of alternative investments is certainly not new, these investment strategies are likely to become a necessary element in most portfolios in what many experts expect to be a low-return market environment. The challenge for the boomer adviser will be to select and integrate these products intelligently in typical retail taxable accounts so that they serve as an element of the total solution, not just as a “story” sale or bandwagon investment.

Move beyond investment management. Again, success in this market will depend on a shift from portfolio management to holistic management—that is, true financial planning. Thus, the successful practice will incorporate the skill and talent to provide at least a basic evaluation of property and casualty, medical, and life insurance as well as other risk-management strategies.


Offer More Than Traditional Services 

Become a career adviser. Advisers serving the boomer niches will become strategic lifestyle and employment coaches, providing career advice along with holistic financial planning. Subspecialties will include small-business consulting, guiding boomers who elect to make the leap from employee to employer as part of their lifestyle restructuring plans.

Serve as mentor and sounding board. Develop a program that positions you as your client’s main support and chief strategist for financial-and life-planning issues.

Acquire expertise in financial gerontology. Practitioners will need to become much more knowledgeable about the ramifications of living longer and the kinds of help the elderly may require, especially if they’re disabled or ill. This would include having the knowledge, resources, and professional relationships to assist clients with issues such as long-term care strategies (funding, services, and facilities), family dynamics and counseling, living wills, and health care surrogate documents. In the years ahead, reverse mortgages and life-income settlements are likely to become as much a part of our planning discussions with clients as disability coverage and long-term care insurance are today.


Become Part of the Solution 

Boomers will make decisions about selecting and continuing to use a financial planner or adviser on the basis of relationships and shared values. They will look to advisers for perspective and advice on many aspects of their daily lives—not just the financial ones. Consequently, if you’ve been cultivating boomers as client prospects and raising your adviser role beyond asset management to becoming the trusted family advocate, you’ll be well poised to ride the new wave that’s about to hit the financial-advisory business.

Financial advisers like me, who are themselves boomers, will look for clients they can shepherd and mentor through their next phase of life. We’ll focus our practices on retention as well as growth. Essentially, we’ll follow the patterns our generation has followed all along. We’ll look for simplicity, quality life experiences, and a flexible work style. We’ll learn when to shut off our phones and ignore our e-mail. We’ll learn that the most authentic financial advice and wealth management involve managing our own lives and priorities first.

These changes will happen fast as the early boomers (born 1947-1954) reach age 60 in the years just ahead. The opportunities for advisers with a boomer clientele are endless. You can begin now to adjust your practice to meet the challenges of this new and exciting era. If you’re a boomer, it won’t take much for you to shift your perspective, because you’ve probably  been addressing some of these issues personally already. If you’re not a boomer, talk to some of your clients who are. As the industry moves into this next phase, you’ll need to rethink how you and your practice will serve this major market, providing advice, judgment, and solutions to its unique situations and opportunities.
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Maslow Meets Retirement
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Self-Actualization,” wrote Abraham Maslow, “is the desire to become more and more what one is, to become everything that one is capable of becoming.” If we’re fortunate, that desire can be rekindled even when we thought it was lost.

At age 52, Briggs Matsko was about to retire from his financial-planning business. A friend heard about Matsko’s plans and sent him The New Retirementality: Planning Your Life and Living Your Dreams at Any Age You Want (Dearborn Trade, 2001) by Mitch Anthony. Matsko said the book not only changed his life but also gave him a new passion and mission for the work he thought he was going to leave. “I had an epiphany when I read The New Retirementality and realized that the most foolish thing I could do is retire early and go into a life of wondering how to make a difference,” said Matsko. “The opportunity for making a difference was right there in front of me in every client conversation. I just needed to change the focus from strictly numbers to a conversation about life followed by a numbers inquiry.”

Matsko began telling clients about his awakening and giving them a copy of The New Retirementality to read before they came in for their appointment. He told them to come prepared first to discuss the sort of life they desired to live before they began a conversation about what to do with their money. When they came for their appointments, they were already primed to talk about the life they wanted.

The response from clients was very positive. One client told Matsko, “I need your help to start living the life I want to live and not wait any  longer.” This woman realized that she needed a relationship with a financial planner who would focus on her life goals and help her arrange her finances in a way that would lead to true self-actualization.

Matsko quickly realized how hungry people are to enter a dialogue about how to bring their life into balance and stop delaying their dreams. Once this dialogue regarding lifestyle takes place, it’s time to move to the conversation about how to pay for the lifestyle they desire. But they’re not ready for the money conversation until they’ve engaged in a dialogue about what they really want out of life. Money can either serve or impede a life worth living.

After the publication of The New Retirementality, a companion tool was created: a financial dialogue called “Income for Life,” which overlays Abraham Maslow’s hierarchy of needs onto a financial inquiry. Coincidentally, after reading the book, Matsko had created much the same thing to use in his practice. “One of the first things I did when coming back to work with my new vision,” Matsko said, “was to create an income dialogue with clients in which we look at people’s emotional needs before making financial decisions.” Matsko had intuitively settled on the same solution—namely, that we need to design an income plan that simultaneously settles both the emotional and financial ledgers.

Too often, numbers are gathered and strategies are formed outside of the very context they are intended to address: our quality of life and our sense of emotional well-being. You cannot number crunch your way to emotional well-being and quality of life; nor can you achieve these ends without crunching the numbers and making the necessary adjustments. There is a need for a financial-life planning approach that integrates both realms into one conversation.




Income for Life 

Seven years ago, the greatest fear Americans had was “dying,” according to studies by Cerulli Associates, the Boston-based research and consulting firm. Today, Americans’ greatest fear is living. People are fearful of living to be 100 and being poor. With the confluence of an aging revolution, rising health care costs, and the erosive power of inflation on our money—what will a gallon of milk cost in 2040?—it’s easy to understand how people might not be optimistic about their welfare in their later years.


A Hierarchy of Financial Needs 

We will all eventually need to engage clients in a conversation about developing an income stream that lasts as long as we do and outpaces the inflation that threatens to slowly but surely rot our nest egg. The best way to accomplish this task is to work with Maslow’s hierarchy of needs (with money in mind) and walk through the process of designing an income for life. (See FIGURE 2.1.)

FIGURE 2.1 Maslow Meets Retirement

Source : © 2003 Mitcht Anthony
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Maslow taught that human beings are motivated by unmet needs and that lower needs must be satisfied before the higher needs can be addressed. People must have their most basic needs (like physical survival) met before they will be able to address other needs (like love or actualization). Rather than study rats (as did Skinner) or the mentally ill and the neurotic (as did Freud), Maslow developed his theory by studying people such as Albert Einstein, Eleanor Roosevelt, and Frederick Douglass. The hierarchy Maslow offered was physical survival, safety, love, esteem, and self-actualization.

For the purposes of discussing financial-life planning, we can tweak a couple of Maslow’s categories. For a financial discussion, “gifting” is substituted for “love,” since gifts are most often the material expression of love; “freedom” replaces “esteem”; and “dreams” replaces “self-actualization.”

Following are the phases of financial preparation we need to attend to in planning “income for life.”

Survival income: Money needed to make ends meet. How much do you need simply to survive each month? $3,000? $7,000? If you stripped away all the frills and thrills and paid only the bills of survival, what would that cost? Most people have never taken the time to answer this most basic financial question of all: what is the cost of survival? The money needed to pay for basic necessities is your survival income.

What-if income: Money needed to meet life’s unexpected turns.  What if everything doesn’t work out as you hope and imagine it will? In life, the one thing we can predict with great assurance is that things rarely go exactly as planned. We’re surrounded by risks--physical, financial, circumstantial, and relational. Financial risks exist in every category of our lives. Look at the financial risk associated with a divorce--a path that hastens financial ruin and is guaranteed to cut your assets in half and diminish your saving capacity.

A leading risk in the minds of individuals approaching retirement is the risk of outliving their money. Other key risks are health and paying for health care, investment risk, loss of income, and financial needs within the family. As much as possible, we want to protect ourselves against catastrophes related to our bodies, our money, and our stuff. The money needed to guard against these risks is your safety income.

Freedom income: Money needed to do the things that bring enjoyment and fulfillment to life. What is the cost of the activities and indulgences that bring pleasure and relaxation into your life? Some people engage in low-cost relaxation activities like walking; others prefer high-priced activities like walking after a golf ball. Travel, adventure, personal growth, and education should also be considered when calculating the amount needed to fund your freedom.

Gift income: Money for the people and causes that deserve our help. As we move up Maslow’s pyramid of needs--securing our survival, safety, and freedom--our money is used for the higher calling of bringing blessings to people and causes we care deeply about. If you’re a part of what has been characterized as “the sandwich generation,” you’re likely experiencing financial concerns on both ends of the generational spectrum. Many of us would love to do something for our parents and our children. Many of us also have aspirations to support causes and charities that connect with our heart and purpose. The money needed to pay for these gifts and benevolent annuities is gift income.

Dream income: Money for the things we dream of being, doing, or having. What do you want to be? What do you want to do? What do you want to have? These questions are all part of the financial conversation necessary for paying the bills of self-actualization. For some people, only a career change will bring them to this place. For others, it may require  part-time involvement in activities more closely aligned with their sense of passion and purpose.

The cost of self-actualization is the time it takes to do the things that bring meaning into our lives. If we do not own enough of our own time to engage in these activities, then we must negotiate with our work schedule and personal finances to make the time available. There is often a cost associated with being what we want to be.

There are also costs associated with doing what we want to do and having what we want to have. Some people dream of owning a sailboat and spending a year sailing from port to port. Others dream of owning a recreational vehicle and seeing more of America. Whatever dreams and adventures your own musings on self-actualization bring to the surface, there will be bills to pay in the process. The money needed to pay these bills is your dream income.

FIGURE 2.2 Income/Outcome Worksheet

Source : © 2003 Mitcht Anthony

[image: 008]

Once clients have sorted out all their income needs, to complete this life-planning process, you’ll need to help them examine their income sources to see how far they can rise on Maslow’s hierarchy of needs and guide them in determining the preparations and self-negotiations necessary to cover every level. Potential income sources include income from work, retirement funds, income-earning investments, Social Security, rentals, and other sources of income. (See FIGURE 2.2.)


Paying the Bills 

The final phase of the “Income for Life” discussion is to match income sources against income needs. Which sources will pay for which needs? If it’s a case of having only enough to pay for survival and safety, then the client will at least have the comfort of knowing those two critical bases are covered.

Clients will also have a clearer picture of how much money they’ll require to meet their “higher” needs. You can then set goals for saving and budgeting to expedite achieving the income necessary for funding these important needs of freedom, gifting, and dreams. As one financial planner puts it, “If your outgo exceeds your income, you may need to downsize to realize your upside.” In other words, if your income isn’t enough to meet your needs, you may have to negotiate with your needs.

By working through this sort of exercise, you can bring both clarity and hope into your clients’ financial lives. Help your clients get a handle on what they need and what they have--without scaring them witless. This exercise produces clarity. Help them understand what they need to do to get what they want and how long it will take to get there. This exercise brings hope. Clients begin to view income not as just a way to pay the bills but as a means to funding a life—the life they want.




Organizing the Maslow Conversation 

The Maslow Meets Retirement™ conversation has been organized around a series of data-gathering issues, as reflected in the Income for Life Workbook I: My Life Index.1 Your conversation with clients should be exactly that--a conversation. You’re demonstrating a “logic train” (a process), but at the same time, you’re learning their story, about their family and the direction of their life. You want to understand their ambitions,  cares, likes, dislikes, fears, and constraints (such as illness or obligations), and their view of life overall. You want to glimpse the “heart and soul” behind the money.

Your client should complete the Income for Life Workbook I: My Life Index as a supplement to other financial-planning data that you’ve gathered. As with any workbook, if you’re dealing with a couple, have each partner fill out the worksheet individually. Do not assume that they think alike. Quite often, they do not.

The data from the workbook will define a client’s survival, what-if, freedom, gift, and dream goals. A second workbook, Maslow Meets Retirement™ Income for Life Workbook II: My Life Index, is designed to help you, the adviser, guide the client conversation. The key prompts and examples described in this section are designed to illustrate the logic track to be followed.


Individualized Planning 

The workbook’s illustrations for each task are simple—and you can draw your own versions by hand on a piece of notepaper. You may be wondering why you would want to draw pictures during the conversation. Aside from the old bromide that “a picture is worth a thousand words,” the drawings can help personalize the process for the client and demonstrate your expertise as a planner.

The presentation and drawings are just for you and your client. This professorial technique leads to an interactive discussion. Envision the impact as you sit with the client and have a meaningful dialogue highlighted by appreciative questioning, planning scenarios, having discussions, and making notes--focusing on each step in the Maslow process by drawing and filling in their goals and numbers.

The process is deliberately low-tech; it is not an impersonal, canned PowerPoint presentation. The conversation is “just for them” and shows that you know your stuff. Often, clients will ask for copies of the drawings and notes to take home. That request means you’ve hit a home run. (If they don’t ask, make copies, and give them to the clients anyway. The reaction is always positive.)


Funding a Life 

Task one. Task one, illustrated in FIGURE 2.3, involves sketching out a simple illustration of “financial horsepower” (that is, liquid assets capable of producing cash flow on a total return basis).

On the left side of the page are taxable personal assets--a bucket containing checking accounts, certificates of deposit (CDs), bonds, stocks, mutual funds, etc. You’re not concerned at this stage about the specific assets owned. You will deal with deeper investment management and estate-planning issues later as part of a comprehensive analysis.

  FIGURE 2.3 Task 1: Organize Buckets

Source : © Lewis Walker
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The personal bucket has three elements. The first two elements are checking account balances to handle ordinary monthly expenses and an emergency savings reserve. The savings reserve will be part of the client’s what-if money. It may be described as a “financial teddy bear”—liquid funds that provide comfort. The reserve is for unforeseen expenditures (medical expenses, auto or home repairs, family needs, etc.), an escrow account for upcoming expenditures (tax bills, vacations, a new car, or appliance, lifestyle enhancements); it provides assured cash flow over two to three years without dipping into investment reserves. There are no hard-and-fast rules for what expenses or cash flow needs to include. Your job is to engage your clients, do some forecasting, and find out what makes them comfortable.

Explain that the money in the savings reserve is not an investment per se. Any interest earned is likely to be offset by taxes and inflation, and no meaningful real growth, net of inflation and taxes, is likely. Any growth of capital will have to come from assets at the top of the bucket—money designated as a long-term growth (LTG) reserve or a long-term growth and income (LTG&I) reserve.

FIGURE 2.4 Task 2: The Maslow Conversation

Source © 2002 Mitch Antony
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The growth reserve is for clients not yet in retirement—those who do not plan to take distributions for a defined number of years. The growth and income reserve is for clients who want cash flow. They want money to spend, but they also want a return in excess of the withdrawal rate so as to retain integrity of principal adjusted for inflation and taxation.

Retirement buckets include any type of retirement plan, including nonqualified tax-deferred annuities, where pre- or post-age 59½ requirements and other tax considerations are a factor.

Since checking, money market, or savings deposits have little or no real return, we do not include them in the total dollars designed to produce growth and/or growth and income. Once you identify capital at work, you have some idea of the size of the engine block powering financial objectives, that is, “financial horsepower.”

Task Two. This task, illustrated in FIGURE 2.4, is the basic Maslow security conversation. Ask the clients, “How much money do you spend each month for basic living—a lifestyle that’s nothing fancy, but comfortable? How much does that cost in after-tax dollars?”

Suppose the client responds, “$6,000 per month.” You’ve looked at his federal and state tax returns and have determined that on average he  retains 75 cents, or 75 percent of every dollar earned. On that basis, he needs to earn $8,000 pretax per month, or $96,000 per year. The what-if conversation reveals that the client is comfortable with an average balance of $12,000 in checking and $25,000 in liquid savings as a “financial teddy bear.”

Freedom money, or “fun money,” provides the edge that brings enjoyment and flexibility to retirement. Using the same logic as applied to security money, $1,000 per month after-tax to spend on “fun stuff ” translates into $1,334 per month pretax, or a cash flow need of $16,008 per year (rounded to $16,000).

The Maslow conversation also reveals how the client feels about gift and dream money. Do they tithe as part of their religious practice? For those who do, tithing is a committed obligation and may be included in security money as a monthly expense.

Is funding for gifts or dreams to be set aside in the savings reserve? If so, that money may not be part of the growth or income engine.

Task three. This task, illustrated in FIGURE 2.5, is an example of the buckets with the numbers filled in. In our example, the client had $2.2 million that could go to work.

Task four. In this example, as seen in FIGURE 2.6, the client did not define specific gift or dream goals, preferring to leave those for later, if cash flow or growth of capital is sufficient.

FIGURE 2.5 Task 3: Fill Up the Buckets

Source : Lewis © Walker
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FIGURE 2.6 Task 4: Establish Cash Flow Target

Source : © Levis Walker
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FIGURE 2.7 Task 5: Calculating My Life Index

Source : © Levis Walker
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To meet overall defined cash flow goals, our client needs $9,334 per month pretax. From that number, deduct pensions, annuitizations, Social Security, trust fund payments, and cash flows from a charitable trust or any other source of dependable cash flow not generated by capital at work. In our example, the gross need is $83,208 per year. How is that to be generated, at what risk level, and measured against what benchmark?

Task five. This task, shown in FIGURE 2.7, suggests that you forget about index benchmarks like the Standard & Poor’s 500 index as your “measuring stick.” How much money does the client need to fund his life goals? This is defined in the client’s terms as My Life Index (MLI).

In our example, the clients need a 3.8 percent annual total return. Sound like a piece of cake? Au contraire. Ask the health questions and the longevity-expectation questions. Look at life-expectancy tables. Welcome to the 25- to 30-year retirement.

How long will their money last? Our couple wants to preserve capital adjusted for inflation and taxes. In the example, another 4 percent annualized is required over and above what they’re spending to offset inflation and taxation (current or deferred). On that basis, 7.8 percent as an annualized average becomes the MLI target. That number is key to the development of the investment policy statement.


Getting Real 

Task six. This task, seen in FIGURE 2.8, is a lesson in economic reality. In 1980, at the end of the massive inflationary and stagnating economic cycle of the 1960s and 1970s, the prime lending rate peaked at an eye-popping 21.5 percent. Following the Reagan-Volcker revolution, interest rates and inflation rates fell over time, fueling a long secular bull market in paper assets that we’re unlikely to see again any time soon. At the same time, the World War II “greatest generation” and the post-1945 baby boomer wave were moving toward retirement. The emphasis was on growth and accumulation--the building of the nest egg.

A three-year bear market increased awareness of--and sensitivity to-- risk and volatility. Meanwhile, the Federal Reserve pushed interest rates to their lowest point in more than 40 years to stimulate the economy. Now we have a thundering herd of retirees and soon-to-be retirees concerned about cash flow, distribution of money from their nest egg, and conservation of principal net of inflation. Interest rates have risen, and before long the prime rate may be higher than the number in the example. How high will interest rates go in the future? How will rising rates affect bond values, fixed-income alternatives, stock values, or other asset classes? These questions must be discussed with your clients in depth. Use current CD rates and 10-year Treasury note rates as a safety benchmark. How much risk must be assumed to achieve the client’s MLI?

 FIGURE 2.8 Task 6: Economic Reality

Source : © Levis Walker
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FIGURE 2.9 Task 7: What Is and What May Be

Source : © Levis Walker
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Task seven. This task, illustrated in FIGURE 2.9, provides a simple diagram of risk and reward, based on three major traditional asset classes—stable cash equivalents (money market, CDs), bonds, and equities. On the vertical axis, write in the MLI number at the top. Using current data, write in what may be available in liquid savings alternatives and CDs. Next, write in what may be available from short-maturity, short-duration, and high-quality bonds (or Treasury bills, notes, or bonds). How do these no-risk alternatives match up with the MLI target? For most clients, unless they are unusually frugal and rolling in money, it becomes obvious that some allocations to equities will be required to meet total return targets.

Explain that the risk-reward curve moves north by northeast. You may also wish to explain what standard deviation is, because most clients do not understand the statistic. Standard deviation can be your friend during the accumulation phase if you stay disciplined, you dollar-cost average, or you take advantage of buying opportunities. High levels of standard deviation are deadly during the withdrawal phase of retirement.

Explain risk of volatility on a scale from zero (no conventional risk, as with a CD) to 10 (high risk). Peg the market risk as level five using an index such as the S&P 500. Ask the clients to pick a number from 0 to 10. As their adviser, you can judge the feasibility of the number they pick. Can they achieve their goal with their current asset mix? Do they understand reality? What has to change? Do they need to take more risk? Lower their expectations? Increase savings rates (if they are some years away from retirement)? Postpone retirement? Continue to work in some fashion?

FIGURE 2.10 Task 8: Make Believe It Is All Cash!
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Task eight. In task eight (FIGURE 2.10), ask the client to make believe their assets are all cash. That helps to keep them (and you) from getting tangled up in “what is” versus “what should be” based on their objectives.

Reexamine the Maslow targets. What may change? Is more funding needed in the sub-buckets? Do spending, saving, or return targets change?

Now you can benchmark the current holdings and allocations against the ideas and desired allocation. You are now in a better position to make tactical decisions--what assets to keep or sell and how to allocate cash in concert with a defined investment policy and asset allocation plan.

The beauty of the Maslow conversation—highlighted by diagrams on notepaper as you strategize—is simplicity. Clients get it. You have demonstrated your value as an educator and facilitator in a personal, friendly, and powerful way. You are seen as an adviser and coach who truly adds value.

 

 

Chapter Notes

1   The Maslow workbooks and other discovery tools for financial advisers, such as  The New Retirementality Discussion Guide, are available at www.mitchanthony.com.
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Decision Making at Retirement

High Stakes for the Long Haul
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When I speak to financial professionals about retirement income distribution, I often start my talk by asking, “How many of you are psychologists?” Usually, there is no response. My second question is, “Is there anybody here who isn’t a psychologist?” Again, no one in the room raises a hand. This may seem like a contradiction, but it isn’t. Of course, a financial adviser is not trained as a psychologist, per se, but invariably becomes one as part of the process of developing sound adviser-client relationships. Advising is inherently about psychological issues. Technical tools take you only so far; ultimately, effectiveness is a matter of good advice coupled with shaping the kind of judgment and decision-making skills in your clients that can lead them to achieve their objectives.

If you’ve done your job during the wealth-accumulation years, you’ve probably given your clients a reasonable education in personal finance. The more seasoned clients become, the more they learn to understand the world of financial planning and investment in the way that you do. Your mental model of finance has become theirs, and as a result of your guidance, they communicate more efficiently and likely have better weathered the ups and downs of market cycles, with a growing confidence that their wealth-accumulation plans are not forced askew by every market turn.

Few things in life are as challenging and engaging as decision making, particularly when the stakes are high and the resources are scarce. Judgment and decision making tap into all aspects of the intellect—memory, perception, reasoning, and emotion—along with whatever capacity we  have to analyze and synthesize. Although we exercise judgment and make decisions every day, for the most part these choices are routine and our mental and emotional abilities are not much taxed. Indeed, many of the problems people face in decision making arise from the habits they develop over a lifetime of making small and incremental decisions that seem relatively inconsequential at the time. The problems occur most often when out-of-the-ordinary decisions arise—such as career changes, financial issues, real estate, and bequests. As a matter of routine, people seldom reflect on the choices they’ve made, and even less frequently do they consider the processes they used to make them. As people become financially successful, they may tend to attribute that success to the quality of their decision making—notwithstanding your good advice and the beneficence of financial markets.

As a financial adviser, you’ve probably been faced with a number of clients for whom decision making was difficult. In a survey study of 256 financial advisers, among the questions my colleagues and I asked were, “Do you have clients who may not be competent to make financial decisions in their own best interests?” (54.3 percent responded “yes”) and “If ‘yes,’ about what percentage of your clients fall into this category?” (median response: 10 percent of clients).1 Financial advisers are not strangers to the problems their clients experience in judgment and decision making.

Research in judgment and decision making tends to divide itself into two general streams: descriptive research, which reveals the processes people use in judgment and decision making, and prescriptive research, which identifies what people should do. Prescriptive methods are the basis for much of the advice and guidance that decision analysts give. However, that advice relies on understanding the psychological processes that are involved in judgment and choice and that point to the mental strategies and heuristics people use to work through complex problems. This chapter explores both of these streams.




The Cycle of Decision Making 

Over a career of working with various groups of professionals seeking to improve their own decision-making skills as well as those of the clients they serve, I’ve found a useful framework for organizing the research and for communicating the basic concepts involved. It’s called the cycle of decision making (see FIGURE 3.1). Essentially, most decisions in life (particularly financial decisions) occur in cycles. Some cycles are short, such as monthly decisions about expenditures; others are long, such as cycles relating to real estate purchases and sales. Decisions about spending occur in cycles as well: cycles of one year, or perhaps two to three years, depending on how often an individual reviews his wealth-distribution plan.

  FIGURE 3.1 Cycle of Decision Making
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Recognition 

The first stage of the decision-making cycle is recognition. At this stage, people often do not recognize that a decision needs to be made. Rather than approach a situation as a sequence of decisions, they tend to accept the outcomes as an inevitable result of their entry into it. Essentially, they exhibit fatalism. For example, researchers have found that many of the problems young people experience in social situations that involve substance abuse or risky sexual behavior come about because they (particularly young women) fail to recognize the opportunities they have to decide not to participate in the risky activities of others. As a consequence, they tend to acquiesce to the situation rather than take charge of their own behavior (and outcomes) through effective decision making. The demonstrated solution is to provide an explicit model of the situation as a sequence of decisions, showing individuals where and under what conditions they have the opportunity to exercise choice. The operative concept here is explicitness—decision pathways to the most desired outcomes need to be made clear.


Organization 

The stage of organization has received a great of deal of research attention, largely because this stage structures the decision problem, framing the way key problem dimensions are perceived and guiding how the problem is resolved. When it comes to difficult or unusual decisions, people are not inherently good at problem structuring and organization. A common tendency is to consider too few options or alternatives, often because alternatives are evaluated as favorable or unfavorable while they’re being produced; in the process, good options are sometimes cast aside and not fully considered and poor options may be included because they exhibit sterling qualities, at least in a single dimension (for example, short-term monetary gain). A more prescriptive approach—and more appropriate—is to get all the alternatives out in front of the decision maker and then evaluate them against a set of objectives. For example, in the case of wealth-distribution planning, a number of different plans for wealth distribution over time could be prepared and then evaluated against a set of objectives relating to the use of wealth. If none of the plans fares well, then the goals and objectives should be used to create an alternative that does better than those already on the table. As in the stage of recognition, it’s important to make decision alternatives explicit. At the root of good decision making lies self-awareness, the lack of which leads to unmet client expectations and, ultimately, to dissatisfaction.


Deliberation 

Deliberation is not really a stage; rather it occurs all along the way as a problem is structured and restructured to accommodate new information and insights. The essence of good deliberation is time—time for intuition, experience, and emotion to do their work and for the best alternative to reveal itself. A delicate balance is required between deliberation and indecision. Taken to the extreme, too much deliberation can result in the euphemistic “analysis paralysis.” A stalemate usually means that an underlying aspect of the problem has not been revealed. Perhaps not all the preferences or objectives are on the table. An individual may withhold—even from himself—important facets of the problem that are of deep personal concern. Lack of confidence is sometimes an issue: for individuals unaccustomed to taking charge of their lives, decision making can be a challenge to their self-esteem, leaving them without the emotional resources to shoulder the burden of difficult choices.2 Deliberation can create emotional conflict, but the opportunity to talk through a decision with a confidential adviser can be most helpful. The assistance an adviser gives in structuring a client’s problem affords the client some leverage over managing it in terms of his own strengths and weaknesses, thereby making the process of deliberation more tractable.


Justification 

Justification involves explaining to oneself as well as to others how the decision was made. In our most private lives, we have only to account to ourselves for how we go about making the decisions we made. In our relationships with others, particularly marital relationships, justification and accountability are more explicit. The challenge of justifying a decision is that we don’t often have to do so when things turn out well, but we’re much more likely to be called on to do it when things go badly. The best framework for justifying the outcome of a decision is a clear picture of how the problem looked going into it. In hindsight, the outcome tends to appear inevitable and the link between decision and outcome is seen as deterministic when in reality the connection is a matter of probability.

Indeed, chance is a major determinant of outcomes, and the sources of uncertainty in a decision should be identified and acknowledged in advance as a buffer against assigning too much weight to some fault of the decision maker to explain a bad outcome. In the case of good outcomes, the result may be due as much to the “luck of the draw” as to a decision maker’s skill. Consider the equity bubble of the 1990s, when investors’ portfolios grew at double-digit rates almost regardless of what they bought. Many investors inaccurately attributed their success to their own good investment decisions when in reality they were virtually guaranteed good outcomes simply because the odds were with them. Again, people are not well attuned to the role that environment plays in their successes and failures; in exploring both, the tendency is to attribute outcomes to personal abilities or shortcomings.


Evaluation 

The final stage in making a decision is evaluation: is the choice you made getting you what you wanted when you undertook the decision in the first place? No one should abandon a decision lightly. But a choice must continue to serve one’s best interests. One way to test that is by continually returning to the objectives set out when the problem presented itself. Are these objectives still valid? Do the financial needs that were being addressed one or two years ago still exist? Perhaps they’ve changed. Emotional discomfort is one of the first indicators that the relationships between a decision, its outcomes, and its longer-term effects are no longer harmonious and that it may be time to revisit the decision.




Decision Making and Context 

For years, all of your hard work acculturating your clients to the financial world has been focused on wealth accumulation. But as their retirement nears, you must shift to the concept of distribution. We can think of accumulation and distribution as two different contexts, or frames, that influence how judgments and decisions are approached. Several problems may arise as the shift is negotiated.


Endowment Effects in Distribution Planning 

Advisers need to be cautious of an endowment effect in their clients—that is, a tendency noted by psychologists and behavioral economists for people to value something more highly when they own it than when they do not.3 In short, it’s difficult for people to let go of something they have, simply because they already have it. Add to this the psychological value of retaining wealth that they’ve spent a great deal of time and energy acquiring. The endowment effect can cause clients to overvalue their assets with respect to the goods and services those assets might buy, leading to monetary conservatism. Although this conservatism may be prudent and advisable from the perspective of asset conservation, it may conflict with other financial-planning guidelines (for example, minimum distributions) that dictate higher levels of distribution than a client may find comfortable.


Framing Effects of Gains Versus Losses 

A second important framing effect induced by a shift from accumulation to distribution is that of gains versus losses. Despite the uneven road to wealth accumulation, the frame is generally one of gains that result from a long-term perspective, consistency of approach, and an appreciation for the value of diversification. The focus is on the portfolio and its expanding monetary worth. Although hardly a one-size-fits-all matter, the general strategies for wealth accumulation are well known and, given a few technical parameters, optimization is straightforward. From a psychological perspective, clients become accustomed to an ever-upward trend of wealth accumulation that leads to an optimistic frame filled with hope and positive expectation of gains. Although market perturbations along the way may produce temporary downturns, those dips tend to be perceived as transient conditions, especially when the expectation of growth triumphs and is met over time.

Distribution, however, may be perceived in terms of a loss frame, to which people tend to have a more extreme response than they do to a monetary gain.4 Thus, an equivalent market downturn may draw a more negative reaction from a client in distribution years than it would during  accumulation years. Loss frames can induce a tendency to pay an excessively high premium to avoid additional losses—that is, a larger premium than is warranted given the expected value of the loss. Thus, loss frames can lead to risk seeking—a tendency to accept relatively large risks to avoid additional losses once an initial loss has been incurred. This tendency can be seen when clients favor high-risk (but potentially high-return) investments for their portfolios after there has been a market downturn. In a loss frame, the psychological impact of an initial loss (such as a portfolio devaluation due to a market downturn) has already been borne; the potential loss associated with a risky investment is psychologically discounted, thereby making it more attractive than it would be otherwise.


The Problem of Evaluation 

At least some of the work done with clients to foster good habits for accumulating wealth may need to be undone to encourage the right approach to the distribution of wealth. Several challenges arise. Years of wealth accumulation focused clients’ attention on the dollar value of their portfolio. Although retirement and the (anticipated) life experiences that await them in retirement are occasionally part of clients’ thinking about wealth accumulation, these thoughts are generally imprecise and do not have the clarity and exactitude of a quarterly report showing their accumulated wealth in monetary terms. As an adviser, you may need to help your clients translate their thoughts about life in retirement into structured objectives that can be directly linked to a distribution plan. It is, if you will, a matter of building a crosswalk from financial objectives that have been central to accumulation to life objectives that are central to distribution.

Clients can appreciate how effective a plan is only if they’re prepared to understand the model by which the plan is evaluated. From a professional practice standpoint, the more complete (and, therefore, complex) the evaluation, the more precision is attained.5 Communicating complex evaluations, however, can be difficult if a client is unprepared or unable to comprehend multifaceted models that involve positive and negative correlations. Recent research in judgment and decision making has emphasized that problems are often simplified through affective evaluation, by which complex problems are translated into a singular impression of “good versus bad.” This strategy minimizes cognitive effort but may oversimplify the evaluation and place excessive weight on some factors (for example, short-term immediate, emotionally salient losses) at the expense of others (for example, long-term, emotionally bland deferred gains).6

FIGURE 3.2
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The Challenges of Decomposition 

Not everyone is especially good at breaking down large, complex problems into smaller, more manageable ones.7 The task of decomposition—the essence of analysis—is where the adviser comes in. Your analytical skills are needed to help your clients develop a portfolio of life objectives, in much the same way that you helped them develop a portfolio of investments. And the same general strategies of personalization and education apply here as well. Given the importance of client objectives in distribution planning, it’s worthwhile to consider eliciting and constructing hierarchies of objectives, especially from clients who have some difficulty articulating the financial objectives they hope to achieve through plan distribution. One simple visual mechanism that can prove useful is the value tree (FIGURE 3.2). The process is relatively straightforward and involves the following basic steps:•  Elicit (verbally or in writing) or present (from a given framework such as the one shown in Figure 3.2) a set of initial objectives.
•  Organize the objectives into a tree structure, beginning with fundamental objectives.
•  For each fundamental objective, elicit subordinate objectives by asking, “What is this composed of (WITCO)?” WITCO takes clients further into their values and objectives and down the value tree to greater refinement.
•  For each fundamental objective, ask, “Why is this important (WITI)?” WITI takes the client up the value tree to broader, more fundamental objectives and helps reveal subordinate objectives that have commonalities.
•  Continue moving up and down the value tree using the questions WITI and WITCO, respectively. After a few iterations, many clients will be able to continue the exercise on their own.




Biases in Setting Priorities and Objectives 

How are retirees likely to think about retirement distribution once they shift their thoughts away from wealth accumulation? A hint of their priorities can be gleaned from FIGURE 3.3, which shows partial results from a survey of leading-edge baby boomers—those in the age range of 45-55 years and for whom the beginning of wealth distribution is only seven to 10 years away. These data are from a national telephone survey of 400 households conducted in the spring of 2000.8 Individuals surveyed were asked about their plans for retirement, including how they planned to use their wealth, concerns they have about retirement, and details of their financial planning.

FIGURE 3.3
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Not only are these respondents at the front edge of the boomer generation, they are also at the front edge of those thinking about wealth distribution. The anticipated importance they assign to uses of wealth provides a hint of how many retirees may reorient their thinking about wealth once they enter their distribution years.

Several conclusions can be drawn from the data, most (if not all) of them based on what the data say about the values, goals, and objectives that people expect to have in retirement and that will drive decisions about wealth distribution. On average, people are often abysmally poor at setting priorities and maintaining them over a long period and in the face of a changing environment. There are several reasons for this: without the help of professional practitioners, few people make the effort to establish clear and explicit priorities, ones that are developed in the context of realistic trade-offs. In distribution planning, prioritizing objectives is key to consistent and effective decision making. Without explicit priorities, decisions may be made on the basis of whatever momentary needs speak the loudest, often in response to emotions triggered by a perceived urgency to act.

The use of what-if scenarios is a standard method in the decision analyst’s tool kit to help individuals walk through possible futures and to develop a bit of cold cognition regarding how they would react and maintain their priorities. I’ve asked many people to share their visions of retirement, and most of them are idealistic and tend to emphasize pursuits or leisure activities that they’ve been unable to participate in during their accumulation years. Very few are aware of the impact that increasing longevity will have on their lives or have considered the possibility that their distribution years may outnumber their accumulation years.9  A common bias in expressing priorities is to consider too restrictive a range of outcomes. People tend to lock onto a future and give relatively little consideration to how variable that future could be. They require a practitioner to help them conduct a sensitivity analysis—identifying fundamental assumptions, testing a scenario through a range of possibilities that go beyond what the individual might have considered, and identifying the implications of a number of different possibilities for their wealth-distribution plans.


Accounting for Client Change 

All people everywhere change over the course of their life. The clients who sat before you at your first planning meeting are not the same individuals you face today. In addition to the personal experiences that have shaped their values and objectives are the factors that influence what becomes important  to people as they grow older. Retirement distribution is a knotty problem not only because the framing of the financial-planning issues changes (from accumulation to distribution) but because the clients have changed as well—they’ve aged.


Estimating Health Care Expenditures 

Aging brings with it all of the problems of physical change and, very often, infirmity of one sort or another. Health care costs are an important consideration in retirement and in retirees’ use of wealth. Although most individuals have some form of health insurance, it rarely covers all of the costs of an individual’s health care needs. Moreover, health insurance may not cover the costs of cosmetic procedures, such as facial change or cosmetic dental work. Such procedures, which earlier in life may have seemed of little value, can become important to the psychological and social functioning of the individual who seeks to preserve the appearance and functioning of youth. Most individuals in their preretirement (accumulation) years tend to underestimate what they will spend on health care in retirement (distribution). FIGURE 3.4 summarizes income in retirement by quartile and shows the average income within each quartile, the average percentage of income expected for health care, as well as both yearly and monthly calculated expenditures on health.10 Even at the highest income levels, monthly health care expense expectations barely reach $750. For some, this may be sufficient in light of Medicare and private insurance supplements, but for others the uncovered costs of prescription drugs and other health care needs, which increase as one ages (for example, optical care, dental care, prosthetic devices), may prove excessive.

FIGURE 3.4 Preretirees Health Care Cost Expectations in Retirement

Source : Adapted from MacGregor (2005). All estimates and calulations are in current dollars.
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What we see in these health care cost expectations demonstrates a tendency toward faulty judgment that has manifold implications for distribution planning: People are inherently poor at quantitative estimation. They don’t decompose estimation problems sufficiently; they consider too few factors, anchor too strongly on those that they do consider, and tend to use one or two memorable examples or cases (for example, last year’s health care costs) as a basis for making estimates. To estimate health care costs in distribution years, they need a model or a guide that will keep them from overlooking important elements. We see in these preretiree projections of health care needs a limited grasp of the effects of health care on retirement distribution. Part of this problem is a tendency toward optimism and a limited ability to project future needs. A potential role for financial advisers exists in aiding clients in making more accurate (or at least more reasonable) projections of health care costs and in linking the implications of health care cost projections to distribution plans.


Changes in Cognitions and Emotions 

As your clients age, in addition to physical changes, they will undergo a number of psychological changes that affect both their cognitive abilities—thinking, reasoning, and memory—and their emotional life. The shortcomings of life in the advancing years are many and well documented in the research literature.11 Memory span decreases, information retrieval becomes less reliable, and new information is less readily assimilated. As people get older, they appear to rely more and more on automatic processing of information, quick associations and the like, rather than deliberative and conscious reasoning. For the older mind, intuition is at least moderately preferred over analysis. For example, younger people tend to interpret stories analytically, focusing on details; older people tend to focus less on a story’s details and more on its gist and its underlying significance to what’s important to them, and they tend to do better at grasping and dealing with information in terms of its holistic meaning. The effects of these differences in information processing between young and old are evident in practical matters of everyday life, such as decision making and judgment. For example, older adults tend to simplify decision strategies more often than do younger adults. These simplifications, such as non-compensatory rules that consider only the positive or the negative aspects of a decision option but not both, relieve some of the psychological burden of making complex and effortful trade-offs, at the possible expense of efficiency and accuracy. Research also finds that as people age, they become less consistent in their use of information in making judgments and predictions; even reducing the overall information load and demands on memory does little to improve the reliability of their judgments.

These changes may occur very slowly and evenly over a decade or two, or they may occur in sudden steps. You may be faced with clients you haven’t seen for a year and who now seem inattentive or unable to grasp the implications of their financial situation. That’s a good time to consider applying some of the explicit problem-structuring techniques outlined in  Figure 3.2 as part of the cycle of decision making and to consider as well some of the advisory practices shown in FIGURE 3.5.

FIGURE 3.5 Deficits of Aging and Implications for Advising Practice
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Current research on aging places increasing importance on the fit between the individual and his social context and takes greater account of how cognition is dependent on the features of one’s environment. Some of the more relevant research for the advisory profession is that which considers how people’s basic motivations may change across their life span. For example, researchers have found that people’s motivations in later life are directed toward achieving emotional goals and objectives more often than toward cognitive ones.12 Thus, the sensory experiences so attractive and sought after in youth are exchanged for a desire for emotional completeness and fulfillment. We would expect, then, that as people enter the last years of life, their sense of fulfillment would come from things that bring them closer to others rather than material rewards.

Indeed, we find in people’s adaptive responses to the cognitive difficulties of aging a tendency to rely on social relationships to accomplish difficult tasks that they would otherwise have done on their own in their youth. They improve the fit between themselves and their environment by relying on their social milieu, with its accompanying emotional experience of belonging and caring. Thus, the cognitive declines that people experience as they advance in years may be compensated for by an increasing attraction to an emotionally fulfilling life through relationships with others. As a consequence, for distribution planning, priorities may shift toward using wealth in ways that offer emotional fulfillment and an improvement in their sense of social well-being. Essentially, as people age, their emotional life tends to assume a heightened importance, and they may choose to forgo financial opportunities in favor of peace of mind, even if it means they may fall short of the financial goals they once told their adviser they needed to achieve.


Coda 

The notable psychologist B. F. Skinner, perhaps best known for his work on the laws that govern behavioral conditioning and his related studies using animals (having taught pigeons to play table tennis), was an intellectually vibrant individual, thoughtful and productive until his passing at age 86 in 1990. In a 1983 paper, Skinner reviewed the last stage of his life and considered his own aging process and the psychological challenges to be met in maintaining one’s intellectual capacity.13 In keeping with his theory of conditioning, he noted that as people age, their behaviors are less and less reinforced—things become less worth doing because intrinsic and extrinsic rewards for them diminish. One of his prescriptions for aging is the development of a prosthetic environment, one that is rich in both physically and psychologically supportive elements to help attenuate the effects of growing older. Much of the advice and guidance that can be  drawn from the research on judgment and decision making points in the same direction. Financial advisers are encouraged to adopt a prosthetic view toward their interactions with older clients, for whom the intellectual demands of financial planning may be much more challenging in their distribution years than they were during wealth accumulation.
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Reinventing Retirement

MITCH ANTHONY

 

 

 

 

Imagine you’re a blacksmith a century ago. You’ve prospered in your business for many years because you’ve provided an indispensable service to your community’s chief transportation system. One day you look up and coming down the main street you see a loud contraption that people are calling the horseless carriage. “Huh?” you say. “That will be the day!” And back to your work you go. Ten years later your business is half of what it was before; 20 years later it no longer exists. You failed to recognize one key psychological axiom in succeeding with consumers: if there is a more efficient way to live, we will choose it even if it presents a whole new set of challenges. Many a regretful blacksmith probably discounted the motorized contraption as too complicated, problematic, and unproven for the majority of consumers to adopt.

Markets for popular products don’t dry up overnight. The shift starts as a slow trickle, increases in current slowly, and years later, reaches a rushing torrent. Successful merchants keep fluid mind-sets as they watch trends develop and adapt their goods and services to them. The wise blacksmith a century ago would have expanded his business to include repairing horseless carriages as well as shoeing horses. This expansion would have been accompanied by a new learning curve on the workings of gasoline engines. Those who simply kept their nose to the grindstone with the same offering of goods and services were eventually replaced by a new breed of mechanic.

A similar fate may await advisers whose retirement-planning advice is based on assumptions that are no longer true.




Whatever Happened to the Golden Years? 

Consider the following observations about retirement as we no longer know it. The mosaic these stories form reveals a radical shift in the “third age” of life—formerly known as the retirement years—and, for you wiser merchants, an opportunity to position your practice for the boom ahead.

•  I went out for dinner with Dick and Gail, a writer and an architect, respectively, in their 50s. Gail shared the story of how she transitioned away from a top firm to work for herself from her home. Her reason for doing so? “I can’t see myself working 50 to 60 hours a week anymore. By doing less of it I enjoy it more. As a matter of fact, after two months it dawned on me that I love my work so much that I can see doing this when I’m 80.” Dick is a writer full of ideas and the idea of retiring sounds about as inviting to him as carbon monoxide poisoning. These two are into “refiring”—not retiring. Work, as they understand it, is not the problem. It’s the hours and the company demands they want to prune.
•  A local merchant who ran a successful tire shop for three decades and retired at age 65 opened a new store a year later. His back-in-business advertising campaign read, “I’m back in business because ‘retirement sucks.’ ”
•  Home Depot announced a national hiring campaign aimed at retirees (coordinated with the American Association of Retired Persons (AARP)). The rationale for the campaign? “They know more and they sell more.” Welcome to the dawning of the Experience Age, in which gray hair indicates gray matter and the capitalist marketplace realizes the errors of its youth-seeking ways. Home Depot’s move is an initial flare in what will become a firestorm of capitalizing on the commercial value of experience and wisdom—the kind of value that doesn’t come in 25-year-old containers.


And What Will Happen to Retirement Planning? 

How are these changes affecting your business? Are you a retirement blacksmith pounding out the same projections, or are you beginning to learn the modern mechanics of rewiring? Are the goods and services you sell today as progressive as they were 10 or 15 years ago? Do they resonate with the way people want to order and live their lives?

Years ago people bought into the idea of a compartmentalized life course:•  The first part of your life you spend learning.
•  The second part of your life you spend working and earning.
•  The last part (retirement) you spend in leisure or journeying.



That model for living is being rejected and rearranged for a tailor-made design for life. Consider current trends that are evidence of this paradigm shift in life-course navigation:•  Senior citizens are going back to college in record numbers. Thousands are “retiring” to university towns, instead of the traditional snowbird destinations.
•  Many retirees are becoming entrepreneurs and reviving shelved dreams and passions.
•  Many people in their prime earning years are cutting back on work hours to be present in their children’s formative years. They believe they can make up for lost earnings when their children are grown, and they are no longer willing to sacrifice parental influence for immediate material advancement.
•  Many people are rearranging their living circumstances in order to shift into more meaningful and fulfilling forms of work and less hectic lifestyles.
•  More than 50 percent of retirees are going back to work after becoming bored with the prospects of full-time leisure.
•  The idea of periodic sabbaticals from work is gaining popularity with high achievers and high earners. They view these breaks as necessary to reflect on their life direction.
•  Adventure travel and learning vacations are popular with all age groups, especially the 50-plus crowd.
•  Migration to the Sun Belt is declining, and more people are retiring and becoming more involved in their own communities.



Now, consider the following demographic and societal changes and ask yourself what they mean to your business going forward:•  The median age in the United States is 35 and is getting older every year.
•  The workplace is facing a looming brain drain of managers and executives, and is beginning to offer phased retirement packages.
•  Reversing a 50-year trend, the number of Americans working past age 65 is now rising (New York Times, February 26, 2001).
•  With companies cutting pensions and health benefits, many aging workers will not be able to afford to fully retire.
•  With the repeal of the Social Security earnings restrictions, a major economic disincentive to working past age 65 has been removed.
•  Many baby boomers continue their expensive indulgences, not wanting to wait until they’re older to enjoy them.
•  Eighty percent of baby boomers say they intend to continue work in some form in their retirement.
•  Two-thirds of Americans say they feel stressed from working too much (“Hilton Generational Time Survey,” January 2001, reported in USA Today).



What conclusions can you draw from these patterns? What impact do you foresee in relation to the products and services you’re selling and the manner in which you sell them? One question that begs asking is, “Is the traditional retirement planning process on the road to extinction?”




Removing “Tired” from Retired 

Many people believe the concept of traditional retirement is hopelessly outdated and no longer applies to their lives. They find the times have changed so radically that even the term “retirement” is no longer appropriate. If people do not connect with the concept or even the word “retirement,” how long will it be before they reject the process that leads to a concept they no longer embrace?

Rather than retire, the 77 million baby boomers (who began turning 59½ in 2005) are looking to “refire.” Are you prepared for the great renaissance—formerly known as retirement—that is ahead for your clients? One baby boomer will turn 59½ every seven seconds between 2005 and 2025. Are you still starting your retirement-planning conversations with “How old are you, and how much money do you have?” If you are, you’re missing the opportunity of a lifetime.

Graying boomers aren’t interested in retiring their gray matter, or their endorphins, or their sense of curiosity. Rather than reclining, they’re redefining—looking for new mountains to climb; a new rhythm for their life; time to work, play, think, and explore. Do your conversations about retirement embrace this seismic cultural shift and help your clients explore the potential and possibilities of the next 30 years of their lives?


Living Well 

What does the new retirement conversation look like? What does living well mean today? I offer the following acronym as a guide:•  W = Work, what I enjoy most and want to continue with. Things I do well bring value and meaning to my life.
•  E = Equilibrium, the need to keep a sane pace, create space for breathing and thinking, and design a life in balance.
•  L = Leisure, not full-time but enough to keep fun and adventure in my life.
•  L = Learning, the desire to keep my mind sharp and challenged. Not only does mental acuity make today more interesting, but it  also offers hope for my aging years since learning leads to greater acuity later in life.



To quote a friend, the adviser of the future is the person who can fulfill the role of “WELL-th” adviser. To fulfill that role in your clients’ lives, you’ll need to abandon the hackneyed retirement worksheets and become conversant in the issues that define the experience of living well.


Changing Times; Changing Plans 

The extended working life is the result of a confluence of factors that are physical, psychological, and intellectual:1. People live longer today, and many feel younger at older ages as a result.
2. People are beginning to view early retirement years as a “middle ascent” stage in which they can chase dreams in a childhood without supervision. Many retirees desire “re-creation” as much as recreation in their retirement years.
3. “Knowledge capital” and experience, rather than physical labor, are the modern bargaining chips in the marketplace.
4. Studies report on the importance of intellectual stimulation and purposeful pursuits for successful aging.


None of these factors has escaped the attention of the baby boom constituency. This group has often frustrated the financial-services industry with its free-spending, “live now” mentality. But this group, by and large, has looked traditional retirement in the eye and seen it for what it is: an outdated concept that no longer fits.

My book The New Retirementality: The Definitive Guide to Becoming a Successful Financial Planner (Dearborn Trade, 2002), offers a succinct history of how the idea of retirement got its start and how it established a foothold in American culture. The idea was invented in the late 1880s by German Chancellor Otto von Bismarck. At that time, the average male lived to age 46 and the retirement age was set at 70. Bismarck’s social insurance program was intended to serve as disability insurance. The idea was imported to the United States by Franklin Roosevelt’s administration in 1935 as a way to put young men to work during the Depression. It was an appropriate idea in an industrial society where age had a significant bearing on output. Also motivating FDR was the rise in power of both Mussolini and Hitler, which had been buoyed by similar employment struggles in Italy and Germany. In 1935, when the average male lived to the age of 63, the retirement age was set at 65; in 1937, it was lowered to 62.

The genesis of the traditional retirement model makes it clear that the retirement journey was designed to last for two to three years, not for 20 to 30 years. If a person expected to live only to the age of 63 and retire at age 62, it might make sense to fully indulge in a life of leisure and rest. But such full-time pursuits make no sense at all when one is faced with 20 to 30 years of retirement living. Society is struggling for a new term to describe this period of life because it senses that the traditional concept is no longer relevant or valid.

How much longer, then, can the retirement-savings industry continue to approach clients with the same plans and approaches? “Because it is inevitable that the vision of retirement will continue to undergo a metamorphosis, some would argue that it behooves today’s planners to adopt an entirely fresh approach to retirement planning, to reinvent retirement planning itself,” wrote Jacqueline Quinn in her article “The Metamorphosis of Retirement” ( Journal of Financial Planning, April 2001). “Out are the old parameters of solely planning for a client’s retirement, bearing in mind life-expectancy increases. It is a much broader picture of retirement planning, the dimensions of which not only encompass the finances of retirement but also the dimensions of the client’s lifestyle (with its myriad nonfinancial issues). Planners are now helping clients plan not only for retirement but for how they are going to live in retirement.”




Financing the Rewired Life 

If your retirement planning process is simply about ensuring your client “has X dollars at X age,” you’re still hammering horseshoes on the anvil. That conversation does nothing more than prepare clients for the artificial finish line. Life does not end or begin at age 62. Many clients are working in second-choice careers with the hope that they can put away enough money to do the work they really want to do at age 62. These people apparently believe that life begins at age 62. Others are preparing only in fiscal terms for retirement from work at age 62 and making no preparations for their time, knowledge, and energies beyond that point. These people are grossly underprepared for life beyond age 62. The retirement-planning process can and must adapt to this new reality: today’s retiree has a lot of life left to be lived. Let us begin using processes and services that better attend to this reality.

Michael Stein, author of The Prosperous Retirement: Guide to the New Reality (Emstco, 1998), suggests that “retirement is a time in life when an individual shifts from earning a living for the sake of economics to contributing to society with the goal of self-realization in mind.” Retirement for baby boomers will become a classic animation of psychologist  and educator Abraham Maslow’s hierarchy of needs as people move their minds and money up the pyramid toward self-actualization. Tomorrow’s planners will find themselves engaging in conversation with two types of self-aware clients:1. Those who want meaning and balance in their life and can afford to retire
2. Those who want meaning and balance in their life but cannot afford to retire


Just because those in the first category can afford to fully retire does not mean that they should do so if they’re interested in pursuing meaning and achieving balance in their lives. For many people who have the means to retire, part-time engagement in work that challenges and energizes them is the key to a happy retirement. Those who cannot afford retirement will need help exploring a work-life combination that will allow them to find the meaning and balance they desire, while providing the necessary income for the lifestyle they want.

The conversation clearly needs to move from calculating how much money our clients will need to reach the artificial finish line to defining the kind of life they hope to live once they reach that line. Even better is the conversation that helps clients remove the artificial finish line altogether and starts the work of transitioning to a life that will enable them to pursue interests they love—at a pace they can live with. Tomorrow’s retiree will have little interest in being “finished.”

For the conversation to move past the pot-of-gold mentality, clients must be made aware of the differences between yesterday’s retirement model and today’s. The conversation between the adviser and client needs to explore the realm of self-actualization, which is how the majority of prospective retirees are beginning to view the retirement--a time to rediscover themselves. This redefinition of retirement is not restricted to the 60-plus crowd. Self-actualization seems to be the driving force behind the baby boomers--and the hub for the career choices of the Generation Xers.

The redefinition of retirement raises a number of issues for advisers to discuss with clients. Consider the following:•  A trend has been established for retirees to live long and active lives. How long should we plan on your living? How active do you want to be, and what costs are attached to those activities?
•  Many people are separating their retirements into many phases—reeducation, entrepreneurial pursuits, charitable giving, adventure trips, etc. What phases do you foresee for yourself, and what financial arrangements will be necessary to make these phases possible?
•  Do you see the cost of your retirement lifestyle being the same as, less than, or more than what it is today? What adjustments need to be made?
•  Will part-time work be one of your income sources in your retirement years?
•  To accomplish your goals in your retirement years, you will need tax and estate planning and insurance to protect your plans. Are you aware of how to attain these various services?



Ross Levin, CFP, of Accredited Investors in Edina, Minn., tells a retirement transition story that fits quite well with the model of self-actualization as the target, rather than merely accumulating a set amount of money by a certain age. He tells of a 53-year-old client who sold his business but had concerns about his investment assets being enough to support his lifestyle. A dialogue with Levin led this client to take a position in the public service sector, which was something he had always wanted to do, rather than go back to work in the same industry. Despite the cut in salary, he is in the black--in terms of both income and self-actualization. How many advisers faced with this challenge would have done little more than tell the man how many years he would have to work to reach his retirement-income goal?

This client is entering phase one of what may be a 40-year retirement journey. It is vital that he work with an adviser who understands that model of retirement living and offers as many options for self-actualization as possible. The goal is more than monetary. Tomorrow’s clients will measure their progress as much by what they contribute as by what they keep.

Advisers who want to stay in step with the times must allow clients to come to their own definition of retirement. In the late 1960s, labor economist Seymour Wolfbein wrote that people of the baby boom generation would have at least five distinct careers—not jobs, but careers. Wolfbein prognosticated a time of retraining and reinvention and placed no upper limit on when or where that training would end.1 Wolfbein’s crystal ball was crystal clear regarding the rewiring boom. The years previously set aside for reclining will now be used for redefining.

Consider the popular Silicon Valley myth that all the Internet start-ups were the inventions of 22-year-old Stanford Business School students. “The pervasive image is of a startup founder straight out of business school or still living in a college dorm,” wrote Ian Greenberg in the June 12, 2000, issue of Industry Standard. “Only nine percent of those who have founded Internet firms are 29 or younger. People in their 40s and 50s make up nearly half of all startup founders.” Add to this the founders who were older than 60 and the percentage of founders ages 40 to 60-plus  goes to 58 percent. Gray hair equals greater gray matter. Make no mistake about it.

As much as this generation of baby boomers demands challenges, they crave balance between work and relationships. It is the convergence of self-actualization and the realization of what truly makes for happiness that has forced the razing of traditional retirement models and redefined this phase of life in more personal terms. Advisers who understand this and begin the redefinition dialogue with their clients will find themselves connecting with clients in a new and dynamic way. Looks as if it’s time to leave the anvil behind and begin studying the quantum mechanics of the refiring or rewiring engine that will drive this society for the next 30 years.




The New Retirementality 

“How dull it is to pause, to make an end, to rust unburnished, not to shine in use, as though to breathe were life,” wrote the English poet Alfred, Lord Tennyson. It’s a sentiment that many nearing retirement now espouse. On a recent plane ride, a businessman in his late 70s told me why he doesn’t buy into the American dream of leisure-class retirement living. Every year he goes to Florida to visit his affluent peers who have long been retired. Here’s the drill they go through every day: They get together and have breakfast and converse through the morning. At about 11:00, they start checking their watches because at 11:30 they can have their first cocktail. After a couple of drinks, it’s on to lunch. After lunch it’s on to someone’s boat and more cocktails. Then it’s home for a nap, a new round of cocktails, and dinner. When he brings up the subject of productive work, they all talk about how great it is not to have to go to work anymore. After each visit he is reminded of how grateful he is to have meaningful work at this stage in life. He is so happy that his phone is still ringing. With each phone call, he is energized and feels like he still has something of value to offer.

Who has the vision of retirement that’s most indicative of what the future holds? The affluent leisure class? Or the businessman in his late 70s whose phone is still ringing? My guess is that the vision of retirement with the phone ringing will replace the vision of a 20-year cocktail party. Granted, not all retirements are soaking in libation and boredom, but the retirement focused on nothing but leisure pursuits is losing its allure with a new generation approaching retirement.

Retirement was invented in an age in which physical labor was the norm and when a 62-year-old felt old because of prolonged physical strain. This image contrasts sharply with today’s retirees, who primarily trade in intellectual capital and experience and are quite likely feeling in their prime at the age of 62.

Yet the traditional model of retirement is still touted in our society as if nothing has changed. Closer inspection of the thinking that undergirds the perpetuation of traditional retirement reveals what a cultural anachronism this thinking really is and exposes the myths that perpetuate it.

Although quickly eroding and no longer relevant to modern retirement, some of what I call “the great retire-myths” continue to influence our culture:1. The age of 65 is old.
2. Being retired means you no longer work.
3. You have to be 62 to do what you really want to do.
4. Retirement is exclusively an economic event.
5. A life of ease is the ultimate retirement goal.
6. I can do my own retirement planning.



Myth No. 1: Age 65 Is Old 

“How old would you be if you didn’t know how old you were?” asked Satchel Paige, the oldest man to play major league baseball. Old isn’t what it used to be. When the age for retirement was originally set, most people didn’t even make it to that age. Now, they are living 20 to 30 years past the retirement age. The age of 65 in the 21st century has little resemblance to the age of 65 in, say, 1970. Most people today are not “old” at 65. They may or may not have slowed down. A renowned expert in gerontological studies informed me that the physical composition and health at the cellular level of today’s 65-year-old is almost identical to a 45-year-old’s in 1975.

Thirty years ago you didn’t see many men in their 70s jumping out of airplanes or flying into outer space. The behavior of such super-septuagenarians may well serve as portents of the active lifestyles of seniors in the future. After a talk I gave on this topic, a 66-year-old man recently lamented to me, “I can’t even get a senior discount at my favorite ski resort anymore because there are so many people my age filling the lifts. You now have to be 80 to get the senior discount!” Look for this trend to continue.

So how old is old? The answer to that question is as individual as the person answering it. We know that the marker for old is no longer 65. A 2003 survey by AARP revealed that most seniors now feel that the marker for old is at 78 years.


Myth No. 2: Being Retired Means You No Longer Work 

The disconnect between retirement and work is disappearing. The retirement of the future will no longer call for a cold-turkey abstinence from work. In a study of baby boomers and retirement by the market research  and consulting company Roper Starch, 85 percent of baby boomers stated that they wanted to “die with their boots on.” They want to wear out—not rust out. No, they may not want the same hours or a megalomaniac boss, but they like and want work to some degree. They want to do what they want to do, as much or as little as they choose. Work makes them feel relevant, needed, and connected. They have observed the retirement of a generation earlier and know what they want and don’t want. They’ve met the retired lawyer who now heads condo-association warfare meetings who says, “I went from being in Who’s Who to ‘Who’s he?’ ” This generation is not interested in entering a race toward irrelevance. The majority of this crowd has no desire for a retirement in the sunset or a rocking chair.

The new retirement will be defined by degrees and phases instead of a work/retirement divide. Retirees will decide how much, where, and when they want to work. Some will work because they want to and others because they need to. Those who work because they need to may find it’s a blessing in disguise that helps to ward off boredom, loss of mental acuity, aimlessness, and endless reruns of Wheel of Fortune on television.

Many corporations are looking at adopting phased retirement programs, by which they can stem the brain drain when valuable and experienced employees exit while negotiating lower-cost consulting arrangements that do not include benefits. For some retirees, this will mean working part-time; for others, it will mean entering and exiting the job market as they wish. The two extremes of the old retirement model—all work or no work—are simply relics of the past. We need to explore the manifold possibilities for work at any age.


Myth No. 3: You Have to Be 62 to Do What You Really Want to Do 

“Most men have jobs that are too small for their spirits,” wrote Studs Terkel, an author and radio broadcast personality. Indeed, millions of people are sacrificing the present in the hopes of following their heart at 62. Too many Americans go to work each day and leave their hearts in the glove box as they park their cars and head to their cubicles. Many who want to pursue a passion or dust off an old dream see retirement at 62 as their only hope. Many desire freedom from the drudgery of draining and stressful toils and long to move to the avocational pursuits they had previously entertained only as daydreams. Today, for the sake of burned-out clients, the financial-services industry urgently needs to explore approaches that help clients integrate their assets and income with their passions and life—without having to wait until they’re 62.

Is life about making money, or is money about making a life? A tacit but pervasive theme in our society is that we should always choose the  path with the biggest bucks and squelch all internal objections to this approach. Consequently, many people put their soul’s work on the back burner while they travel a career path with the most money. Why? So they can someday have enough money (hopefully at retirement) to do what they really wanted to do in the first place.

This flawed philosophy of putting first things second in our career and life is the reason why so many people today are motivated to retire. They have chosen to mortgage their time in order to make enough money to someday make a life. By using the innovative approaches of financial life planning, you can help clients make the transition—at any age—to what they want to do with their life. All your clients have to decide is what they want to be when they grow up.


Myth No. 4: Retirement Is Exclusively an Economic Event 

When we use the term “retirement preparation,” we think of financial preparation, of course. We have been conditioned to think of retirement planning myopically and through a material lens, one that ignores all the other aspects of necessary preparation such as domestic, social, intellectual challenge, and the optimal use of time. As one retired executive put it, “What do you want me to do now? Sit around and hug my bank account all day?”

Ask the spouses of recent retirees whether they wish they had paid a little more attention to more holistic retirement preparation. It brings to mind the woman who said to her recently retired and restless husband, “I married you for better or for worse, but not for lunch. Now, get out of the house!” My mother-in-law made her retiring husband sign a “preretirement agreement”--sort of a “prenuptial meets retirement.” What was her take on the situation? “I’ve been the CEO of this home for more than 35 years. I don’t need any help now organizing the closets.”

I’ve created an exercise called “the ideal week in retirement,” designed to help financial advisers assist retirees in figuring out what they will do with their time--a reliable indicator of what they will do with their money. It’s common for the client to say, “I’m going to play golf every day.” OK, then tell the client to fill in his tee times. Now, what is he going to do the rest of the time? That is retirement planning.

The idea that retirement is simply an economic cliff for which we must have a parachute ready at age 62 has been the primary motivational message the financial-planning industry has offered for the last 40 years. The problem is that many people are preparing a golden nest egg that will be placed in a dying tree. The nest egg is their retirement savings and the dying tree is their retirement life. Retirement is a life event, not an economic event. The time has come to cease treating retirement exclusively as an economic event. We need to develop a more holistic approach that integrates an individual’s aspirations, life stage, familial responsibilities, health issues, and concerns about money.

FIGURE 4.1 The Ideal Week in Retirement

Source : © 2001 Mitch Anthony
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In the wheel of life, money is but one spoke. It’s not the wheel and it’s not the hub. People today want to talk to advisers who can engage in dialogues beyond, “How much do you have, and how much will you need?”


Myth No. 5: A Life of Ease Is the Ultimate Retirement Goal 

William Shakespeare once said, “If all I have is holiday and sport, then soon my holiday and sport become toil.” Once again, the bard’s wisdom stands the test of time. According to modern research, a life of total ease is one step from a life of disease. The reason so many retirees are ill at ease is because without the contrast and paradox of meaningful labor and pursuits, leisure loses its meaning. As one recent retiree at the golf course informed me, “Without work, golf has become my work. I get a triple bogey on the first hole and it ruins my day.” First you become bored and then you become boring. Fishing and golfing may be great fun, but recreation makes a poor full-time occupation for 25 years.

The New Retirementality debunks the myth of fulfilling full-time leisure as pictured in the retirement brochures. Many of us find meaning and purpose in our work and a needed catharsis in our leisure. It’s difficult to enjoy the one without the other. The combination is a necessary paradox in our lives. Not surprising, then, that more than one-third of male retirees go back to some form of work within one year of retirement, and more than two-thirds take full-time jobs.

The age-worn and outdated model of life is based on bingeing. We binge on education in the first phase of life until many of us are so tired of learning that we replace it with entertainment. We binge on work in the second phase of life until we never want to work again and then try to fill the void that’s left in the final phase of life by bingeing on leisure in retirement. Then we find that the leisure binge leaves us unsatisfied and unsettled.

A more enlightened approach to life seeks to integrate a balance of learning, work, and leisure into our everyday living instead of forsaking one binge for another. Isn’t it time to start designing our lives along these lines? Many retirees are doing just that as university towns become popular destinations for the 60-plus crowd. The majority of retirees are discovering the ameliorating aspects of work (paid and unpaid), such as adding social value and challenging their intellectual faculties.


Myth No. 6: I Can Do My Own Retirement Planning 

The proliferation of the self-directed 401(k) and the advent of online trading have led many people to believe that they don’t need any help in planning their financial future. The market correction did much to dispel this myth, but there is still work to be done. Going this alone is akin to saying, “Because I can buy my own vitamins and pills, I don’t need a doctor.” Would-be financial healers must ask themselves some tough questions: Am I buying the right vitamins and pills for my particular situation? When is the last time I had a checkup? Or would I rather not have one and pretend instead I’m not at risk?

When it comes to dealing with the health of our wealth, many people fall into easy denial. The self-care phenomenon in health care is a good thing—as long as we do not begin believing that we know all there is to know about doctoring. Just as there is a time and a place for a health expert, there is also a time and a place in our lives for a wealth expert, adviser, or money coach. The time has come for financial professionals to feel the pulse of this generation and radically overhaul their retirement discussions with clients.

 

 

THE FINANCIAL PLANNER who is in touch with changing ideas about retirement can begin to take a new tack by initiating a discussion that’s no longer based on rusted-out, industrial-age ideals. The most important facet in the retirement discussion today is what it will take to make each individual feel fulfilled and useful.

We’re facing a radically different world in which being retired means anything but being “out of it.” The time has come for financial professionals to begin a new retirement dialogue—one that doesn’t begin and end with the kind of assets a client needs for retirement but instead focuses on the kind of life the client wants. The old discussion around retirement was about dying rich—the new discussion is about living rich. For some 70-something clients, living rich means that the telephone is still ringing.

 

 

Chapter Notes

1   Stephen Kindel and Raymond Goydon, The Reggies Are Coming (Fourth Wall, 2000).




 PART TWO

ASSESSING THE RISKS

The changing retirement perspective requires us to address the inherent risks, reevaluating our current skills and tools, as well as client needs, circumstances, and psychology, so that we can be more effective in our planning. These chapters review the approaches to retirement-income analysis, including Monte Carlo, stochastic modeling and discuss the psychological barriers to facing the issues that must be addressed in the planning process. Creative challenges to old and new ways of analyzing client risks abound here.

 

Mathew Greenwald

Matt integrates his academic background, extensive involvement in research, and practical experience to bring to the reader clear, concise concepts on difficult psychological issues immediately applicable to daily practice. Drawing from Peter Bernstein’s Against the Gods: The Remarkable Story of Risk, Pascal’s wager, and “central tendency” theory, for example, Matt relates the lessons  to retirement planning and the necessity to consider not only the likelihood of living well past normal life expectancy or experiencing high inflation or a market downturn but also the consequences of each. As with many of the chapters in this volume, his advice confirms the guidance of other contributors—for example, MacGregor and Curtis on stress testing, Milevsky and Saltzman on the misperception of mortality, and Chen on longevity risk.

 

Jim C. Otar

Today, our professional literature focuses on what is generally considered the two anchors to good planning—technical (for example, MPT, Monte Carlo analysis) and psychological (for example, behavioral, life planning). Unfortunately, as Jim points out, although we know the important role luck plays in retirement planning, we avoid talking about it because we don’t know how to deal with it. In this thought-provoking chapter, Jim fills our educational void. Presenting a form of attribution analysis, he demonstrates that the influence of asset allocation, asset selection, and management costs often pales in comparison to the influence of luck. He expands this insight by bifurcating the impact of luck across portfolios subject to varying withdrawal rates. Jim is an active practitioner, and he does not simply leave us with food for thought. He continues with a discussion of distribution strategies and the relationship between individual and pooled distribution strategies, concluding—as do several other contributors—that immediate annuities will play an important role in managing retirement portfolios. Jim concludes with a simple but elegant analytical process for calculating the minimum amount of annuity required to eliminate the probability of premature portfolio depletion.

 

Cynthia Saltzman

True to her academic roots—she is a professor of economics at Widener University—Cynthia has, not surprisingly, packed her chapter full of formulae and tables, but don’t let the academic rigor deter you. There is a plethora of items immediately applicable to a practitioner’s daily job. For example, theory may suggest that someone with his head in the fridge and his rear in the oven may, on average, be comfortable, but Cynthia reminds us that although life expectancy for a 65-year-old man is about 16½ years, as planners, we need to consider that approximately 15 percent of this group will reach age 90. Recognizing that when evaluating longevity risk, the number of years in retirement cannot be known with certainty, she guides the reader in a discussion of how to model mortality probabilities into the analysis. In this manner, the financial planner can present an assessment of the risk associated with a particular distribution  plan, at a defined point in time, for a specific individual with a given degree of risk aversion.

 

Robert D. Curtis

Full disclosure: Not only have we served as consultants for Bob’s company, PIE Technologies, for almost a decade, but he and his partner, Karla Curtis, have become close friends. We know him well and, as a result, have had ample opportunity to conclude that he’s one of the most thoughtful, knowledgeable, and creative professionals in the financial-planning software industry. Bob’s chapter takes on the almost mystically revered tool, “Monte Carlo.” It’s not that he doesn’t believe in the technology (he does; it’s incorporated in his software, MoneyGuidePro). He simply cautions that the situation is never as simple as the software might make it look or as the software designer would like it to be. Good software can make it easier to do complex things, but it can’t magically transform the complex into the simple. Within these limitations, Bob discusses both the pros and cons of Monte Carlo analysis and helps advisers properly frame its use in practice. In what is good news to those of us who believe our personal value transcends technology, he concludes that “financial-planning programs, with tools like stress testing and Monte Carlo, can help you accomplish this task, but none can replace your own informed judgment. And when it comes to illustrating important concepts to clients, understandable trumps sophisticated every time.”

 

April K. Caudill

When April agreed to participate in this project, she asked to take on the subject of required minimum distributions. Given that the Internal Revenue Service can generally determine—as a result of today’s reporting requirements—whether a taxpayer should be reporting a minimum distribution and that the penalty for noncompliance is 50 percent of the amount that should have been taken, the importance of the subject needs no emphasis. Still, we know it’s a difficult topic. Many practitioners consider the subject unrelievably boring, some too complex, and others too obvious (they already know all that stuff). Undaunted, April has delivered a chapter that will be invaluable to anyone providing advice for clients facing RMDs. Chockful of practical and pertinent advice including issues related to qualified domestic relations orders (QDROs) and multiple and inherited IRAs, it’s a chapter that can teach you a great deal—and your clients will be better served as a result.




 CHAPTER 5

Psychological Impediments to Retirement-Income Planning

MATHEW GREENWALD

 

 

 

 

Many people, especially the affluent, start to look forward to the rewards of retirement as they reach their 50s and 60s. A relatively small proportion of affluent people want to work as long as possible. Those who plan to work well into old age do not have to save as much for retirement because the number of years they’ll rely solely on their savings and investments for support will be relatively few, even if they live to a very old age. But the overwhelming majority of affluent people who want to retire by their mid-60s, with generally plenty of life expectancy left, will, in most cases, place quite a strain on their retirement savings. Their accumulations will often have to last—and be subject to inflation—for a long time.

I’ve conducted a great number of extensive interviews with affluent retirees and preretirees. The retirement most of them seek is very expensive. They want to maintain or even enhance the comfortable lifestyle they enjoyed before retirement. Enhancements include extensive travel, second homes, gifts to children, and expensive interests and hobbies. One retired person put it this way, “When I was working, I could not spend that much money; I was trapped in my office all day. Now that I’m retired, I have plenty of time to spend money.” Of course, most affluent people want to take no risk of ending their lives in deprivation. And they want to avoid going into a nursing home if they need assistance, preferring to get personal care at home, which can be very expensive.

The affluent tend to live longer than average and will therefore have a longer retirement period. Given the high hopes and dreams this group  has for its retirement, it’s interesting that so many of its members have not thought through how much money they need to accumulate for retirement, or what their asset allocation should be after they retire. There’s little danger that the affluent will not have enough assets for basic survival during the retirement period, because almost by definition they will. Even so, many have not accumulated enough to meet the lifestyle objectives they consider important.

The experience a wealthy banker shared with me illustrates this well. In 2001, I met with a senior officer of a major bank, who was obviously well compensated. He told me about a conversation he had with his wife the night before. She told him she was tired of losing money in the stock market and had decided to stop contributing to her 403(b) plan. (This was during a long bear market.) The banker noted that they had retirement savings of $1 million, and the wife told him that $1 million seemed enough to her. The banker suggested that once they retired, they could live on 6 percent of their assets the first year and maintain that level of purchasing power throughout their retirement. (Many financial planners believe that a 6 percent withdrawal rate, adjusted for inflation, is overly risky.) One million dollars of accumulation, the banker said, would allow them to live on $60,000 dollars a year of purchasing power, plus Social Security benefits. The wife expressed grave disappointment with that amount, so the banker suggested an accumulation target of $2 million. Again, the wife expressed displeasure with a lifestyle of $120,000 a year plus Social Security. The banker and his wife decided that evening to set a new accumulation target of $3 million by retirement. But, remember, the wife was initially satisfied with $1 million. Both the banker and his wife are very healthy and, if each retains that level of health to age 65, there is a 25 percent chance that one of them will live to age 97. The banker is planning on a lifestyle that costs $180,000 a year in current dollars and that will go up with inflation. His accumulation plan bears a significant risk of not being able to maintain the lifestyle that he and his wife want.

Of course, the banker and his wife are not alone in not thinking through issues of retirement financing and in not establishing a goal for accumulation that fits the lifestyle they want. Nor are they alone in their failure to understand the realities of managing money over the course of a retirement likely to last 25 to 40 years. A number of surveys that Mathew Greenwald & Associates has worked on—including the Retirement Confidence Survey done with the Employee Benefit Research Institute, the OppenheimerFunds’ Investing for Retirement Survey, and MetLife’s Retirement Income Decision Survey—reveal that strong majorities of the affluent do not (1) formulate goals for the level of assets they need by the time  they retire, (2) change their asset allocation when they retire to meet their new needs and situation, (3) understand how much income can safely be derived from specific levels of assets, (4) spend a sufficient amount of time planning so they can make their assets last to the end of their lives.

Considering the goals people have for retirement, the extent to which they look forward to it, the relative ease of setting up reasonable accumulation goals and reasonable distribution strategies, why do so many people do such a poor job of planning? This is an important question because financial advisers require an understanding of the obstacles to proper retirement-income planning if they wish to help their clients establish effective accumulation goals and retirement-management plans. My firm’s research has uncovered psychological impediments to proper planning for the management of assets and spending in retirement, fallacious thinking about financial management in retirement, and misperceptions about the realities of retirement living. To the extent that financial advisers can anticipate and address these problems, they will be more effective in helping their clients design financial plans with the greatest likelihood of meeting their financial goals.




The Risks of Retirement 

Although the affluent most often state that they want to take zero risk of ending their lives in deprivation, most retirees expose themselves to very high levels of risk. Indeed, it’s interesting to compare the degree to which people protect themselves against risk while they’re working and then self-insure against risk when they’re retired and much less able to cope with an adverse event.

During their working years, most affluent people•  buy life insurance to protect themselves financially against the uncertain timing of death
•  acquire disability insurance to protect themselves financially against the risk of becoming disabled
•  have the option to stay invested and wait out a bear market and protect themselves against market volatility
•  are protected against inflation by the tendency of employers to grant larger raises during times of inflation to protect their employees’ purchasing power
•  have employer-provided health insurance to protect against major health care costs



After retiring, most affluent people•  do not protect themselves financially against the uncertain timing  of death by buying a life annuity (for retirees, the key financial risk is not premature death but living beyond normal life expectancy)
•  do not protect themselves financially against the risk of disability by buying long-term care insurance
•  cannot wait out a bear market and do not protect themselves against market volatility by buying principal-protected products
•  are not protected against inflation
•  are more exposed to health care costs than those covered by employer-based plans



Thus, many affluent retired people are highly exposed to finance-related risks that can cause them major financial loss and lifestyle declines. But why do so many affluent people subject themselves at retirement to risks that they can clearly protect themselves against, and why do they self-insure at a point—retirement—at which they are least able to withstand an adverse situation? The main reason appears to be a willingness to risk falling into financial insecurity in old age (age 85 and over) and a related view that financial resources are less important at that time. Another factor is loss aversion. Behavioral economists have found that people fear losing more than they enjoy winning. Protecting against the risks inherent in old age leads to the risk of losing. One could buy long-term care insurance and not need nursing care, therefore losing the “bet” with the insurance company. One could buy a life annuity and not outlive life expectancy.

But the reality is that having financial resources in advanced old age can be of critical importance. Financial advisers seeking to help their clients develop effective plans should understand why many people cannot and do not prepare properly for financial security for their later years, because this understanding is a useful first step to helping these clients devise effective strategies to maintain the financial security they really do need.




Failing to Plan Effectively for Old Age 

Extensive research conducted by Mathew Greenwald & Associates has found a number of reasons why so many people do not plan effectively to maintain their financial security for old age. Perhaps the most difficult to address are the psychological impediments to thinking clearly about financial security in old age. About half of the population lives past life expectancy, by definition, because life expectancy is an average. People retiring at age 65 can expect to live into their early 80s. If a man is healthy at age 65, he has a 25 percent chance of living past age 92; a  healthy 65-year-old woman has a 25 percent chance of living past 94. Is it reasonable for people to plan for the possibility to live into the 75th percentile? It may seem so. But a 65-year-old man looking 27 years into the future knows there is a good possibility he will be dead in 27 years, or he may be infirm and unable to enjoy any lifestyle. It’s unclear what the dollar will be worth in 27 years, and this uncertainty causes anxiety in many—and denial. These uncertainties prevent many from thinking clearly about their financial needs in old age.


The Central Tendency 

Related to this problem is the difficulty people have in computing the mathematics of deferring immediate gratification for a possible benefit a quarter century or more from now. How much should one receive in 27 years for investing $1,000 now? It’s hard for most to know what is a good deal and what is a poor deal.

Because of the uncertainties of reaching and being able to enjoy old age, many put a premium on the early years of retirement. They prefer to spend at a stage when they’re more likely to be alive and able to enjoy their assets. Many are able to defer gratification enough while working to accumulate a large amount of money for retirement. But when they reach retirement age, they begin to place a strong premium on the here and now. This does not mean that retired people are unconcerned about their future; nor does it mean they’re not concerned about running out of money. There is certainly a fear about outliving financial resources. The degree of concern, however, is insufficient to allow retirees to focus on the issue and come up with the most effective financial plan for guaranteeing a sufficient flow of income no matter how long they live.

Related to this problem is a tendency for people to plan for the average, also referred to as the “central tendency.” For example, people will expect their investments to return 6 percent or 7 percent each year, if that is the average return for that type of investment. Although 6-7 percent may be the average, returns that similar never occur year after year. And sequence matters. If the market goes down by 25 percent in the first year of retirement, it can make a tremendous difference, even in a portfolio whose returns wind up averaging 6-7 percent. The average life expectancy for a 65-year-old man may be age 83, but only about 4 percent of 65-year-old men actually die at age 83.

Peter Bernstein, whose book Against the Gods: The Remarkable Story of Risk (Wiley, 1996) addresses how people learn to deal with risk, relates the 16th-century French mathematician Pascal’s analysis of dealing with risk. Pascal wrote about how a man might live his life if he imagined that a coin would be flipped at the end of life to determine whether or not God  existed: in other words, a 50-50 chance of Judgment Day. A man could live his life as if there is a God and choose not to sin if given the opportunity. If at death the coin is flipped and it turns out there is no God, one might say that the man who forswore the pleasures of sin made a mistake. He would have passed up an opportunity that would have had no negative repercussions. However, the mistake would not be a major one because a life without sin can be good and meaningful.

One could also choose to live life as if there is no God, in which case a person presented with an opportunity to sin might do so. But at the end of life, Pascal wrote, if there is a God, the sinner would spend eternity in damnation: the price was high.

Pascal’s point was that the consequences of a choice are as important, or even more important, as the odds of something happening. If the odds of the existence of God are 50 percent, or even 10 percent, one must still weigh the consequences of not following God’s law.

Applying this logic to retirement, it may be useful for people to consider not only the chances—however slim—of reaching age 92 or 95, but also the consequences of reaching that age without sufficient financial resources. If the consequences of needing to ask children for money, for example, are considered severe, then these consequences must be considered as well as the likelihood of reaching age 92. It’s worthwhile, therefore, for retirees to consider not only the likelihood of living well past normal life expectancy or experiencing high inflation or a market downturn but also the consequences of each.


Misperceptions 

Research by Mathew Greenwald & Associates has revealed three common misperceptions pertaining to retirement. First, people tend to underestimate their life expectancy. The reason for this is systematic. Although many people base their assumptions about life expectancy on family history, which is an effective method, they tend to overlook continued advances in medical treatment. For example, a woman may say that she expects to live to age 80 because her grandmother lived to age 80. This is reasonable, except to the degree that the woman, who may have been born in 1955, can expect to live longer than the grandmother who may have been born in 1905.

A second common misperception is the belief that people can maintain their lifestyles by spending roughly the same amount of money each year. My company recently conducted some research for MetLife that asked retirees if they thought they could maintain their lifestyles for the rest of their lives; most said yes. Then we asked what would happen if the cost of living went up by 30 percent in the next nine years. Most respondents  said that if that happened, they would have to cut back significantly on their lifestyles. However, if inflation averages just 3 percent per year, the cost of living will go up by 30 percent in nine years. Therefore, most of these people should expect some likelihood of having to cut back on their lifestyle. Most people underestimate the corrosive long-term impact of inflation. But most will be exposed to inflation for a long time while they’re retired. What’s more, the cost of health care, one of the key expenses for retirees, has been going up considerably faster than other costs. The extra years of life that people are enjoying are very expensive because they occur long after the point of retirement, at a time when inflation has often injured the value of the original accumulation for retirement.

The third misperception about retirement is that the need for money declines with age. Our research has found that many people say they will not mind diminished assets in older age because they will be too old to travel and will need less money. However, many people need more money when they get older for health care or because they cannot care for themselves and need assistance—whether it be an assisted living facility or other special housing or an aide to help them with some of the activities of daily living. Nursing homes, hardly inexpensive options, are an option that can be much less expensive than round-the-clock aides. But many affluent people are strongly opposed to going into a nursing home. They highly value being able to stay in their own home and community and being able to maintain the privacy and quality of care that are difficult to achieve in many nursing homes. For those in old age who need assistance—and it is likely that almost half of the population who reach age 65 will need some kind of long-term care before they die—the cost of living is very high, and having adequate financial resources to pay for quality care is extremely important for those who were affluent during most of their adulthood and accustomed to good service and care.




Helping the Next Generation to Retire 

The current generation of Americans age 85 and older is in very poor financial shape. Two-thirds have nonhousing assets worth less than $100,000, not much to live on when there are often a considerable number of years to live. Clearly, the members of this generation who lived into old age were very often unable to preserve their financial assets. The next generation to retire is much more likely to reach age 85. They have much higher lifestyle needs and much higher expectations about retirement. People who’ve been affluent during their working years most often wish to retain their expensive lifestyles after they retire. Of the next generation to retire, those who live longer than average face real risks of having their assets fall to a level  that will not support the lifestyles they desire. This includes the affluent as well as the nonaffluent. Only through careful planning can the members of the next generation to retire develop the discipline to maintain an investment portfolio that can ensure they have the assets to support their desired lifestyle through their entire lives.

Financial planners who seek to help this next generation of affluent people to retire must learn how to help them overcome the psychological impediments to planning for old age. Our research suggests that one way to accomplish this is to help people who are just beginning their retirement understand the value of having financial independence later in life. To many, old age is an undesirable time, a time of pain and decline, with little need for financial resources. It’s important, from a financial-planning perspective, for people to realize the importance of having the choices, independence, and feeling of security that sufficient assets bring.

Part of developing a financial plan is to have an accurate understanding of real life expectancy and the long-term corrosive impact of inflation. Financial advisers need to communicate this information to their clients. Finally, financial advisers must teach their clients about the most effective ways to deal with risk. The tendency to plan for the average result is dangerous, and retirees need to evaluate the consequences of some outliers and protect themselves against events that are unlikely but all too possible.




 CHAPTER 6

Lifelong Retirement Income How to Quantify and Eliminate Luck

JIM C. OTAR

 

 

 

 

Luck in investing is one of the most elusive factors to quantify. On the one hand, we strive to portray our fledgling financial-planning profession as a science. We talk about “scientific” studies 1 and research that conclude that “asset allocation accounts for more than 90 percent of the variation in a portfolio’s investment return.” On the other hand, when I open new accounts for clients, their parting words at the end of the meeting are invariably, “I hope we get lucky and our retirement savings last for as long as we both live!”

Most of us know the important role luck plays in retirement planning. We avoid talking about it because we don’t know how to deal with it. After all, how can we gain the respect of our clients if we use terms like “luck” or “kismet” to describe their financial future?

In this chapter, we’ll look at luck and all its aspects and how it plays havoc with retirement plans. We’ll expose some of the misconceptions in retirement planning and present crystal-clear solutions for planning lifetime income. But first we must define and quantify luck’s contribution to planning.




A Balancing Act: Assets and Cash Flow 

The mathematics of retirement is simply a matter of balancing retirement assets and retirement cash flow. Think of it as Hoover Dam, holding huge quantities of water (retirement assets) and releasing some of it as needed (cash flow). First, we need to figure out what affects the water level behind  the dam. Next, we need to consider what affects the water flow through the dam. Although the two issues are distinct, they are correlated: an unusually hot summer reduces the water level and concurrently increases the demand for water flow. Similar correlations exist in the dynamics of retirement portfolios.


Assets 

Several factors influence the future value of a retirement portfolio. Markets are made up of waves of four sizes. They are•  secular trends
•  cyclical trends
•  seasonality
•  random fluctuations



Secular trends. Secular trends are long-term market trends that can last as long as 20 years. They exert the greatest influence on market behavior.  FIGURE 6.1 depicts the secular equity market trends since 1900. Historically, secular sideways trends lasted between 12 and 20 years. Secular bull trends lasted between 8 and 18 years. Except for the 1929-1933 secular bear market, each secular bull trend was followed by a secular sideways trend.

Cyclical trends. These trends are the determinants of the secular trends (see FIGURE 6.2). They reflect economic activities that move in cycles.2 The expectation of the onset of a new phase in an economic cycle triggers trends in bond markets, equity markets, inflation, interest rates, and commodity prices.

FIGURE 6.1 Secular Trends

Source : Dow Jones & Company
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FIGURE 6.2 Cyclical Trends as Determinants of Secular Trends

Source : Dow Jones & Company

[image: 024]

If peaks of the current cycles are higher than the peaks of the previous cycles, they form a secular bull trend (1921-1929, 1949-1965, 1982- 1999). If they are about the same as the previous cycle, they form a secular sideways trend (1900-1921, 1936-1948, 1966-1982). If the troughs of the current cycles are lower than the troughs of the previous cycle, they create a secular bear trend (1929-1932). One of the most commonly known cyclical trends is the presidential election cycle.

Seasonal cycles. These recurring market movements, having a duration of one year, have no long-term influence on portfolio longevity. However, the strongest three months of the year for stocks are November, December, and January.3 Accordingly, if you’re withdrawing income annually, the best time to do so might be at the end of January, after the seasonal rise. Also, if you’re withdrawing income monthly and you want to take advantage of the day-of-the-month effect4 you might want to do so early in the month when, statistically, markets are slightly higher.

Random fluctuations. In addition to their secular, cyclical, and seasonal trends, markets fluctuate randomly. My analysis based on market  history indicates that portfolio longevity varies no more than 9 percent as a result of random fluctuations. The advisory business pays excessive attention to the randomness of markets. Secular or cyclical trends, investment strategies, portfolio- and risk-management strategies, and management costs each have far more influence on the longevity of a retirement portfolio than do random fluctuations.


Cash Flow 

Inflation compels a retiree to withdraw higher and higher amounts from his portfolio.5 Over time, inflation reduces a portfolio’s lifespan in two ways. Initially, it necessitates that more and more be withdrawn from investments to meet increasing expenses. To fight inflation, central banks occasionally increase short-term interest rates. The increase ultimately pushes down the share prices, which in turn reduces the value of your equity investments, at least temporarily. The net effect is that the investor ends up withdrawing increasingly larger amounts from his investments and must do so from a shrinking asset base.

The common wisdom is that stocks provide an inflation hedge. That is correct for long-term accumulation portfolios, but it’s not true for distribution portfolios. FIGURE 6.3 depicts the average market growth and inflation in each type of secular trend during the last century.6

In secular bull trends, the average annual inflation rate was 1.8 percent. The average annual growth rate of equities was 14.3 percent, which handily beats the inflation. In secular sideways trends, the average annual inflation rate was 5.2 percent, much higher than in secular bull trends. The average annual growth in equities was only 3.2 percent, which was far short of inflation.

FIGURE 6.3 Inflation in Secular Trends—1900 to 2000

Source : Otar & Associates
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Consider a retiree with an asset mix of 60 percent fixed income/40 percent equity, a 6 percent initial withdrawal rate, and a 2 percent dividend yield, retiring at the beginning of the market crash of 1929. His portfolio would have lasted 19.7 years. If he had retired in 1966, the beginning of a secular sideways market, his portfolio would have lasted only 16.7 years. Surprised? Here’s the reason for the difference: the high inflation rate (6.9 percent) between 1966 and 1982 would have forced the retiree to withdraw more and more income, eventually depleting his portfolio. Its effect was worse than the 1929-1932 market crash. Do not fall for the common wisdom’s faulty logic; equities do not necessarily provide an inflation hedge in a distribution portfolio.


Secular Trends and the Luck Factor 

The secular trends create the “luck factor,” which is a consequence of the time of entry into the retirement portfolio: if you’re lucky, the start of your retirement coincides with the start of a secular bull market. Here is an example that shows why: Sam, 65, is retiring this year. His retirement savings are $500,000. He needs to withdraw $30,000 annually until age 90, indexed to inflation. He holds in his portfolio 60 percent fixed-income securities and 40 percent equities. His equities perform the same as the Dow Jones Industrial Average (DJIA). His fixed-income investment is a bond ladder with an average maturity of five to seven years.7 Using the historical data, I can calculate his portfolio’s life span based on Sam’s having retired in any of the years since 1900. FIGURE 6.4 depicts the outcomes.

FIGURE 6.4 The Effect of Luck on the Longevity of Distribution Portfolios

Source : Dow Jones & Co/Otar & Associates
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The upper part of the graph shows the value of the DJIA over time. The lower part of the chart shows the portfolio’s longevity, depending on the year Sam retired. If Sam draws down his portfolio as in the example above—withdrawing $30,000 indexed to actual inflation until age 90—in 66 percent of the cases, he will have run out of money by age 90.

Each of the starting portfolios had the same asset allocation, the same asset selection, and the same management costs. The only variable was the timing of Sam’s retirement: if Sam was lucky enough to retire during the early years of any secular bull market, his portfolio would likely have been successful. If he retired at any other time, he would likely run out of money no matter what he did with his asset allocation. This is the luck factor.


Asset Allocation 

Asset allocation has much less influence on distribution portfolios than on accumulation portfolios. FIGURE 6.5 depicts the probability of depletion (the vertical scale) by the 25th year for different asset mixes (the horizontal scale). At lower initial withdrawal rates,8 typically 4 percent or less, the right asset allocation significantly reduces the probability of depletion

FIGURE 6.5 Effect of Asset Allocation on Distribution Portfolios

Source: Otar & Associates
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Client risk-assessment questionnaires do fulfill regulatory requirements and are used to establish asset allocations by formula. In reality, however, these asset-allocation decisions have negligible benefit, especially if the client’s withdrawal rate is more than 4 percent.

Let’s return to Sam as an example. Suppose Sam makes the wrong asset-allocation decision. Instead of the optimum asset mix, he invests all his money in equities. Using the same 6 percent withdrawal rate as before, what is the probability that he will run out of money by age 90? My calculation shows that the likelihood increases from 66 percent to 72 percent. This bad decision costs Sam an additional 6 percent in the probability of depletion. This illustrates that the contribution of luck (66 percent) is 11 times that of asset allocation (6 percent).


Asset Selection 

Suppose that instead of a “buy-and-forget” strategy, Sam follows his investments closely, with a disciplined system. He keeps only the best-performing equity funds in his portfolio. As a result, the equity side of his portfolio outperforms the DJIA by 4 percent each year.

The probability that Sam will run out of money by age 90 is reduced to 35 percent. His disciplined asset-selection system creates a 31 percent difference in the probability of his portfolio’s failure, calculated as 66 percent minus 35 percent. At 31 percent, asset selection as a contributing factor is about five times that of asset allocation (6 percent).

I’m not suggesting that one can necessarily outperform the index by 4 percent merely by paying more attention through skillful asset selection. I used 4 percent only as a possible upper limit for calculation purposes.


Management Cost 

Over the long term, the cost of portfolio management erodes some of the portfolio growth. Let’s assume that Sam’s equity mutual funds underperform the index by 2 percent because of management expenses. In that case, the probability of running out of money by age 90 is 77 percent. The contribution of the cost factor is 11 percent, calculated as 77 percent minus 66 percent. That’s about twice that of the asset-allocation factor.




The Successful Distribution Portfolio 

How do we define success for a distribution portfolio? That depends on the withdrawal rate. If the actual withdrawal rate is larger than the sustainable withdrawal rate, the portfolio may run out of money during the investor’s lifetime. In such cases, the prime objective of retirement planning is to minimize the probability of depletion. Therefore, we define  success as maximizing the portfolio’s probability of survival when withdrawals are larger than the sustainable withdrawal rate.

On the other hand, when the actual withdrawal rate is less than the sustainable withdrawal rate, then, by definition, all portfolios will survive. In such cases, maximizing portfolio growth becomes the prime objective, and success is defined as achieving the maximum growth rate. FIGURE 6.6  shows the contribution of each factor to the success of a distribution portfolio for different withdrawal rates during a 25-year time horizon.

The data in Figure 6.6 lead to some interesting observations.

Luck. The contribution of luck is lowest near the sustainable withdrawal rate. Once the withdrawal rate is greater than the sustainable withdrawal rate (near 4 percent for a 25-year time horizon), the luck factor increases substantially until it reaches 100 percent at the 12 percent withdrawal rate.

Asset selection. The contribution of asset selection is steady up to 6 percent withdrawal rate. After that, the higher the withdrawal rate, the less significant is the asset-selection factor.

Asset allocation. The contribution of asset allocation to the success of a portfolio peaks near the sustainable withdrawal rate. After that, the difference it makes declines sharply.

Management costs. The longer the portfolio survives, the larger the cumulative management costs over the life of the portfolio will be. Therefore, as the withdrawal rate exceeds the sustainable withdrawal rate, its contribution to the portfolio’s success declines.

FIGURE 6.6 Determinants of Success for Distribution Portfolios at Year 25

Source Otar & Associates

[image: 028]




Cyclical Trends 


Reverse Dollar-Cost Averaging 

The most significant damage cyclical trends do to portfolios is the reverse dollar-cost averaging (RDCA). Keep in mind that this happens if, and only if, regular periodic income is taken out of a portfolio, as is the case in a distribution portfolio. During a bear market, more shares must be sold to maintain the same income stream. Once they’re sold, even though markets may recover, the loss is permanent. In extreme cases, RDCA can cut the life of a portfolio in half.

Let’s look at an extreme case: Say you retire at the beginning of 1929 and your initial withdrawal rate is 6 percent. You have a choice to allocate your money (a) 100 percent to equities or (b) to a balanced portfolio of 60 percent fixed-income investments and 40 percent equities. Figure 6.6 tells us that at a 6 percent withdrawal rate, asset allocation contributes only 5 percent to your portfolio’s success. Because all other variables (luck, asset selection, management costs) are identical for this example, RDCA is the only remaining contributor to the portfolio’s success or failure.

If you choose to invest all your money in equities, your portfolio runs out of money in about nine years. If you choose the balanced portfolio, your portfolio lasts about 18 years, or twice as long. Although this 1929 example is the most extreme one since 1900, it highlights the potential impact of RDCA. Asset allocation may have a small impact on portfolio longevity when viewed from the perspective of secular markets, but it has a greater influence in cyclical trends.

The following steps will minimize the adverse effect of RDCA:•  Use a balanced portfolio. Avoid periodic withdrawals from the fluctuating part of your investments. Withdraw only from the cash balance or money market funds.
•  Avoid frequent rebalancing, which can cause significant damage to your portfolio. For withdrawal rates less than 6 percent, it’s generally better to rebalance every four years at the end of the presidential election year. Furthermore, rebalance only if the equity percentage deviates by more than 2 percent.




Optimum Asset Allocation 

The diagram in FIGURE 6.7 identifies the optimum asset mix of equity and fixed-income investments for distribution portfolios. I developed it by maximizing the success of the distribution portfolio for each withdrawal rate at different relative equity returns, that is, maximizing the probability of survival if withdrawals are larger than the sustainable withdrawal rate or maximizing portfolio growth if withdrawals are less than the sustainable withdrawal rate. If you use this methodology as a guide in asset allocation, you’ll minimize the effects of RDCA.

FIGURE 6.7 Optimum Asset Allocation in Distribution Portfolios (Equity/Fixed Income)

Source : Otar& Associates

[image: 029]

The vertical scale in Figure 6.7 indicates the initial withdrawal rate. The horizontal scale indicates the performance of equities in the portfolio relative to the DJIA. The box in which the two values intersect identifies the correct asset mix. For example, if the initial withdrawal rate is 3 percent and the equities in your portfolio perform the same as the DJIA, then the optimum asset mix is 40 percent equity and 60 percent fixed income as indicated by the arrows.


Sustainable Withdrawal Rates 

The sustainable withdrawal rate (SWR) is the maximum amount of money you can periodically withdraw from a distribution portfolio with no probability of depletion during your lifetime. The rate is expressed as a percentage of the total initial savings available at the start of retirement. For example, if you have $1 million at the beginning of your retirement and your SWR is 4 percent, then the most you can withdraw from your portfolio is $40,000 (4 percent of $1 million) during the first year of your  retirement and indexed to inflation each subsequent year. Based on historical data, if you keep your withdrawals at or below the SWR, your portfolio will likely outlast you.

One of the pitfalls in current practice is overemphasizing the dividends on total return. Statements such as “Over the long term, half of total return is from dividends” have no place in distribution portfolios. There are three reasons for this:•  The compounding of total return takes time. If a distribution portfolio depletes in 15 years, there is no compounding because you would not only be drawing down the capital but also cashing out all the dividends. In other words, the total return becomes significant only if you are lucky and catch a secular bull market, in which case your withdrawals are likely to be less than the portfolio’s growth.
•  Dividends compound only if they are present. In many academic studies, historical dividends are added to index returns for estimating a  future SWR. During the first 90 years of the past century, the average dividend yield was 4.5 percent. Since 1990, dividends have been decreasing, and they are now around 2 percent. They can go back to their historical levels only if markets lose more than half of their value while earnings remain the same, or if companies can double their dividends rapidly (or a combination of both). Until that happens, be conservative and use the prevailing dividend rates, not historical ones.
•  If you invest in mutual funds, it’s likely that the management costs will eat away most—if not all—of the dividends.



Another misconception is that it’s feasible to withdraw the SWR amount plus the dividend. That may be the case for the average portfolios in average times. But when we talk about the SWR, we anticipate worst-case situations. At these times, the added benefit of the dividend does not stay constant. For example, if you had retired in the beginning of 1929 and received $100 per month in income from dividends, by 1932 you would have received only $30 per month because by that time stocks had lost 85 percent of their value and the dividend yield of surviving stocks had only doubled from 3.5 percent to 7 percent. The shortfall of $70 per month (subject to indexation) must come from the capital, but most of that was lost too.

FIGURES 6.8 and 6.9 show the sustainable withdrawal rates for various retirement time horizons. Use the first table (Figure 6.8) if your equities perform the same as the DJIA. If the total return of your equities outperforms the index by 2 percent, use the second table9 (Figure 6.9).

These tables also include the optimum asset mix and the optimum rebalancing frequency information. The asset classes include Treasury inflation-protected securities (TIPS) because they provide an excellent inflation hedge for distribution portfolios. TIPS should be considered an integral part of distribution portfolios.

FIGURE 6.8 Sustainable Withdrawal Rate: Equities Perform Same as DJIA

Source: Otar & Associates
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Asset-Allocation Strategies 

All examples given in Figures 6.8 and 6.9 are based on strategic asset allocation. Followers of this strategy decide on a suitable asset mix of different asset classes (typically equity, bonds, and cash) and maintain that asset mix over time. Strategic asset allocation is the most popular investment strategy. However, there are other strategies, including age based, tactical, and trend following.

Age-based asset allocation. In this strategy, the amount allocated to equities is based on the client’s age. The model is based on the premise that as the retiree gets older, his or her portfolio should be more conservative. For example, the client might say, “In my portfolio, 105 minus my age is the percentage of equities.” A client at age 85 would allocate 20 percent of the portfolio to equities (105 minus 85). The problem with this strategy is that as clients get older, more of their assets are placed in fixed income. Thus, the portfolio’s ability to participate in a secular bull trend diminishes when it’s needed most, in later years. In the long term, it’s not a better technique than strategic asset allocation.

FIGURE 6.9 Sustainable Withdrawal Rate: Equities Outperform DJIA by 2%

Source Otar Associates
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Tactical asset allocation. Based on the premise that the growth rate of equities eventually reverts to its historic mean, this strategy assumes that markets move at random, piggybacked onto the average historical growth rate. The portfolio starts with a base asset allocation, such as 60 percent fixed-income and 40 percent equity. At the end of the year, the portfolio is reviewed: if equity markets did well in the preceding year, fixed income is increased to, say, 75 percent to make the portfolio more defensive in the current year. If the equities lost money in the preceding year, the equity allocation is increased from 40 percent to, say, 60 percent to make the portfolio more aggressive this year. The problem with this strategy is that it ignores the existence of secular trends. In a secular bull trend, you may be sitting in a defensive position for several years and miss all that growth. This is definitely not good for client retention.

Trend-following asset allocation. Proponents of this strategy—the exact opposite of tactical asset allocation—believe that once a trend is set in motion, it will continue until it changes direction. If markets are trending up, an aggressive posture is taken, such as 70 percent equity and 30 percent fixed income. If the trend is down, a defensive posture is taken, such as 40 percent equity and 60 percent fixed income. The motto is, “The trend is your friend.” The theory sounds fine, but there’s a problem: an annual review of your clients’ portfolios is not good enough. Trend analysis works only if you watch markets continually (weekly, for example) and with great discipline. When reviews take place annually, this strategy produces the worst results. In secular sideways trends, you lose money most of the time.

 

The problem with these strategies is that they’re suited to smaller cycles, but they ignore the existence of secular trends. I’ve found that strategic asset allocation combined with optimum rebalancing is the least complicated yet the most effective technique of the four. I follow a variation of strategic asset allocation: In secular bull trends, my equity portion includes more of the passive index funds and my fixed-income portion holds more nominal bonds. In secular sideways trends, my equity portion includes actively managed funds and my fixed-income portion holds more TIPS. In either case, the equity portion of my portfolio is never more than 50 percent.




Cash Flow Strategies 

The following cash flow strategies can be used in conjunction with any of the asset-allocation strategies:•  Reduce withdrawals when a portfolio does not grow.
•  Link withdrawals to portfolio growth; for example, withdraw the lesser of the initial withdrawal rate (IWR) or the portfolio growth.
•  Link withdrawals to portfolio value; for example, withdraw the lesser of the IWR or 5 percent of the portfolio value.
•  Buy a term annuity and invest the rest.



Every so often, I come across a study that describes a novel strategy that claims, “If you do this and that, the portfolio should last you a lifetime.” These strategies generally involve one or more of the asset-allocation and/ or cash flow strategies. The research underlying some of these studies uses insufficient market data covering only one secular cycle.10 Others are too complicated to apply to client portfolios under current regulatory rules.  As intriguing as these tactics may sound, they cannot solve portfolio longevity problems without severe reduction or interruption of withdrawals. This brings us to a short explanation of pooled versus individual distribution portfolios.


Pooled Versus Individual Distribution Portfolios 

The dynamics of money flow in an individual distribution portfolio are entirely different from those of a pooled portfolio. Results of studies based on pooled portfolios have little relevance to individual portfolios. Over the long term, the sustainable withdrawal rate from an individual distribution portfolio is significantly lower than the payout rate from a pooled source such as a life annuity or a sufficiently funded pension plan. There are several reasons for this:•  Individual distribution portfolios must include greater assets to overcome the luck factor. It’s not enough to finance retirement cash flow alone; such portfolios must include additional assets to offset the luck factor. In a pooled portfolio, the luck factor is kept to a minimum.
•  Individual distribution portfolios must be designed to last as long as the life expectancy of that individual retiree. Pooled distribution portfolios are designed for the average life expectancy of the members. A retiree in an individual retirement plan may live 10 to 15 years longer than the average life expectancy of a pooled group. (See FIGURE 6.10.)

FIGURE 6.10 Pooled Versus Individual Distribution Portfolios

Source: Otar & Associates
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When these two factors—total assets needed and the difference in the design age of pooled and individual portfolios—are included, the asset premium required for an individual distribution portfolio compared with a pooled portfolio is 40 percent to 80 percent greater, depending on retirement age and time horizon. That’s the price you pay to self-insure your portfolio. In other words, 40 percent to 80 percent more assets are needed to mitigate the effects of the luck factor and the difference in design age. Therefore, we must look for solutions not only in asset-allocation and cash flow strategies but also in transferring part of these retirement assets to pooled distribution portfolios to ensure increased payout and income security.


Average Growth Rate Versus Design Growth Rate 

When I changed my career from engineering to financial planning, one common practice amazed me: advisers assume an average portfolio growth rate, plug that number into a retirement calculator, and call the process “designing a retirement plan.” Imagine a civil engineer saying, “The average wind speed in Florida is 6 mph. Therefore, I will design this high-rise hotel for a wind load of 6 mph.” That engineer would be fired on the spot for incompetence. What happens when a hurricane hits?

In the same way, we must avoid using the “average” growth rate in retirement planning. If we don’t, the probability of depletion before death may exceed 50 percent.11 This is obviously unacceptable because it jeopardizes clients’ livelihoods at a time when they’re most vulnerable. When I prepare a retirement plan, I consider all outcomes since 1900 and take the bottom decile for my models. I call this the design growth rate. The design growth rate is defined as the assumed portfolio growth rate one must use for projecting a retirement portfolio value for a 90 percent survival rate.

FIGURE 6.11 depicts the design growth rates for different asset-allocation and cash flow strategies based on market history12 since 1900. The rates have been calculated using a 3 percent inflation rate. If you’re using a standard retirement calculator, enter 3 percent for the assumed inflation rate. Then enter the design growth rate from the table as your assumed portfolio growth rate. The resulting asset projection will illustrate a 90 percent survival rate. These figures apply only to individual distribution portfolios and not to pooled portfolios. We use a different table for pooled portfolios.

FIGURE 6.11 Design Growth Rate for Individual Distribution Portfolios

Source Otar & Associates
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Ensuring Lifelong Income 

Now, we can design strategies for lifelong income for all our clients. When we talk about managing luck, invariably we must look at insurance products. Pooling retirement capital is a very effective way of minimizing the luck factor. Life annuities13 were originally created to meet this need. The key question is “How much life annuity is sufficient to eliminate the adverse effects of luck?” In other words, we’re trying to find the perfect mix of annuities and investments to provide lifelong income. For an accurate answer, we need to ask three questions.

The first question is for the retiree: “How much money do I want each year from my portfolio?” We’ll call this the required withdrawal rate (RWR). For example, if you need to withdraw $30,000 during the first year of your retirement, indexed to inflation each year thereafter, and you have $500,000 in retirement savings, your RWR is 6 percent, calculated as $30,000 divided by $500,000 expressed as a percentage.

The second question is for the market: “If I invest all this money in a properly balanced portfolio, how much can the market give me for as long as I live?” The answer, as we’ve already discussed, is the sustainable withdrawal rate (see page 86). Figures 6.8 and 6.9 show the sustainable withdrawal rate for various time horizons. For example, if you’re retiring at age 65 and expect to live until 95, your time horizon is 30 years. If your equities perform the same as the Dow Jones, Figure 6.8 indicates the SWR as 3.7 percent. If you’ve saved $1 million for retirement, you can take out $37,000 at age 65 and index that amount until age 95 without running out of money, based on market history since 1900.

The third question is for the insurance company: “If I give you $100,000, how much are you willing to pay me for as long as I live?” We call this the annuity rate (AR). For example, if a $100,000 single premium buys a lifelong income of $500 each and every month (indexed to inflation annually), the AR is 6 percent, calculated as ($500 × 12) / $100,000. Look for an indexed life annuity to make sure the inflation risk is removed during retirement.

Now that we have all three numbers, we can calculate the minimum amount of annuity (MA) required to eliminate the probability of premature portfolio depletion. I developed the following formula to calculate it:MA = 100 × (RWR - SWR) / (AR - SWR)






Interpreting the Formula 

The value of the minimum annuity can be less than zero, between 0 and 100, or larger than 100. Each of these outcomes points to a different strategy.

MA is less than zero. Congratulations! You have abundant savings. You have more than enough to finance your retirement and to neutralize the luck factor. With proper use, your balanced investment portfolio should give you lifelong income. If it makes you feel better, you can buy a life annuity for income security but you don’t have to.

MA is between 0 and 100. Congratulations! You have sufficient savings for retirement. However, although your savings are enough to finance your retirement, they are not enough to offset the luck factor. To compensate, you need to buy some life annuity. How much? If the calculated value of MA is 35, take 35 percent of your retirement savings and use that money to purchase an indexed life annuity. Now you’ll have lifelong income, some from the annuity and some from the investment portfolio.

MA is larger than 100. Regrettably, your savings are insufficient. They’re not enough to finance your retirement, let alone to deflect the luck factor. Your options are working longer, spending less, or working part-time after your retirement. In any case, your only choice is to use all your savings to buy a life annuity. Regardless of how tempting it is, you have no place in the investment world, because it is highly likely that your portfolio will run out of money during your lifetime. A life annuity will provide you a lifelong income. It will likely be less than what you want, but you’ll just have to make do.

By following these guidelines, you’ll be bulletproofing your practice as an adviser, because your clients will have fewer reasons to complain or take legal action against you. More important, in all cases—whether your clients have abundant, sufficient, or insufficient savings—you’ll be making it possible for them to achieve lifelong income.

 

 

Chapter Notes

1   Gary P. Brinson, Randolph L. Hood, and Gilbert L. Beebower, “Determinants of Portfolio Performance II,” Financial Analysts Journal (January/February 1995).
2   National Bureau of Economic Research, “U.S. Business Cycle Expansions and Contractions,” www.nber.org/cycles.html.
3   Yale Hirsch, Stock Trader’s Almanac (Wiley, annual).
4   Research indicates that the last trading day and the first three trading days of the month have a higher return than any other days of the month. Bruce Jacobs and Kenneth Levy, “Calendar Anomalities,” MTA Journal (Winter 1989-1990).
5   In this analysis, we exclude cash flows that are not related to inflation. These  should be considered in the cash flow analysis during the interview with the client on a case-by-case basis. See www.retirementoptimizer.com.
6   Because the start and the end of some secular trends are in the same year and the 1933-1936 time period does not count as a secular market (it was a cyclical bull market), the average secular market lengths will not add up to 100.
7   The bond portfolio is assumed to yield 2 percent plus the historical six-month certificate of deposit rate.
8   The initial withdrawal rate (IWR) is the periodic withdrawal amount as a percentage of the total retirement savings in the first year of retirement. Over time, the withdrawal amount will increase because of inflation. Also, the value of the retirement savings will fluctuate. However, the IWR calculated at the beginning of retirement will remain the same as long as the retiree’s financial needs remain the same. When financial needs change—for reasons other than the effect of inflation—this number should be recalculated. Also, if there is a significant lump-sum deposit to or withdrawal from the portfolio, it should be recalculated.
9   You can generate your own sustainable withdrawal rate tables for different variables if you download my retirement calculator from www.retirementoptimizer.com.
10   This practice is called “data mining” in technical analysis.
11   That likelihood is because the distribution curve of the returns is skewed (lognormal). The median, where half of the portfolios deplete, is smaller than the average. This minor detail that many ignore causes most Monte Carlo simulations to yield outcomes that are too optimistic.
12   These figures are based on the optimum asset allocation of equities and fixed income. The total return of equities is assumed to be DJIA plus 2 percent.
13   Single premium immediate life annuity.
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Balancing Mortality and Modeling Risk
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In a 1997 paper called “Financial Planning in Fantasyland,” William F. Sharpe neatly laid out the eventualities for retirement income. “Prior to retirement the account grows regularly due to new contributions and the unvarying rate of return on assets,” wrote the Nobel laureate and professor of finance at Stanford University. “After retirement the account eventually begins to diminish as spending overtakes the rate of return, which remains resolutely constant. Eventually one of two things happens. Either you die (right on schedule) with money in the bank or you run out of money before you die.”1

Sharpe was assessing the mechanics of retirement-planning software calculators. Basically, you chose an expected rate of return, an expected inflation rate, and the year you’re expected to die. The calculations performed will tell you if the desired consumption stream from your nest egg can be attained. Choose the wrong numbers and you run the risk of either outliving your nest egg or leaving a large unintended bequest.

In fact, for many people, the costs of choosing wrong were relatively small before 1997. That’s because the vast majority of wealth dedicated to retirement at that time was annuitized, in the form of either Social Security benefits or defined-benefit pension plans. Since distribution issues are primarily relevant to nonannuitized wealth, guessing wrong would not have had an enormous impact on the potential spending stream during retirement years for most people. For those yet to retire, however, the odds of coming up short are far greater for two reasons: (1) a trend away from defined-benefit to defined-contribution pension plans and (2) increases in longevity.

The increasing importance of nonannuitized assets in the retirement nest egg brings distribution issues to the forefront of retirement planning. This chapter reviews the degree of risk retirees with nonannuitized income now face and offers ways to calculate how long each client’s retirement—and his assets—are likely to last.




Shifting the Risk 

An analysis of waves 2 through 5 of the Health and Retirement Study (HRS), which examined the financial position of heads of households who had turned 65 by 2000, supports the contention that before 1997 the fraction of preannuitized wealth was small.2 Based on the means of total wealth deciles, the study shows that annuitized wealth as a percentage of the financial and retirement wealth of married couples was more than 90 percent for the bottom four deciles, ranged from 86 percent to 75 percent for the fifth through eighth deciles, and fell to only 66 percent and 53 percent for the ninth and tenth deciles, respectively. The median 20 percent value was 86 percent for married couples and more than 90 percent for single men and women.

That said, various studies have documented a shift that began in the early 1980s from defined-benefit plans to defined-contribution plans. This is most easily seen in FIGURE 7.1, which looks at employees covered by pension plans and shows the proportion of them covered only by a defined-benefit plan, only by a defined-contribution plan, or by both in the years 1981, 1991, and 2001.3

FIGURE 7.1 Percentage of Pension Coverage by Type of Plan

Source Center for Retirement Research
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By the end of 2001, total assets in 401(k) and other defined-contribution plans exceeded $4 trillion. Analysts’ estimates, based on contribution patterns during 2000 to 2005, project that 45-year-olds in 2005 will have an average household balance in defined-contribution plans of $103,000 (in 2000 dollars) upon reaching age 65.4 Hence, the possibility of choosing the wrong numbers and the potential consequences of doing so can no longer be ignored in any serious discussion of the retirement-distribution process.


Mortality Trends 

The period life tables constructed by the National Center for Health Statistics and the Social Security Administration indicate rising life expectancies for men and women who reach ages 65 and 75 in 2005.5  More important, as can be seen in FIGURE 7.2, for men these increases appear to have accelerated at the end of the 1990s and the beginning of the 21st century. Female life expectancies, at each age, while somewhat higher, followed a similar pattern, although the gap between the sexes narrowed.

This rise in life expectancy correlates with an increase in the probability that a person who attains the age of 65 will live for another 10 years, 20 years, or more. This trend is illustrated in FIGURE 7.3, which plots the probability that a 65-year-old man will live for another 5 years, 10 years, 15 years, and so on. On the graph, T represents the number of years past age 65 and (65+T)P65 is the probability of a 65-year-old male reaching age 65+T. Hence, when T = 15, a male currently age 65 would then be age 80. According to Figure 7.3, the probability of a man age 65 reaching age 80 was roughly 54 percent in 2000 versus 49 percent in 1990.

FIGURE 7.2 Life Expectancy (in Years) at Ages 65 and 75: Calendar Years 1990, 1997, 2000, and 2002

Source : National Vital Statistics Reports
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FIGURE 7.3 Probability of a Male Age 65 Surviving to Age 65+T

Source : Social Security Administration Actuarial Study No. 115
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Based on the 2004 update to the Social Security 2000 period life tables, there was approximately a 15 percent probability that a 65-year-old man would live at least another 25 years to reach age 90, even though the life expectancy for this 65-year-old was only about 16½ years. There was also a good probability that he would die in less than 16½ years. For instance, the probability that he will die within 10 years is close to 28 percent. This randomness in the potential time span of retirement brings into focus the possibility of outliving one’s nest egg. Coupling this with the increasing balances in defined-contribution plans that will be subject to longevity risk brings the issue to the forefront of the retirement-distribution process.


The Issue of Annuities 

Obviously, if we can’t pin down how many years retirement will continue, it’s difficult to calculate a sustainable stream of withdrawals during the retirement-distribution phase. Moreover, the nest egg accumulated by the start of retirement needs to be placed in an investment portfolio, and a key variable determining the capacity of the retirement assets to support withdrawals throughout the retirement years is the return on the portfolio during those years. Of course, future investment returns are also unknown, both in nominal and real terms. Consequently, the financial planner, in developing a sustainable distribution plan, is left trying to juggle expected consumption flows and bequest desires without running out of money over the retiree’s unknown remaining lifetime.

Clearly, one way to insure against longevity risk and also eliminate the need for active management of a nest egg portfolio is to take the lump sum and purchase an immediate life annuity. To date, however, the U.S. market for voluntary annuitization among retirees is relatively small. Economists have spent a lot of time trying to devise models that explain the apparent reluctance of retirees to take out longevity insurance through the purchase of annuities. One obvious answer is that annuitization limits the ability to bequeath wealth. Probably just as important is that annuitization of the retirement nest egg is irreversible. Consequently, the retiree loses liquidity and control over assets that might otherwise be available for emergencies.




Uncharted Territory: A Safe Withdrawal Rate 

With so many unknown parameters attached to the potential sustainability of a withdrawal stream, there really are no rules of thumb. The best you can do is to introduce probabilities into the analysis and attempt to identify the relevant trade-offs under different scenarios. Not surprisingly, the probabilities obtained are very often affected by the way the scenarios are developed. This point was highlighted by a series of articles that began to appear in the mid-1990s.6

The early articles examined the appropriateness of using a constant expected rate of return applied to the nest egg portfolio to determine the sustainable withdrawal rate. The approach generally taken was to define the withdrawal rate as the percentage of the accumulated nest egg withdrawn at the beginning of the initial year of retirement; if the nest egg equaled $100,000 and the withdrawal rate was 5 percent, then $5,000 would be withdrawn initially. In subsequent years, the $5,000 would be adjusted each year for inflation. Given this value, using historical return data, calculations were performed over rolling time periods7 to see how long the nest egg portfolio could fund the withdrawal stream. When the rolling time periods were annual and started in 1926, results indicated that a portfolio consisting of 50 percent bonds and 50 percent stocks would support a withdrawal rate of 3 percent for more than 50 years of retirement 100 percent of the time; a 4 percent withdrawal rate would support at least 35 years 100 percent of the time; and a 5 percent withdrawal rate would fail to fund at least 30 years of retirement 10 percent of the time. Altering the portfolio mix or looking at quarterly rolling time periods could lead to withdrawal rates of 5 percent funding at least 30 years of retirement up to 97 percent of the time. Discounting the years before World War II could achieve this 100 percent 30-year success period at withdrawal rates up to 7 percent.

The applicability of these findings, however, is predicated on the idea that particular sequences of historical returns will be replicated in the  future without new extreme high or low values. Obviously, altering the sequence of yearly returns will change the probability of funding a desired stream of withdrawals over any given time period. To address this issue, Monte Carlo simulations, which use values for the mean and standard deviation of returns to generate tens of thousands of random sequences of returns, was introduced into the analysis.

Under the Monte Carlo approach, the sequences generated are applied to the nest egg portfolio to see how many years of retirement each sequence would support at different withdrawal rates. Generally, reported results indicate that for nest eggs dominated by stocks, withdrawal rates of approximately 4.5 percent are sustainable for up to 30 years of retirement at least 90 percent of the time. The exact sustainable withdrawal rate depends on the portfolio mix, mean value, and standard deviation used in the analysis.

Employing this analysis, someone planning a 30-year retirement would first determine the appropriate expected return and standard deviation of the proposed portfolio mix. Using these values to run simulations, the probabilities of sustaining the desired withdrawal stream over the retirement period can be calculated for different relevant withdrawal rates (see the appendix to this chapter). Choosing different values for the mean and standard deviation will change the probabilities of success for each time period; increasing the mean and lowering the standard deviation will increase the probabilities of sustaining withdrawals over all time periods.

These relationships can be seen in FIGURE 7.4, which starts with a mean value for the real return of a portfolio equal to 4.5 percent, standard deviation equal to 12 percent, and a 5 percent withdrawal rate.8 The first half of the table in Figure 7.4 presents the impact of increasing the mean value by 10 percent while holding the standard deviation constant; the second half of the table holds the mean constant while increasing the standard deviation by 10 percent. One hundred thousand simulations were conducted for each pair of standard deviation and mean values. Some interesting insights can be gleaned from this table. For instance, the impact of increasing the real return is relatively constant in a given time period. During the 30-year period, increasing the mean real return by 10 percent consistently leads to a five-percentage-point increase in the probability of success. (That relationship continues to hold when the standard deviation is set at 13 percent and 14 percent.) There is also a higher probability of success at longer time periods. Conversely, when the mean is held constant and the standard deviation changed by 10 percent, the impact on the probability gets smaller at longer time periods. More important, during a given time period, a 10 percent change in the standard deviation has a smaller impact on the probability of success than a 10 percent change in the mean real return on the portfolio.

FIGURE 7.4 Impact on Success Probabilities of Changing Mean (µ) and Standard Deviation (σ) Values
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Once the probabilities have been calculated, exploring the individual’s attitude toward risk will help determine the recommended withdrawal rate and identify the acceptable probabilities for given time periods of retirement. If someone is totally risk averse to any probability of outliving assets, the adviser must set the retirement time period to 40 years and find the withdrawal rate that leads to 100 percent probability that the withdrawals will be sustained throughout the retirement time period.

Although this approach sheds additional light on sustainability, it still tends to frame the distribution picture from the perspective of given retirement periods. The whole issue of mortality, and hence longevity risk, is that the number of years in retirement cannot be known with certainty. It’s therefore important to identify ways to model mortality probabilities into the analysis.


Modeling Mortality Probabilities 

There are several ways to incorporate mortality probabilities into the distribution analysis, some more complex than others. One method that’s conceptually easy to grasp is to generate a random sequence of real returns  and weight the withdrawal in each year by the probability that a person alive today will still be alive in the year the withdrawal is expected to take place. Essentially, you’re calculating whether the retirement nest egg can support the expected present discounted value (EPV) of the anticipated withdrawal stream, using the randomly generated sequence of real returns as your discount rates:

(1)
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where

n+1pn = the probability that a person age n will be alive n+1 years from now

T = the number of years from age n to the maximum age on the period life table

C = the real value of the withdrawal amount

Ri = the real return in period i

This is an expected present value because probabilities are being used to weight the withdrawal stream.

For any given sequence of returns, if the expected present value is less than the retirement nest egg, that simulation is counted as a success. Running at least 10,000 simulations allows one to calculate the expected probability that the nest egg will sustain the withdrawal rate throughout the retirement years. This approach was used setting the value of the nest egg at $100,000, C at $5,000 (analogous to a 5 percent withdrawal rate), the mean value of real returns at 4.5 percent, and the standard deviation at 12.0 percent. Conditional survival probabilities were calculated from the November 2004 update to the Social Security Administration’s 2000 period life tables; for males, these tables end at age 110. The Monte Carlo simulations conducted for a 65-year-old male result in an expected probability of 96.5 percent that a nest egg of $100,000 will fund a 5 percent withdrawal rate throughout the retirement years. This likelihood is substantially higher than the results reported in Figure 7.4.

The result seems almost too good to be true. Closer examination suggests that it is an overestimate of the true likelihood that any one person’s nest egg will sustain a 5 percent withdrawal rate throughout their remaining years. Expression (1) is essentially the basic pricing equation for an immediate life annuity with a variable discount rate and no loading expenses. Its applicability as an expected probability is with reference to a large pool  of individuals. Clearly, for any one person, it must be considered an overestimate.

However, research using the HRS shows that retired individuals are fairly accurate in predicting their life expectancies.9 Hence, one could modify the above analysis by setting all probabilities of survival—up to the predicted life expectancy—equal to one. For instance, if a 65-year-old male predicts he will live 20 more years, then the expression becomes:(2)
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For this illustration, Monte Carlo simulations, using the same parameters as in the previous examples, result in an expected probability of 87 percent for sustaining a 5 percent withdrawal rate throughout the retirement years.

To this point, we’ve been discussing the withdrawal rate as the percentage of the nest egg withdrawn in the first year. That becomes the fixed amount withdrawn each year thereafter, adjusted for inflation. Given this fixed withdrawal amount, the Monte Carlo simulations are conducted to see if the balance hits zero in real value before the end of the potential lifespan. Alternatively, one could set up a distribution system whereby the withdrawal amount each year is a percentage of the nest egg balance. Mortality probabilities can be incorporated into the analysis by establishing a benchmark distribution amount, say $5,000, and calculating the probability that the actual distribution will be higher or lower, given that the retiree is still alive.

Under such a system the nest egg could not fall to zero; however, the actual withdrawal amount would vary each year. The distribution and nest egg in any given year would equal:(3)
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and(4)
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whereDt = the distribution amount at the end of year t  
wt = the percentage of the nest egg balance withdrawn in year t 
Nt = the nest egg balance at the end of year t 
Rt = the rate of return during year t





Combining expressions (3) and (4) yields:(5)
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If one makes the assumption that the investment returns, Rt, are lognormally distributed, then both Nt and Dt are lognormally distributed.10  Consequently, we can use the cumulative distribution function to calculate both the probability that the actual distribution in any given year will be less than the benchmark value and the expected value of the distribution amount given that it’s less than the benchmark.

Consider the following distribution rule:(6)
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where LEt is the life expectancy in year t. The November 2004 update to the 2000 Social Security period life tables shows the remaining life expectancy of a 65-year-old female to be 18.93 years. Hence
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If we assume a $100,000 starting value for the nest egg, then the initial distribution would equal $5,282.60. This amount can be made the benchmark value.

FIGURE 7.5 illustrates the calculations for the analysis; the mean value of real returns is set at 4.5 percent and the standard deviation at 12 percent. Using the cumulative distribution function, column (5) shows the probability in any given year that the distribution amount will be less than the benchmark value of $5,282.60. Column (6) calculates the expected value of the distribution amount in any given year. Under the assumptions of the lognormal distribution, this expected value is calculated as:(7)
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Column (7) is the expected value of the truncated cumulative distribution, given that the withdrawal amount is less than the benchmark value. Column (8) is the probability that a female, age 65 in the current period, is still alive in period 65+t. Columns (10) and (11) are, respectively, the probability that the withdrawal amount is greater than the benchmark and the expected value, given that the withdrawal amount is greater than the benchmark. Column (9) is the expected shortfall, given that the withdrawal amount is less than the benchmark and the retiree is still living during the time period. It is calculated as FIGURE 7.5
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(8)
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Likewise, column (12) is the expected gain given that the withdrawal  amount is greater than the benchmark and the retiree is still living during the time period. It is calculated as:(9)
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We can use the interest rate on the 20-year, inflation-indexed Treasury bond to calculate the expected present value (EPV) of the loss and gain. These values are shown at the bottom of columns (9) and (12). The EPV of the loss is a relatively small $6,659 as compared to the EPV of the gain, at $25,189.

Even though the yearly withdrawals do not hit zero during the potential life span, it’s highly probable that they will get very small after 30 years. That’s because the withdrawal percentage increases each year as the life expectancy decreases, causing expected withdrawals to be high and increase during the earlier years. We can reduce that effect by maintaining a constant withdrawal rate. FIGURE 7.6 presents the calculations for a constant withdrawal rate equal to .052826 and a benchmark withdrawal value of $5,282.60. Of interest is that the EPV of the loss, at $12,203, is much closer to the EPV of the gain, at $10,475. In fact, it’s possible to find the constant withdrawal rate that will equate these two expected present values. These calculations are illustrated in FIGURE 7.7, which shows a constant withdrawal rate of .050861 and, hence, a benchmark withdrawal value of $5,086.10.

 

 

RETIREMENT-DISTRIBUTION PLANNING can no longer be characterized as the plug-in-the-numbers activity critiqued by William Sharpe in 1997. Driven by the growing importance of nonannuitized wealth in the retirement nest egg, along with advances in life expectancies, the analysis of distribution planning has become increasingly sophisticated.

Today’s financial planners need to have a solid understanding of how to incorporate probabilities associated with investment returns and mortality. Armed with that knowledge, the financial planner can present an assessment of the risk associated with a particular distribution plan, at a defined point in time, for a specific individual with a given degree of risk aversion. Because all of these variables are changeable over time, the prudent adviser will update the distribution-risk scenario and revisit the retirement-distribution plan at regular intervals.

FIGURE 7.6
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FIGURE 7.7
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APPENDIX

Monte Carlo Illustrations

Assumptions: Five percent withdrawal rate, $100,000 nest egg portfolio; mean value of real returns is 4.5 percent, with standard deviation of 12 percent; withdrawal taken at the beginning of the period; 30-year retirement period.

Simulation 1
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This simulation is counted as a success because the nest egg portfolio was able to sustain the withdrawal stream given the 5 percent withdrawal rate. There is even a $46,679.38 balance at the end of 30 years.

Simulation 2
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This simulation is counted as a failure because the nest egg portfolio ran out of funds before the end of the 30-year period. At this point, with only two simulations, there is a 50 percent probability of sustaining a 5 percent withdrawal rate for more than 30 years. We need to run about 98,000 additional simulations to get a more complete picture. One hundred thousand simulations results in a 71 percent probability of success; using a lognormal distribution to generate the real return sequences with a mean value of 4.5 percent, standard deviation of 12 percent, and a 5 percent withdrawal rate.

Note:Using real returns adjusts for changes in purchasing power and allows us to keep the withdrawal amount constant. For ease of exposition, the return sequences used in this illustration were generated from a normal distribution with a mean of 4.5 and standard deviation of 12.0.

Chapter Notes

1   For the full text of the paper, see http://www.stanford.edu/~wfsharpe/art/fantasy/fantasy.htm.
2   The Health and Retirement Study is a longitudinal study on health, retirement, and aging sponsored by the National Institute on Aging. The University of Michigan surveys 22,000 Americans every two years to obtain information on such topics as health, insurance coverage, financial status, retirement planning, and family support systems. For analysis, see Dushi and Webb, Annuitization: Keeping Your Options Open, CRR WP 2004-04 (Center for Retirement Research, March 2004).
3   Munnell, Triest, and Jivan, How Do Pensions Affect Expected and Actual Retirement Ages? CRR WP 2004-27 (Center for Retirement Research, November 2004).
4   Poterba, Valuing Assets in Retirement Savings Accounts, CRR WP 2004-11 (Center for Retirement Research, April 2004); Poterba, Venti, and Wise, “Saver Behavior and 401(k) Retirement Wealth,” American Economic Review 90, no. 2 (2000): 297-302.
5   Period life tables represent the mortality experience of a given population based on death and population data available by time period. The Social Security tables examine the mortality changes in the Social Security population over time.
6   For example, see Ameriks, Veres, and Warshawsky, “Making Retirement Income Last a Lifetime,” Journal of Financial Planning (December 2001): 60-76; Cooley, Hubbard, and Walz, “Choosing a Withdrawal Rate That Is Sustainable,”  AAII Journal (February 1998): 39-47; Gordon Pye, “Sustainable Investment Withdrawals,” Journal of Portfolio Management (Summer 2000): 73-84; Larry Bierwirth, “Investment for Retirement: Using the Past to Model the Future,”  Journal of Financial Planning (January 1994): 14-25; William Bengen, “Determining Withdrawal Rates Using Historical Data,” Journal of Financial Planning  (October 1994; reprinted March 2004): 64-74.
7   “Rolling time periods” refers to the process of tracking an investment portfolio over a given time period, say 30 years, for someone who retired on January 1, 1926, then tracking the portfolio of someone who retired on January 1, 1927, etc.
8   This is roughly equivalent to the real return and standard deviation over the period 1926-1994 of a portfolio composed of 50 percent stocks and 50 percent bonds.
9   Smith, Taylor, and Sloan, “Longevity Expectations and Death: Can People Predict Their Own Demise?” American Economic Review (September 2001): 1126-1135; Hurd, Smith, and Zissimopoulos, “The Effects of Subjective Survival on Retirement and Social Security Claiming,” Journal of Applied Economics  (May 2004): 761-776.
10   A good reference on the mathematics is Random Walks, by John Norstad, which can be found at http://homepage.mac.com/j.norstad.




 CHAPTER 8

Monte Carlo Mania
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Assuming the average [return] is achieved each year … should not be a best practice; … it should be called malpractice.”1 These are strong words from Dave Loeper, founder of Financeware and one of the evangelists of Monte Carlo. Since 2000, we’ve heard this message in one form or another many times from many experts. This standard practice of the profession went from being questioned to being criticized to being widely discredited. How could we have been so foolish as to think that we could predict a client’s future results using average returns?

Obviously, no portfolio can be constructed to deliver average returns every year, and no client will ever receive them. Portfolio creation and investment decisions are always based on an expectation of volatility. Average returns reflect zero volatility. It takes very little analysis to demonstrate to anyone’s satisfaction that the sequence of returns can make a great difference to the outcome of a plan. Hundreds of examples have been presented in various articles illustrating this point.

We certainly can’t predict what the actual sequence of returns will be in the future, so if average returns aren’t the correct assumption, how should projections be calculated? Fortunately, just as the use of average returns came under such great criticism, a replacement methodology was developed. And not only is the new method better than the old; it has been touted as “the answer” for financial planning. It would seem that the profession has been saved by the development of more powerful computers running more sophisticated software that can deliver a simple, precise answer for every client. Is the new approach really that good? It must  be, if you judge by the activity it’s generated. Indeed, it’s promoted by many smart and influential people, including a Nobel laureate. Numerous new software companies have been created to exploit it. Older programs have been pressured to add it. Large employers have embraced it for their 401(k) participants. The financial press, both consumer and professional, write excitedly about it. The Securities and Exchange Commission and the National Association of Securities Dealers even created a new policy to allow its use by brokers.

The seductive solution, as readers of this book are likely aware, is Monte Carlo simulation, and it has quickly become the new “right way” to do financial planning. In 2002, Andrew Gluck, an editor at large at Investment Advisor magazine and the author of a monthly column called the Gluck Report, told us, “The future of financial planning is in Monte Carlo.”2 Monte Carlo replaces the misleading assumption of a single stream of average returns with the calculation of hundreds (or thousands) of possible sequences (called iterations) of returns. It then converts these many possible results into a single, seemingly more accurate answer—the probability that your client will meet all of her goals. But does the real-world application of Monte Carlo live up to its hype? In the same article in which he labeled Monte Carlo the future of financial planning, Gluck also said, “There are some serious misconceptions about how it works.”

I believe that’s an understatement.




Monte Carlo—Good? Bad? Good Enough? 

“Have you heard of Monte Carlo? If so, what do you think of it? How do you use it with clients?” I have asked hundreds of advisers these questions during the past year, with interesting results. Almost everyone has heard of Monte Carlo. Those who seem to like it the most and question it the least tend to be the more traditional, transaction-oriented brokers, who use it more as a sales technique than as a planning process.

“Look. If you invest $300 a month in this variable annuity, you’ll have __________” (fill in the blank from the list below).

•  88 percent instead of 62 percent
•  sun instead of clouds
•  go instead of stop
•  success instead of failure
•  comfort instead of uncertainty

For busy brokers, there is a great attraction to the idea that a really  smart program can take the complexity (and judgment) out of financial planning and give them a simple answer that helps sell their client.

The response I get from more experienced financial planners, however, is much different. Surprisingly, many of them hesitate to state any opinion at all. Why would that be? These individuals are knowledgeable financial planners with successful practices. They usually have strong opinions about all aspects of financial planning and express them freely. What’s so different about Monte Carlo?

First, most of what advisers have read and heard from the “experts” for several years tells them that Monte Carlo is the only valid way to project future results. It’s been proved statistically. Can you debate math with the mathematicians? They can always prove their point of view with more numbers. And who’s going to argue with a Nobel Prize winner? But even though many advisers feel compelled to accept the theory that Monte Carlo is better, their gut reaction tells them something different. The numbers look right and the expert arguments all sound right, but something just doesn’t feel right. And while most advisers are reasonably good with numbers, they’re even better with less tangible concepts like understanding client goals, hopes, and fears. When they look at the Monte Carlo results, they struggle with how to interpret them and how to explain them to their clients in a useful way.

“John and Ann, you have a 74 percent chance of reaching your goals, and you have 26 percent chance you won’t.” What does that really mean? Is it good or bad? What happens in the 26 percent of the time they fail? Where did these precise numbers come from?

Thoughtful advisers often feel uncertain about Monte Carlo even if they’re not sure why and can’t prove there’s something wrong. So they’re hesitant to embrace it but equally hesitant to criticize it. This chapter addresses some of the reasons why uncertainty and skepticism are perfectly appropriate reactions to Monte Carlo.


Friends of Monte Carlo 

One group of people is never uncertain about Monte Carlo. The most vocal proponents of Monte Carlo—and, conversely, the most vociferous critics of average returns—are individuals who’ve developed financial-planning software that uses Monte Carlo analysis. A coincidence? Maybe. Or might there be a high correlation between the proponents’ absolute belief in Monte Carlo and its potential for software sales? For full disclosure, I must report that I am personally the developer of financial-planning software (MoneyGuidePro)3 that includes a Monte Carlo analysis, and that financial adviser Harold Evensky is our principal subject expert. I, too, have much to gain from the profession’s acceptance of the planning  methods embodied in our system. I am in no way suggesting that there is anything wrong with software developers’ promoting concepts that benefit their products. On the contrary, the reason most of us develop such software is the strong belief that we can help you and your clients plan a better financial life.

But that confidence doesn’t mean you should take our word that our methods and underlying assumptions are correct. You have a right—and an obligation to your clients—to be skeptical. As John D. Kingston, CFP, the principal of Custom Financial Planning, a registered investment advisory firm, said in 2001: “The profession may find this exercise [Monte Carlo analysis] is little more than hype developed by mathematicians and promoted by financial-planning software companies.”4

I certainly believe that Monte Carlo has proved to be more than just hype, but it may well have been oversold. There are some important considerations every user of financial-planning software should keep in mind:•  The program must project results far into the future (20, 30, 40, even 50 years).
•  The assumptions in every financial program reflect the opinions and biases of the designers.



This is true whether you’re using your own homegrown spreadsheets or a commercially developed program. The designers make the core decisions—which factors to include or exclude, what assumptions are “reasonable,” how calculations should be made and how accurate they need to be, and how to present results. They determine what is relevant and what is not. Their philosophy of planning affects the design of the planning software. The design of a Monte Carlo analysis, along with the assumptions within it, is just one highly publicized example.

Financial planning is not accounting or engineering. It is more art than science. That means that there are no truly right answers, no matter how many decimal places your software can calculate. There is, in fact, a conflict between a computer’s inherent ability to provide endless columns of very precise, seemingly accurate values projected into the distant future and the great uncertainty that is the reality of financial planning. What this means for the practitioner is that the situation is never as simple as the software might make it look or as the software designer would like it to be. Good software can make it easier to do complex things, but it can’t magically transform the complex into the simple. Most advisers inherently know that, and that is why they bring a healthy dose of skepticism to their judgment of Monte Carlo or any other new planning methodology.

So is Monte Carlo really “the answer”? If you can make the Monte Carlo analysis sophisticated enough, is that all your client needs? Fortunately, it isn’t. I say “fortunately” because if all an investor required was a smart computer program to assure her financial success, she wouldn’t need you. The opposite is true. Investors need advisers, and advisers need better tools (including software) to help them provide better advice. A Monte Carlo analysis is one such tool, but like every other, it has its strengths and weaknesses.




The Average-Return Problem 

What problem is Monte Carlo intended to solve? We’ll use a simple example to illustrate. John and Ann are 65 years old and have just retired. They’ve accumulated $1 million, which is invested in a 55 percent stock portfolio with a 7.56 percent expected average return. They want to withdraw $62,000 before taxes each year (inflating at 3 percent) from now until age 95. Will their money last? FIGURE 8.1 shows three sets of results, each assuming an average return at 7.56 percent but with three different return sequences.

The results are startling. Although all three sequences realized the same average return for the entire 30-year period, the results for each sequence of returns differed substantially. Return sequence B shows that if we assume average returns every year, John and Ann can successfully withdraw $62,000 each year and still have a little money left at the end. In return sequence A, however, a loss in year one caused their plan to run out of money in just 22 years even though the early loss is offset by a big gain in year 30. In return sequence C, when the gain came in year one and the loss came in the last year, they were not only able to withdraw $62,000 each year, but had more than $1,500,000 left after 30 years.

FIGURE 8.1 Results for John and Ann Using Average Returns
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The problem this simple example illustrates is that even though you may be comfortable with your long-term average return estimates, you can’t predict the sequence in which returns will occur, and return sequence does matter. It creates a special kind of hidden risk that I’ll call return-sequence risk. Even if your client obtains the long-term average return you projected over the entire planning period, certain sequences of returns will result in poorer-than-expected performance and can cause a wide fluctuation in results. Generally, the worst results are caused by losses in the early years of retirement. Return-sequence risk exists in every long-term financial plan and is the most obvious but not the only hidden risk. We’ll examine others later.


The Monte Carlo Solution 

Monte Carlo was developed to address the problem of return-sequence risk. Instead of guessing at any particular return sequence, Monte Carlo explores all possible sequences. Well, not quite all, because that would take forever. So it tests enough of the possible sequences to generate a statistically meaningful result (usually a few hundred to a few thousand; the statisticians argue about the minimum number required for a valid result).  FIGURE 8.2 illustrates one way a Monte Carlo analysis would show the results for John and Ann’s retirement.

This example uses a simple method of Monte Carlo analysis, running 1,000 iterations and assuming a normal distribution. Many other assump-tions could be used instead, such as a different distribution (Latin hypercube, anyone?) and cross- or serial correlations among variables. Also note that in Figure 8.1, we varied the sequence of returns but kept the average return (7.56 percent) the same for all three calculations. In the Monte Carlo calculations, however, both the sequence of returns and the average return of each iteration vary widely.

FIGURE 8.2 Monte Carlo Results for John and Ann: Value in 30 Years
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The results in Figure 8.2 reflect a range of returns within two standard deviations, which means we would expect the result to fall within this range 95 percent of the time. The results clearly demonstrate that there can be a wide variance in possible outcomes because of the volatility of returns. It shows that there is an equal chance that John and Ann will run out of money in 14 years or will have more than $7 million left after 30 years. The range of results is so great that it’s difficult to explain to John and Ann what they mean. Wouldn’t it be better to have a single, simple answer? With Monte Carlo, you can have that too.

The most popular way to illustrate Monte Carlo results is to compare outcomes to the client’s income goal and calculate a single answer, usually referred to as the probability of success. The probability of success is calculated by counting the number of Monte Carlo iterations that met the goal and dividing the sum by the total number of iterations. The result, shown in FIGURE 8.3, is that John and Ann have a 42 percent chance of meeting their withdrawal goal.

FIGURE 8.3 Monte Carlo Results for John and Ann: Probability of Success
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Without a doubt, return-sequence risk must be addressed for any financial plan to adequately serve the client, and using Monte Carlo to calculate a probability of success is one way to do so. But is it the most effective way?




The Problem With Monte Carlo 


Problem 1: The Black Box 

There is a fundamental contradiction in financial planning: No one can know what future returns will be, but you must predict them anyway. When you run a plan using average returns, you’ve made a single assumption—what you think is a reasonable average long-term return for the portfolio. Now, what happens when you introduce Monte Carlo? The Monte Carlo engine (the mathematical algorithm it uses for its calculations) also assumes an average return but adds at least two additional assumptions:1. Standard deviation for the portfolio. This is calculated from the standard deviation of the classes within the portfolio, usually based on the assumption that historical volatility in the future will be similar to what it was in the past.
2. Return distribution. This is an assumption that annual returns always fall within some specific distribution pattern.


These two major, additional assumptions that Monte Carlo must make to better predict future returns aren’t required when using average returns. The assumptions made in the Monte Carlo engine are critical to its results, and there are as many opinions about which assumptions are right as there are Monte Carlo programs. Mathematicians debate them endlessly. Change the assumptions a little, and the results will change a great deal.

In addition, as the mathematicians and software developers strive for more accurate projections to make their programs more valuable, they add greater sophistication (and complication). Here is how Bill Sharpe, a Nobel laureate and founder of Financial Engines, a provider of Monte Carlo-based financial-planning software, described his approach: “[I]t is true that a lot of people who use Monte Carlo continue to use simple assumptions, but they don’t need to do so. If you know how to use the method, you have the luxury of representing the way in which returns can evolve more realistically. What do we do to achieve more realism? First, we have a layered approach where we start with a set of core macro variables—a term structure of interest rates, inflation, overall productivity of the economy and inflation. In our simulations, these evolve in ways that are realistic in two senses. First, they are correlated contemporaneously—for example, interest rates tend to be correlated contemporaneously with inflation. Second, they evolve so that they are correlated serially; for example, it’s more likely to have high inflation following high inflation than it is to have high inflation following low inflation.”5

This may sound impressive, but it seems to me that they’re just adding a bunch of additional assumptions, based on someone else’s judgment, about how to predict future returns. When working with something as unpredictable as future investment returns, I don’t believe that more assumptions and more sophisticated analysis necessarily help the process. In fact, these layers can obscure the assumptions I’m comfortable with—like simple long-term returns. “Making five more unprovable assumptions and adding two decimal places,” says Evensky, “is just pretending to a degree of accuracy that is nonexistent.”6

Just how complicated is the Monte Carlo engine, that is, the mathematical algorithm it uses? Moshe Milevsky, a professor of finance at York University in Toronto who has written extensively on probabilistic analyses, thinks it’s pretty complicated indeed. “These concepts [algorithms] need a Good Housekeeping seal of approval. They’re not widgets,” says Milevsky. “They’re nuclear reactors. I would like to know that a competent nuclear engineer built my reactor.”7 Personally, I don’t want to run someone else’s nuclear reactor and then try to explain how it works to my client. I can use a financial plan effectively with a client only if I have confidence in its results and can readily explain them. That usually means I want to understand and be comfortable with the core assumptions and general calculation methods used to produce the results. A Monte Carlo black box, however, makes that difficult to do, and the more assumptions the black box makes, the worse it gets. So it would give us all some comfort if we could at least run several different Monte Carlo programs and get similar results.

Unfortunately, that’s not possible either, as Ed McCarthy reported in two excellent articles in Bloomberg Wealth Manager magazine in 2002: “Wealth Manager looked at some of the Monte Carlo applications on the Internet available to advisers. We supplied each of the application providers with the same set of particulars about a couple in their 50s and asked them to run what we thought was a relatively straightforward sample retirement-planning scenario. As it turned out, the results varied startlingly. The likelihood that the couple’s retirement assets would support their desired retirement income for their projected life spans ranged from less than 50 percent at one application provider to 95 percent at another.” McCarthy explained how this might happen: “The variation is a testament to the complexity of Monte Carlo methodology. For example, the results can vary significantly depending on whether the model works with specific securities or with representative asset classes. The results also vary according to the inputs the model assumes, such as expected return and volatility. In fact, even as the idea of using Monte Carlo simulation continues to make inroads with financial advisers, the technology’s critics are raising more and more caution flags. Some observers go so far as to  challenge the validity of using Monte Carlo simulation at all for typical retirement forecasts; others question the assumptions and computational techniques behind the various softwares’ results.”8 Monte Carlo is the perfect example of the infamous black box from which you always get answers but seldom understanding.


Problem 2: What Does the Projection Mean? 

The most sophisticated analysis, the most elegant solution, or the most detailed report is useless if you cannot easily explain it to your client. And before you can do that, you must understand it yourself. Monte Carlo presents a few challenges when judged against this requirement. Assume you rerun the Monte Carlo for John and Ann with some changes that improve their probability of success to 70 percent. Is this new result good enough? Many programs decide for you. In some, good is more than 70 percent; bad is everything less. In others, 70 percent to 80 percent may be fair, and it takes 90 percent to reach excellent. One program defines 75 percent to 90 percent as the “comfort zone.” Being in the comfort zone is good, lower means uncertainty, and higher means sacrifice. In another program, you get rained on at one probability and perpetual sunshine at another. Sun is always good, right?

On the surface, each of these may sound fine, but each defines good and bad differently. Which one is right? The problem is that none of them can possibly be right—at least not for every client and every situation. It’s an example of using a computer program and cool graphics to make a subjective concept appear quantifiable. Such easy answers are what some salespeople find helpful. But these simplifications do not represent the real world and real clients. Everything truly important within financial planning is subjective. Investment decisions are primarily emotional, not logical. So when you say to your client: “You have a 70 percent chance of reaching your goals,” she reacts emotionally, based on her unique situation. Who is the client and what are her goals? Is it Gail, a 75-year-old with one must-have goal, which is to pay for basic living expenses? She might not be comfortable with anything less than a 95 percent probability of success. Or is it Tom, a 35-year-old married man with two kids to put through college and at least 30 years until retirement? He may be very content now with a 50 percent to 60 percent result. In fact, it may be impossible for Tom to attain a higher probability without making unreasonable assumptions about what might happen in the distant future. Does it really help a client to categorize his or her situation as bad? As soon as you try to quantify the personal and subjective, you disconnect from the client’s reality.

Another related problem is how this approach devalues the goal-setting  process. The heart of financial planning is your ability to help clients identify, quantify, and prioritize goals. You want to give your client the freedom to share all their goals, including wants and wishes, not just needs. But if they do so and add more goals, their probability of success can quickly fall into the bad category. This is nonsense. A 60 percent chance of attaining all of her goals, including dreams and wishes, may be fine. You don’t want your clients to limit their goals to only the most important ones just to get a higher score. That’s why it’s so important to prioritize goals and to be able to demonstrate not just that there may be some risk to attaining them, but which goals are most at risk. A Monte Carlo probability doesn’t illustrate this well because its result is all-or-nothing. Your client succeeds at all goals or fails at all goals.

Now, let’s look at the other side of probability. The probability of success for John and Ann is 70 percent, so, conversely, their probability of failure is 30 percent. What does that mean? More important, how does the client interpret the probability? When you say “failure” to a client who is retired, she’s likely to say—or, more often, think to herself—“Oh no, I’ve got a 30 percent chance of running out of money! I’ll be broke! I’ll be living on the streets!” Is this what the numbers really mean? Obviously not. While the probability of failure does reflect the statistical projection that in 30 percent of the iterations there was not enough money to fund every dollar of every goal (so theoretically, the client would exhaust her portfolio), it misses several crucial points:1. Monte Carlo assumes that no changes are made to the plan over its entire 30-year span, as if you and your client are on automatic pilot. Clearly, if your client gets unlucky and receives poor returns early, you’d suggest changes, like holding more stock through a down market or deferring some expenses.
2. Clients in retirement don’t keep spending down to the last dollar. They adjust spending if necessary as they go along. As they get older, they even have a tendency to become too conservative in their spending, sometimes depriving themselves unnecessarily. A good adviser helps clients spend appropriately, which sometimes means giving them permission to spend more.
3. The projection doesn’t say anything about how badly they failed. When failures are calculated, a shortfall of $1 is counted the same as a shortfall of $100,000. In addition, a Monte Carlo analysis can be very sensitive to small changes in assumptions. A small change in any one assumption can create a big change in results.
4. The projection can also be misleading. Even if the worst case happened and the client really exhausted her portfolio, is she broke? Most often, no. She often still has sources of income that will continue, such  as Social Security benefits, a pension benefit, part-time employment, and rental or other income. Plus, many people have substantial value in their homes that could be tapped for cash if necessary. A discouraging Monte Carlo projection means only that there weren’t sufficient assets in her portfolio  to pay for everything the client wanted; it does not mean that she will go broke.



Problem 3: What Risk Does the Projection Hide? 

Let’s assume that you’ve made additional assumptions that improve John and Ann’s plan and presented their new Monte Carlo results, including a colorful graph showing a 90 percent probability of success. After looking at the graph for a moment, they sit back in their chair with big smiles and Ann says, “Thanks, I feel so much better knowing that we won’t run out of money during retirement.” You’re done, right? Well, not quite. While the Monte Carlo probability reflects the effect of return-sequence risk, which is a kind of systematic risk, there is another kind of risk that Monte Carlo cannot illustrate—unsystematic risk.

Unsystematic Risk. To illustrate unsystematic risk, let’s start with a risk about which all of us are aware—the potential need for care in a nursing home. You’ve all seen the statistics:•  Forty percent of all people over the age of 65 will spend some time in a nursing home.9 
•  The average stay in a nursing home is 2.4 years.
•  The average cost of a nursing home in the United States is about $70,000 per year.10 



These findings indicate that although there is a fairly high chance that John will spend some time in a nursing home, there is a much lower chance that he will be there at least three years. And obviously, the length of time in a nursing home determines the total cost. The question you have to answer is, What does this mean for John and Ann’s plan? Long-term care is a risk that is not and cannot be reflected in the Monte Carlo prediction of success. The possible need for long-term care, which includes not just nursing home but also assisted living and home health care, is a very different kind of risk than return-sequence risk. It cannot be adequately reflected in a probability analysis because it is not a probability problem. It’s a possibility problem. The probability that John (or Ann) will have high long-term care expenses sometime in the future is relatively low but very hard to predict with any confidence. However, that’s not what’s important. The fact is, if John should be unfortunate enough to need even three years of care, the cost could be financially devastating. The probability of the event happening may be low, but the impact can be severe. The other big  difference is that this is a risk John and Ann can eliminate by purchasing a long-term care insurance policy.

Concentrated stock is another unsystematic risk that is inadequately modeled with Monte Carlo (although some software developers certainly try). Predicting what any single stock will do in the future is much different from predicting the performance of a diversified portfolio. Although historical returns and standard deviation for an individual stock can certainly be calculated from historical data, using those assumptions in a long-term plan is dangerous. You cannot predict what a stock might do in the future. Not only can it sustain a major drop in value; it can go to zero, with little or no warning. Even some of the best and “safest” companies have suddenly failed. Enron and WorldCom are just two of the most recently publicized examples. How much did knowing their standard deviations help the stockholders? “If you tell me that the [Standard & Poor’s 500 index] will grow by an average of 8 percent a year for the next 20 years, I can accept that,” said Professor Milevsky, after reviewing a Monte Carlo program that included individual stocks. “But if you tell me that the stock of Merrill Lynch will grow 8 percent a year for the next 20 years, I’ll feel queasy. I don’t know if Merrill will exist in five years, let alone that if it does exist, its performance over the past five years will give us any indication of what its next five years will be like.”11

Plugging some assumed standard deviation into your Monte Carlo does not properly reflect the risk of a single stock. And stock options can be even worse than a stock you hold, because they are highly leveraged. If the price of the stock drops a relatively small amount or simply fails to increase at the rate you expect, the gains you were counting on can be completely wiped out. Like long-term care, this is another case in which you must address the possibility, not just the probability, of an event occurring.

Life-Expectancy Risk. Another risk that some people, particularly actuaries, believe should be included within a Monte Carlo analysis is life-expectancy risk. Some proponents even argue that stochastic mortality is a requirement of a valid Monte Carlo analysis. It’s obvious that no one can predict how long any client will live; yet, once again, you must make some assumption for life expectancy within the financial plan. Wouldn’t it be wonderful if your program were smart enough to make this assumption unnecessary? That’s what stochastic mortality is supposed to do. Actuarial predictions for life expectancy within large groups of people are very accurate. The same actuarial tables can easily be embedded within a Monte Carlo analysis so that the calculations reflect the exact probability of death occurring in any year of the plan, not just at the end of the life expectancy. In some of the iterations, because the clients are assumed to die early, they  have money left and this counts as a success, which increases their overall probability of success.

This factor is statistically accurate but not very useful to real advisers and real clients. In his article “Puzzling Predictions,” Ed McCarthy reported that “most of the experts we talked with say that modeling the client’s life expectancy as a random variable can produce misleading results.”12 This is one question where I don’t think you need to be an expert to see that it doesn’t make sense. It certainly doesn’t feel right. The purpose of financial planning is to make sure clients have enough money to last as long as they may need it, and you must assume they’ll need it a long time. Your real worry isn’t that they’ll die early but that they will live too long. What possible sense does it make to tell your client that she can spend more money now because you’re assuming in some of the Monte Carlo iterations that she’ll die early? How does a person die “some of the time”? This is another example of sound mathematics conflicting with sound planning—not to mention with reality.

These three issues—long-term care, a concentrated stock position, and life expectancy—are important risk factors that must be addressed. And there are several other factors that may have a lesser but still significant impact, including future tax increases, Social Security changes, and the remote possibility your client might die tomorrow. None of these factors has anything to do with return projections and probability, and they cannot be accounted for using Monte Carlo analysis alone.




Stress Testing: More Effective Than Monte Carlo 

Several significant problems affect the usefulness of any Monte Carlo analysis, but I am not suggesting that Monte Carlo is of no value. Used properly, it can provide additional information that can be helpful to client education. I am suggesting, however, that Monte Carlo doesn’t do everything its promoters claim, and it is never sufficient by itself. Stress testing, an alternative to Monte Carlo, is both easier to use and more effective. Because the only way I can illustrate this alternative is with MoneyGuidePro, I want to acknowledge that this discussion is somewhat self-serving. However, as Harold Evensky would say, “I may be biased, but that doesn’t mean I’m wrong.”


The Process of Planning 

Average returns are the only reasonable assumption you can make as your starting point for long-term financial planning. I believe, as do most advisers, that this statement is correct. Financial-planning professionals have  had sound reasons for using average returns for all these years:•  It’s a single, simple assumption based on historical results, adjusted according to your best judgment of the future. (Remember, historical results are the only true results we have.)
•  Average returns are understandable and you can explain them to your clients.



Sound or not, using average returns doesn’t make the problems of return-sequence risk or single-event risk go away. Those are real risks that must be addressed with every client. So what can the diligent adviser do, other than jump on the Monte Carlo bandwagon? There is, fortunately, another solution, that begins with average returns but doesn’t end there.

Just as a Monte Carlo probability is not sufficient by itself, neither is an average-return result. As usual, there are no simple answers to long-term financial planning, and even the most sophisticated software cannot magically create one. But financial planning isn’t an answer anyway; it’s a process. Part of the process is the preparation of a financial plan that helps your client make better decisions over the long term. Before we discuss how we should analyze the results of a plan, we must first design a plan that is worth analyzing. Discussions with hundreds of financial planners suggested these three rules for effective financial planning:

Rule 1. Your client cares about only one thing—attaining his goals, even if doing so requires the acceptance of investment risk.

Rule 2. If a client actually loses money, risk becomes his foremost concern. (Rule 1 is lost to amnesia.)

Rule 3. Your advice is most effective when presented within the context of a financial plan consistent with rules 1 and 2.

 

To be most effective, a financial plan must focus on client goals and potential risks. It must include all goals—whether they be needs, wants, or wishes. But not all goals are equal, so they must have priorities, from the most important (“We must have X to just be OK”) to the least (“Boy, wouldn’t it be nice to have Y?”).

Once the goals are specified, the plan must identify and illustrate the potential risks to the plan, including return-sequence risk and unsystematic risks. The plan must clearly demonstrate to the client her choices and how those choices will affect her ability to attain her goals and manage her risk. The best way to demonstrate the effectiveness of this approach is to create what I call a retirement-lifestyle plan for John and Ann.


The Retirement-Lifestyle Planning Process 

The retirement-lifestyle planning process has five key steps.1. Help the clients create a picture of their goals.
2. Create a base plan using average returns.
3. Stress test their plan for return-sequence risk and unsystematic risks.
4. Repeat steps 2 and 3 as required to create the plan that works for them.
5. Use Monte Carlo to compare relative results (if helpful for that client).


When the steps are completed, send them off to enjoy life and tell them to come back in a year to do it all again.

To see how this works, you’ll need a little more information about John and Ann.

•  Based on an in-depth discussion of their risk preferences, you determine that a 55 percent stock portfolio is appropriate (7.56 percent average return, 12.8 standard deviation).
•  John and Ann will both receive Social Security benefits.
•  Ann has a pension benefit.
•  They own a home currently worth $665,000, appreciating at 5 percent per year.

Unlike in our earlier, simpler examples, all calculations will include taxes, and goal expense amounts are in current, after-tax dollars.


Step 1: Goals 

A retirement-lifestyle plan is unique in its approach to identifying goals for retirement. Traditional retirement-distribution plans ask only one question: “How much income do you need?” Such plans assume that people have accomplished all their goals before they retire, and now all they have is a single expense need each year. In fact, the opposite is usually true. Once they retire, people often have more discretionary goals, which vary greatly by client, and even for each client will vary greatly over the course of retirement. The goals also vary greatly in relative importance.

A retirement-lifestyle plan asks a very different question: “John and Ann, what would you like to do during retirement? What are your goals?” The completed lifestyle goal summary is shown in FIGURE 8.4. This single page reflects all the goals John and Ann care about (rule 1) and indicates how important they consider each (the priority). That’s why we call it a retirement-lifestyle plan; it’s their personal picture of how they would like to live during retirement.

FIGURE 8.4

Source: MoneyGuidePro financial-planning software. © PIE Technologies, Inc.
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Step 2: Base Plan 

FIGURE 8.5 shows the plan results for John and Ann, assuming their portfolio earns an average return of 7.56 percent every year. The percentage shown for each goal is not a probability. It is simply the percentage of the goal that was funded in the plan (using average returns) divided by the total amount needed for the goal over the entire plan period. One unique feature of this plan is that the goals are funded in priority order rather than in sequential order. In this example, because all goals are fully funded (100 percent), priority order doesn’t make a difference. You’ll see the usefulness of this approach when we look at stress testing in Step 3.


Step 3: Stress Testing 

At the bottom of Figure 8.5 is an amount called the safety margin. This is the portfolio value at the end of the plan, after all goals have been funded. It’s one of the most important numbers for the education of your client. Consider three possible results for the safety margin. If any goal is not funded to 100 percent, the safety margin must be zero. There can’t be any money left if it was all used to fund goals. If all goals are funded to 100 percent and there is a small safety margin, it indicates that the goals will be fully funded only if everything works exactly as predicted in the plan. If anything goes even a little worse than expected (like lower returns), some goal(s) will not be met because there is no safety margin to make up the difference. If the safety margin is relatively large, however, you know there is some protection against things going wrong. The larger the safety margin, the greater the protection.

FIGURE 8.5

Source: MoneyGuidePro financial-planning software. © PIE Technologies, Inc.
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The safety margin is a simple concept that’s easy to illustrate and explain to John and Ann. You show them the results in Figure 8.5. You’re pleased to point out that they can attain all their goals and still have a safety margin of $288,000 (current dollars). But you know that the plan assumes they will earn an average return of precisely 7.56 percent each year; you also know that won’t happen. The safety margin certainly gives them some protection against losses, but is it enough? How can you tell?

You could run a Monte Carlo analysis, which would show a probability of success of just 55 percent. Now the plan doesn’t look very good. But as we discussed before, additional analysis may create more questions than answers. How do you explain what it means to John and Ann that their plan will fail 45 percent of the time? Should they change their goals based on numbers generated from a black box?

FIGURE 8.6

Source: MoneyGuidePro financial-planning software. © PIE Technologies, Inc.
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The alternative to Monte Carlo is stress testing. We identified earlier that the biggest risk during retirement is often return-sequence risk. Even if your client obtains the average return you projected over the life of the plan, bad returns in the early years will cause disproportionately poor results, as was clearly demonstrated in our first example (Figure 8.1). We will now use that same approach with John and Ann. FIGURE 8.6 shows the results of a stress test called bad timing, which compares the average-return result with the bad-timing result. Bad timing assumes that the plan gets two of the worst-performing years immediately: -18.04 (two standard deviations below average) in year one and -5.24 (one standard deviation below average) in year two. A slightly higher average return follows every year thereafter so that this result has the same total average return (7.56 percent) for the entire plan. Note that unlike a Monte Carlo analysis, both results are based on the same average return over the entire plan period.

The result for the “bad timing” column shows that if John and Ann were unlucky enough to get the worst two years of returns right away, they would be unable to fund all their goals. That’s the bad news. The good news is that the only goal not fully funded is their lowest-priority goal—extra living expense—with 34 percent funding. All their higher  priority goals are fully funded. This is the power of creating a retirement-lifestyle plan that funds goals in priority order. It changes the nature of your conversation with your client. You don’t have to explain what it means to fail 45 percent of the time. Instead, you can confidently tell John and Ann that they are likely to attain their most important goals, and that they don’t have to worry about running out of money. Then you can discuss the relative risk to their less important goals. Clients are generally comfortable with the idea that if returns don’t go as well as expected, they might have to reduce spending on less important goals.


Step 4: Repeat Steps 2 and 3 to Create a Workable Plan 

Of course, John and Ann could make changes to their plan that would increase their safety margin, but that might not be necessary. When an often-overlooked asset is included in the stress test, their plan may actually be more secure than it first appeared. Their home is worth $665,000 today and appreciating at 5 percent per year. Instead of making sacrifices now to create a greater safety margin, you can show John and Ann how they could use the value of their home to provide for extra cash in the future if it were ever needed to offset poor returns. FIGURE 8.7 shows their plan results if they withdrew $600,000 cash (future dollars) from their home in 17 years, at which time it will be worth $1,750,000. Again, even with bad timing, they still maintain a safety margin of $273,285 (current dollars).

FIGURE 8.7

Source: MoneyGuidePro financial-planning software. © PIE Technologies, Inc.
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Earlier, I identified three types of risk that are not addressed within a Monte Carlo analysis—long-term care (LTC), concentrated stock, and longevity. These can also be handled more effectively with stress testing. What would happen if John required nursing home care at age 80? As  FIGURE 8.8 shows, within just three years, the value of their investment portfolio is almost wiped out. That presents a significant risk that must be addressed. Fortunately, you can eliminate this risk by recommending the purchase of an LTC policy, which would cost them about $3,000 per year. You could also easily demonstrate how they could include that cost in their retirement lifestyle plan and still meet their goals.

FIGURE 8.8

Source: MoneyGuidePro financial-planning software. © PIE Technologies, Inc.
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The risk of a concentrated stock position can be demonstrated in a similar way. Assume John and Ann have $300,000 in company stock (30 percent of their portfolio). The risk isn’t that their stock position will cause greater return volatility, as reflected in a higher standard deviation, but rather that the value of the stock could drop rapidly and unpredictably by 25 percent, 50 percent, or even 100 percent. The stress test can demonstrate to John and Ann the devastating impact this could have on their plan and the benefit that could be derived from diversifying as soon as possible.

Longevity risk is different from LTC expenses or a concentrated stock position in that it results from good fortune. Based on current life expectancy tables, John has a 30 percent chance of living to age 90, and Ann has a 30 percent chance of living to age 93. But what happens if they live longer? Will they still have enough money? To find out, we can stress test their plan by extending life expectancy by five years. In this case, with the future cash from the home included, the bad-timing result shows that John and  Ann still have a safety margin of $180,000, indicating that longevity is not a significant risk for them.

Stress testing is an effective way to educate your client about return-sequence risk and unsystematic risks. It leads to more realistic client expectations and demonstrates the benefits of sticking with a long-term plan. It’s the best way to counter the client amnesia of rule 2, when potential risk becomes actual loss.


Step 5: Monte Carlo 

Can stress testing replace Monte Carlo? For some advisers and for some clients, it can. For others, stress testing can be used in conjunction with Monte Carlo to provide additional information. Rather than focusing on the absolute probability of the success of one plan, Monte Carlo is most valuable when used to compare the relative probability of the success of two or more alternate plans. For John and Ann, it would show that if they include the potential cash from their home in their plan, their probability of success increases from 55 percent to 95 percent. This might make you and them more comfortable with the plan.

A financial plan is of lasting value only if your clients stick with it over the long term, even as losses occur (rule 3). To accomplish this, clients must take ownership of the plan. It must be their plan, not your plan for them, and this can only happen if they understand it, believe in it, and are prepared for its inherent risks. It must help them have realistic expectations. The retirement-lifestyle plan for John and Ann is an example of this kind of plan.

 

 

AS I CONDUCTED the research for this chapter, I had a curious experience. Normally, I expect that by reading more articles, gathering more opinions, and analyzing more examples, I will quickly gain insight and understanding about my topic. This has not been true for my research into Monte Carlo. Rather than finding answers that make sense, what I found instead was a seemingly endless series of increasingly complex questions. There is always another math or statistics expert who can demonstrate the flaws in any Monte Carlo methodology you might select and then recommend necessary and more complex improvements.

If normal distributions aren’t good enough, try lognormal ones. Still not good enough? Go to Latin hypercube or leptokurtic distributions. Are you assuming the random walk theory for returns? That’s no good; you should use cross- and serial correlations with reversion to the mean. Your Monte Carlo runs only 1,000 iterations? You need at least 10,000 for results to be accurate. And if that isn’t confusing enough, other experts  can present compelling analyses that prove Monte Carlo shouldn’t be used for financial planning at all. David Nawrocki, a professor of finance at Villanova University who has written extensively on the use of Monte Carlo, has been suggesting exactly that since at least 2001.13

If, amid all this uncertainty, the only result you present to your clients is their probability of success from the Monte Carlo analysis, it should include the following disclaimer:

Result: Your probability of success is 87 percent.

Disclaimer: Projections are based on many unprovable assumptions for future returns and do not reflect the risks of long-term care, premature death, tax increases, changes in Social Security, longevity, concentrated stock positions, or changes in your goals.

A financial adviser who repeatedly adds sophistication to the Monte Carlo algorithm in an effort to gain accuracy but ignores stress testing is like the captain of the Titanic who assigns a crew of experts to continually fine-tune the engine to gain a little more speed but has no one on deck looking out for icebergs. Because there are only a few icebergs in a very big ocean, the captain knows that his chances of hitting one are very low. Therefore, the probability of reaching New York safely is very high. What is ignored, however, is that as long as there is at least one iceberg in the ocean, there’s a possibility the ship will hit it. And it takes only one iceberg to sink an “unsinkable” ship.

All advisers want to do the right thing for their clients. Unfortunately, in the uncertain world of financial planning, where almost every fact is an assumption and every result an estimate, it’s difficult to know what is right. The greatest value you provide your clients is not just to analyze probabilities but to consider possibilities, whether they be dreams or disasters. Financial-planning programs, with tools like stress testing and Monte Carlo, can help you accomplish this task, but none can replace your own informed judgment. And when it comes to illustrating important concepts to clients, understandable trumps sophisticated every time.
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Understanding Required Minimum Distributions
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No discussion of distribution planning would be complete without an explanation of the rules that govern lifetime required minimum distributions (RMDs). These somewhat complex rules, set forth in the Internal Revenue Code and amplified by extensive regulations, affect every individual who lives much past age 70 while owning an individual retirement account (IRA),1 qualified plan account, or tax-sheltered (Section 403(b)) annuity.2

The minimum-distribution requirements actually serve two useful functions. First, they implement the legislative intent of assuring that retirement accumulations are in fact used for funding retirement rather than as a tax shelter of indefinite duration or as a means of transferring wealth to the next generation. Second, they give taxpayers a ballpark idea of how much (or how little) they should be taking out of their retirement accounts to make the funds last for their average life expectancy.




The Rules and How They Apply 

Essentially, the minimum-distribution rules require the IRA owner or plan participant to begin receiving distributions from the account by his  required beginning date (which usually occurs shortly after age 70½) and to receive at least a certain amount each year to avoid a penalty. The penalty for noncompliance is substantial—50 percent of the amount that should have been taken—and it’s built into Form 1040 among the tax payment provisions. Consequently, if the taxpayer files an accurate return,  the penalty is imposed automatically rather than the error being revealed later by an audit.


Starting Distributions 

The kickoff point for RMDs is known as the “required beginning date.” For non-Roth IRA owners,3 the individual’s required beginning date is the April 1 that falls after the calendar year in which the individual reaches age 70½.4 The required beginning date rule does not apply to Roth IRAs because they are not subject to the lifetime minimum-distribution requirements.  5 For a qualified plan participant who does not own 5 percent 6 or more of the company that is sponsoring the plan, the required beginning date is April 1 of the year after the individual retires, if that year is later than the year he or she turns 70½.7

Tax-sheltered annuities (TSAs) generally operate in the same manner as qualified plans, but because TSAs are operated by governmental or tax-exempt employers, the 5 percent owner rule does not apply. Thus, TSA participants generally may wait until April 1 of the year after retirement to begin distributions from the account.8 An additional exception applies to TSA participants whose accounts contain funds accrued before 1987 (if the plan custodian has kept adequate records of pre-1987/post-1986 balances). Such a participant may wait until age 75 to take distributions from the pre-1987 balance. This exception is explained under “Tax-Sheltered Annuities” (see page 150).

An individual reaches age 70½ on the date that falls exactly six months after his 70th birthday.9 Thus, an individual born on November 30, 1934, for example, would reach age 70½ on May 30, 2005. His required beginning date for minimum distributions would be April 1, 2006. Because of the way this rule is written, an individual born from July 1 through December 31 will start distributions a year later than individuals born from January 1 through June 30 of the same year.


How Much to Take 

The amount that must be distributed each year is determined by dividing the individual’s account balance as of December 31 (or the last valuation date) of the prior year by a life expectancy based on the individual’s age for the year for which the distribution is being made.10 This life expectancy is generally taken from the Uniform Lifetime Table (see FIGURE 9.1) published by the Treasury Department in final regulations in 2002.11 The factors in the Uniform Lifetime Table are based on the joint and survivor life expectancy of the individual who owns the account and on a hypothetical beneficiary who is 10 years younger than the account owner.

FIGURE 9.1 Uniform Lifetime Table

Source : Treas Reg. § 1.401 (a) -9, A-2
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An individual’s first distribution is due by April 1 of the year after he reaches age 70½. The second distribution is due December 31 of the same year (the year after he reaches 70½). Thereafter, all distributions are due December 31 of each subsequent year. Each distribution amount is calculated using (a) the account balance as of December 31 of the prior calendar year and (b) the applicable life-expectancy factor from the Uniform Lifetime Table for the age he reached in the year for which the distribution is being made.

For example, assume that Anthony turned 70½ in August 2004. His IRA balance was $500,000 on December 31, 2003, and he reached age 70 on his birthday in 2004. The Uniform Lifetime Table factor for age 70 is 27.4 years; thus, his first distribution, which was due by April 1, 2005, is $18,248 ($500,000 ÷ 27.4). Assume the account balance on December 31, 2004, was $530,000. At age 71 in 2005, Anthony’s Uniform Lifetime Table factor would be 26.5 years, so his required distribution due by December 31, 2005, would be $20,000 ($530,000 ÷ 26.5). If Anthony did not wish to have more than $38,000 of taxable distributions in 2005, he could have taken the first distribution during 2004. However, if he did not do so, he would be required to receive both amounts in 2005.

The first year’s required distribution does not have to be delayed until April 1 of the following year. Individuals who want to avoid having two taxable distributions in one year may take the first distribution in the year they reach age 70½, or they may purchase an annuity (see “Annuity Payments,” below). The extension of the first RMD deadline to April 1 of the following year is simply a procedural “grace period” that allows taxpayers a little longer to determine the amount and timing of the distribution.

There is one additional exception to the use of the Uniform Lifetime Table. If the IRA owner or plan participant has a spouse beneficiary who is more than 10 years younger than the participant, a somewhat longer payout period is permitted under a joint and survivor life expectancy.12  This longer payout period13 takes into account the longer life expectancy of the younger spouse. Aside from this “younger spouse rule,” the identity of the beneficiary has no effect on the amount or term of a lifetime RMD payout from an individual account.


Annuity Payments 

The requirements for minimum distributions are slightly different when payouts are made from an annuity rather than from an individual account, because annuity payment amounts are predetermined (generally by an insurance company) based on the annuity funding level, design features, and age of the annuitant rather than being calculated each year. Most of the rules that apply to annuities apply whether the annuity distributions  are provided under a qualified plan, an individual retirement annuity, or a Section 403(b) tax-sheltered annuity.14

Annuity payments must begin by the employee’s required beginning date. A distribution of the annuity contract itself will not satisfy the minimum-distribution requirement.15 If the plan is a defined-benefit plan and the employee retires later than the year he reaches age 70½, generally the plan must actuarially increase his accrued benefit to reflect the delay in the commencement of benefits.16

The general rule for annuity payments is that distributions must be made as periodic payments, at least annually, for one of the following periods: (a) the life of the employee, (b) the joint lives of the employee and beneficiary, or (c) a period certain that is no longer than one of these two periods.17 Special limits may apply if the beneficiary is not the employee’s spouse.18 From the employee’s standpoint, this means that as long as these rules are followed, individual annuitants do not need to perform calculations to make sure they’re receiving enough to avoid the penalty for failure to take minimum distributions. Many retirees choose an annuity that includes a lifetime payout with a guarantee of payments for a specified number of years (that is, a “period-certain” guarantee).19

The amount of the first RMD payment must be the amount that is required for one payment interval (for example, monthly, bimonthly, semiannually, or annually). After the first payment, the second payment is not required until the end of the next interval, even if the interval ends in the following calendar year.20 For example, let’s suppose John was born in September 1933 and reached age 70½ in 2004. He was required to begin distributions from his IRA by April 1, 2005, but he chose to begin an annuity payout in 2004. The value of the IRA at the end of 2003 was $530,000. Assume John purchases an immediate annuity (age 71, single-life annuity with a 10-year guarantee) and that he receives $3,820 monthly, or an annual payout of $45,840. If he receives his first monthly payment of $3,820 in December 2004 and continues the monthly payout in January 2005 and thereafter, his distribution requirement for 2004 will be satisfied, even though he received only one monthly payment during the 2004 calendar year.

As a very general rule, annuity payments may not increase over the life of the annuity; however, there are a number of exceptions to this rule. Annuity payouts may increase (1) for cost-of-living adjustments,21 (2) to provide “pop-up payments” following a divorce or the death of a survivor beneficiary, (3) for changes resulting from a plan amendment, and (4) to allow a beneficiary to convert the survivor portion of a joint and survivor payout to a lump-sum payout after an employee’s death.22 In the case of a noncommercial annuity (such as one paid directly by a large  employer’s defined-benefit plan), a limited group of additional increases are provided.23 A few additional increases are permitted for commercial annuities purchased from an insurance company.24 These exceptions are particularly important for owners of variable annuities, which increased sharply in popularity during the 1990s bull market.

Life changes may result in an annuitant or beneficiary wanting to change his or her payments (this is referred to in the regulations as a reannuitization  ). Annuitants who continue to work after starting a required payout may need a higher income when they actually retire. An individual may get married and want to change to a joint and survivor payout. In some cases, a plan termination may mandate a change to the payout, or the annuitant may want to switch from a period-certain payout to a life annuity. In each of these situations,25 the RMD regulations allow the annuity payout to be modified, as long as the new payouts satisfy the minimum-distribution requirements and the modification is treated as a new annuity starting date.26


Surviving Spouses 

The rules and choices available to a surviving spouse are an important consideration in retirement-income planning, even though they occur after the death of the participant or IRA owner. A surviving spouse has options that are not offered to any other beneficiary, and the choices he or she makes in the immediate aftermath of the participant’s death can have lasting tax consequences. It should be noted that although the regulations define “spouse” as an individual who is treated as such under applicable state law, for federal tax law purposes, only a member of the opposite sex may be considered a spouse.27

Surviving spouse beneficiaries have three options with respect to a deceased spouse’s qualified plan interest: (1) they can roll over the plan interest into an IRA of their own (or into a qualified plan that accepts such rollovers), (2) they can begin receiving distributions by the end of the year after the employee’s death, or (3) they can begin receiving distributions by the end of the year the employee would have reached age 70½.28 Of course, if the decedent and spouse were already receiving payments under a joint and survivor annuity, the spouse could continue to receive those payments.29 Surviving spouses use the after-death single-life expectancy table (FIGURE 9.2) for options (2) or (3). Note that the rollover option is available for all or part of a qualified plan distribution, but for only 60 days following receipt of a payout.30

For a surviving spouse IRA beneficiary, one additional option applies: such a spouse generally may elect to treat a decedent’s IRA as his or her own, which means that the RMDs are calculated as if the spouse were the original owner of the account. For a younger surviving spouse, this option will delay distributions the longest. No special procedures are provided for making this election, and there is no deadline for doing so. However, a surviving spouse will be deemed to have made the election if (a) no RMDs are made under the options described in the preceding paragraph or (b) the surviving spouse contributes any additional amounts to the IRA.31

 FIGURE 9.2 Single-Life Table

Source : Treas Reg. § 1.401 (a)(9, A-1
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Under some circumstances, the election by a surviving spouse to roll over an inherited account or treat it as his or her own IRA may be unwise. If the funds in the account are needed to provide for the surviving spouse’s support and the spouse has not yet reached age 59½, a 10 percent premature distribution penalty may apply to withdrawals occurring after the election is made. Since the 10 percent penalty does not apply to any  required minimum distributions made to a beneficiary, regardless of his or her age, careful consideration should be given to the younger surviving spouse’s financial needs before retirement funds are moved to a qualified plan or IRA.


Qualified Domestic Relations Orders 

With the divorce rate in the United States averaging an estimated 50 percent,  32 it’s inevitable that some participants’ retirement accounts will have been divided before the commencement of required minimum distributions or may even be divided after age 70½ as a result of a qualified domestic relations order (QDRO).33 A QDRO can be enforced in two ways, each having a potentially different effect on the participant’s compliance with the minimum-distribution requirements.

By definition, all QDROs provide for a portion of an employee’s qualified plan account to be payable to a spouse, former spouse, child, or other dependent (alternate payee).34 For RMD purposes, the alternate payee will be treated as the employee’s spouse (or surviving spouse). QDROs for defined-contribution plans are typically drafted to require that the account be segregated and the alternate payee’s interest in the account paid out, as most plan sponsors do not want the responsibility or cost of maintaining an investment account for an ex-spouse.

Assuming the QDRO provides that the employee’s benefit will be divided and a portion allocated to the alternate payee, the alternate payee’s account will be treated as a separate account (or segregated share) for RMD purposes. Distributions must begin by the employee’s required beginning date, but they will be calculated separately on the segregated account.35  Since the account must separately satisfy the RMD rules, the failure on the part of the alternate payee to take minimum distributions does not affect the employee’s distribution requirements.

If the QDRO does not provide for a division of the plan benefit (as  may occur in a defined-benefit plan) but instead merely states that a portion of the employee’s benefit is to be paid to an alternate payee, the employee’s required beginning date still governs, but the combined benefits are treated as one account.36 In other words, all distributions to either spouse are aggregated for purposes of satisfying the RMD requirements. This means that if the alternate payee fails to take minimum distributions as required, the employee would be obliged to take a higher amount, or if the alternate payee takes more than the required amount, the employee may be able to take less.

Following a court’s issuance of a domestic relations order, the plan administrator has up to 18 months to determine whether the order satisfies the requirements to qualify as a QDRO.37 During that time, the plan must segregate the amounts that would be payable to the alternate payee if the order is approved as a QDRO. If the order is neither approved nor modified to comply with the QDRO rules within the 18-month period, the funds can be paid out as though the order had never existed. A special exception to the RMD requirement is provided for the segregated portion during this 18-month period, so that no compliance failure will occur if distributions are not made. Amounts in the segregated account will be treated in the same manner as nonvested funds (see “Vesting Restrictions,” page 151).38


Tax-Sheltered Annuities 

Tax-sheltered annuities (TSAs, also known as Section 403(b) contracts) are typically the retirement plan of teachers and other employees of public schools and tax-exempt organizations. Generally, minimum distributions for TSAs are calculated in the same manner as for qualified plan accounts; however, there is a significant difference that affects some older employees with plan accumulations dating before 1987. The reason for the special rule is that the minimum-distribution requirements of IRC Section 401(a)(9) technically apply only to tax-sheltered annuity amounts accruing on or after January 1, 1987, and to growth since that date on amounts accrued prior to 1986.39 For those amounts, the rules are essentially the same as those described for qualified plans, except as noted.

The special rules for pre-1987 account balances are available only if the plan custodian has adequate records to distinguish between pre-1987 and post-1986 balances. If the custodian does not have such records, the entire balance is treated as accruing after 1986.40 Distributions required under the RMD rules reduce the post-1986 balance, but to the extent the participant takes any additional distribution beyond the required amount, the excess reduces the pre-1987 balance.41 The distribution requirement for pre-1987 balances in TSAs with sufficient records to distinguish  between the two account balances does not begin until the later of retirement or age 75.42 Generally, this rule requires that the present value of the aggregate payments made to the participant be more than 50 percent of the present value of the total payments to be made to the participant and his beneficiaries.43

Tax-sheltered annuity participants are free to choose to apply the minimum-distribution requirements (as described above for qualified plans) to the entire balance in their account, regardless of when the amounts were accrued.44


Vesting Restrictions 

In unusual circumstances, an employee who is not yet 100 percent vested in his account may reach his required beginning date while remaining employed (for example, if he began the job at a late age and the plan document does not provide for delaying distributions until after retirement). In this situation, a required distribution would be calculated as if the account were fully vested, but the actual distribution would come only from the vested portion of the account. As the employee’s vesting percentage increases, his distributions would have to be increased by the sum of any amounts that could not be distributed in prior years because his vested percentage was less than the RMD amount.45


Multiple IRAs 

The lifetime RMD requirements for non-Roth IRAs are the same whether the account is a traditional IRA; a SEP IRA, formed as part of a simplified employee pension (SEP) or salary reduction SEP (SAR-SEP); or a SIMPLE IRA, formed as part of a savings incentive match plan for employees (SIMPLE plan).46 Many individuals reach retirement having several IRAs either because they have participated in one of these employer plans or because they established different IRAs for different purposes or investments. In any event, an individual who has more than one IRA must calculate the required distribution for each IRA; however, he or she can then take the entire RMD amount from any one IRA. 47

This rule does not apply if the taxpayer has IRAs acquired through inheritance, either as a surviving spouse or as a beneficiary of another IRA. Inherited IRAs are subject to different payout requirements than those applying to the individual’s own IRA or one acquired as a surviving spouse; thus, RMDs from these different types of IRAs must generally be calculated separately and each taken from the appropriate account. For example, suppose Irene, age 72, was named as beneficiary of both her late husband’s and her late father’s IRAs. She also has two IRAs of her own. Despite the option to treat her husband’s IRA as her own (see  “Surviving Spouses,” page 146), she elects to leave the account in her husband’s name and take distributions as beneficiary. She also receives a distribution from her father’s IRA each year. Neither of these distributions (nor any additional amount taken from either of these accounts) affects the amounts she must receive from her own two IRAs. However, with respect only to her own IRAs, she may aggregate the RMD amounts and take them both from one account if she wishes.


Reporting Requirements 

Under regulations that were finalized in 2002, IRA trustees and custodians are subject to two reporting requirements with respect to lifetime distributions—one for the IRS and one for the IRA owner.48 Under the requirement for owners, the IRA provider servicing the account as of December 31 must provide one of two notices by January 31 of each year in which a distribution will be required. The notice can (1) merely inform the IRA owner that a minimum distribution is required and offer to calculate the amount at the owner’s request or (2) inform the IRA owner of the amount of the required minimum distribution and the date by which it is required. IRA trustees are permitted to use either or both of these alternatives and may use one for some owners and the second for other owners.49 IRA trustees are also required to report to the IRS whether a distribution is required from the IRA for the calendar year.50

Since an IRA trustee obviously knows the balance in the account it is servicing, it would essentially need to know only the owner’s age in order to make the correct calculation using the Uniform Lifetime Table (see Figure 9.1, page 143). For purposes of the reporting requirements, an individual is presumed not to have a spouse more than 10 years younger, which would otherwise allow the couple to use a longer payout period.51  The IRA trustee is not required to ascertain that the distribution amount is actually taken from that IRA, because as noted above, the owner may aggregate his IRA RMDs and take them all from one account if he or she wishes.


The 50 Percent Penalty 

The penalty for noncompliance with the RMD rules is 50 percent of the amount that should have been taken but was not.52 The 50 percent penalty is reported on Form 5329, and the penalty is carried over to Form 1040; thus, unless the taxpayer wants to take his chances with noncompliance, reporting and payment of the penalty are unavoidable. Furthermore, as a result of the reporting requirements for IRA custodians (see “Reporting Requirements,” above), the IRS can generally determine—at least with respect to IRAs—whether a taxpayer should be reporting a minimum  distribution. While this system is not perfect and will undoubtedly be subject to adjustments, it will make it more likely that the IRS will identify noncompliance.

 

 

THE MINIMUM-DISTRIBUTION requirements are not adjusted for income level, investment returns, or for the presence of sophisticated trusts or other estate-planning techniques. They apply across the board, whether the client needs the retirement income or dreads it. Planning techniques abound for the wealthiest taxpayers, who may seek to use charitable planning or some other tool to offset the unwanted increase in their taxable income. At the other end of the spectrum, those with lower account balances may be surprised to learn how small the annual required distribution amount is and wonder if it will make ends meet. Of course the minimum  required distribution is just that, and taxpayers are never prohibited under these rules from withdrawing larger amounts. But the RMD amounts are designed to assure that the account funds will last throughout the account owner’s life, and individuals who take larger amounts may risk depleting the retirement portfolio.

Ideally, the combined IRA, qualified plan, and other retirement account funds are just one part of the proverbial three-legged stool (together with Social Security and personal savings) that together meet the retiree’s income needs. If, as many expect, the boomer generation retires later and is more likely to work part-time in early retirement, required minimum distributions could turn out to be among their first retirement payouts. Even given increased longevity predictions, this pattern could bode well for their late-life financial stability.

 

 

Chapter Notes

1   For Internal Revenue Code purposes, “IRA” refers to both individual retirement accounts and individual retirement annuities. See IRC Secs. 408(a), 408(b). The minimum-distribution requirements for payouts from an individual retirement annuity vary slightly from those of an individual retirement account, as explained in the section “Annuity Payments” (see page 144).
2   See IRC Sec. 401(a)(9); Treas. Regs. §§1.401(a)(9)-1 through 1.401(a)(9)-9, 1.403(b)-3, 1.408-8.
3   For purposes of this chapter, “non-Roth IRAs” refers to traditional IRAs, simplified employee pension IRAs, SIMPLE IRAs, and any other individual retirement accounts or annuities (as that term is defined in IRC Sec. 408) other than Roth IRAs.
4   Treas. Reg. §1.408-8, A-3.
5   Roth IRAs are subject to the after-death minimum-distribution requirements in the same manner as any other IRA. These requirements are beyond the scope of this chapter.
6   For this purpose, a 5 percent owner is determined one of two ways. In a corporation, a 5 percent owner is any person who owns or is deemed to own, under the constructive ownership rules, more than 5 percent of the outstanding stock of the corporation or stock possessing more than 5 percent of the total combined voting power of all the stock of the corporation. In any other entity (for example, a partnership), a 5 percent owner is any person who owns more than 5 percent of the capital or profits interest in the employer. IRC Sec. 416(i)(1)(B)(i).
7   IRC Sec. 401(a)(9)(C).
8   Under regulations proposed in 2004, if any part of the Section 403(b) contract is not part of a government or church plan, then the required beginning date as to that part of the contract would be the earlier of age 70½ or retirement. See Prop. Treas. Reg. §1.403(b)-6(e)(3).
9   Treas. Reg. §1.401(a)(9)-2, A-3.
10   Treas. Reg. §1.401(a)(9)-5, A-1.
11   See Treas. Reg. §1.401(a)(9)-9, A-2.
12   See Treas. Reg. §1.401(a)(9)-5, A-4.
13   See Treas. Reg. §1.401(a)(9)-9, A-3, for the joint and last survivor table.
14   See T.D. 9130, 2004-26 IRB 1082, which sets forth the final regulations for annuity distributions (Treas. Reg. §1.401(a)(9)-6).
15   Treas. Reg. §1.401(a)(9)-8, A-10.
16   See IRC Sec. 401(a)(9)(C)(ii); Treas. Reg. §1.401(a)(9)-6, A-7.
17   Treas. Reg. §1.401(a)(9)-6, A-1(a) and A-3; see IRC Sec. 401(a)(9)(A). Note that if a joint and survivor annuity has a period-certain guarantee, the survivor’s payments may have to be reduced after the period-certain guarantee expires. See Treas. Reg. §1.401(a)(9)-6, A-2(d).
18   Two additional rules apply if the beneficiary is not the employee’s spouse: (i) an adjustment of the payments may be required following the employee’s death (see Treas. Reg. §1.401(a)(9)-6, A-2(c)), and (ii) a period-certain guarantee may not extend beyond the period set forth in the Uniform Lifetime Table for the employee (see Treas. Reg. §1.401(a)(9)-6, A-3(a)).
19   Period-certain guarantees of five to 20 years are common. However, the term of a period-certain guarantee that is combined with a life payout may not exceed the participant’s life expectancy (as shown in Figure 9.1) as of his age in the year of his annuity starting date. But if the annuity is payable for a period certain only (with no lifetime guarantee), that period certain can be as long as the joint life expectancy of the participant and spouse, provided the spouse is the sole beneficiary.  Treas. Reg. §1.401(a)(9)-6, A-3(a).
20   Treas. Reg. §1.401(a)(9)-6, A-1(c).
21   The cost-of-living index used must be one of several listed in the regulations, such as the consumer price index issued by the Bureau of Labor Statistics. See Treas. Reg. §1.401(a)(9)-6, A-14(b). This exception also permits adjustments at set times (such as specified ages) that do not exceed the cumulative total of permissible cost of living adjustments. Treas. Reg. §1.401(a)(9)-6, A-14(a)(2).
22   See Treas. Reg. §1.401(a)(9)-6, A-14(a).
23   These permitted increases are (1) a constant percentage applied no less frequently than annually, at a rate that is less than 5 percent per year, (2) certain payments after the employee’s death (essentially a payment that does not exceed the excess of the present value of the employee’s accrued benefit, as defined in the regulations, over the total of payments before the death of the employee), and (3) as a result of dividend payments or other payments resulting from certain actuarial gains. See Treas. Regs. §§1.401(a)(9)-6, A-14(d) and A-14(e).
24   If the total future expected payments from a commercial annuity exceed the total value being annuitized, payments will, nonetheless, satisfy the “nonincreasing payment” requirement if the increases are calculated any of the following ways: (1) by a constant percentage no less frequently than annually (that is, not  limited to 5 percent, as are noncommercial annuities), (2) for certain payments after the employee’s death that are no more than the total value annuitized minus the total of payments before the death of the employee, (3) by dividends or similar payments resulting from actuarial gains, and (4) for certain accelerations of payments resulting from a full or partial commutation of the future annuity payments. See Treas. Regs. §§1.401(a)(9)-6, A-14(c) and A-14(e).
25   These specific circumstances in which modifications are permitted are set forth in Treas. Reg. §1.401(a)(9)-6, A-13(b).
26   See Treas. Reg. §1.401(a)(9)-6, A-13(c).
27   See Treas. Reg. §1.401(a)(9)-8, A-5; Defense of Marriage Act, P.L. 104-199 (signed September 21, 1996).
28   See IRC Sec. 401(a)(9)(B)(iv); Treas. Reg. §1.401(a)(9)-3, A-3(b).
29   Note that the minimum-distribution incidental benefit rule limits the amount (on a percentage basis) of survivor annuity that an annuity payout may provide. If the spouse is 10 or fewer years younger than the participant, the survivor annuity can be up to 100 percent of the life annuity amount. But if the spouse is more than 10 years younger, the survivor annuity is limited as provided in the table set forth at Treas. Reg. §1.401(a)(9)-6, A-2(c)(2). It should also be noted that this rule does not affect a period-certain guarantee, where the surviving spouse is guaranteed a certain number of years of payments regardless of when the participant dies. But after the period certain expires, the requirement kicks in. Treas. Reg. §1.401(a)(9)-6, A-2(d).
30   See IRC Sec. 402(c)(9). The IRS has become somewhat liberal about waiving the 60-day rule when the deadline is missed due to circumstances such as casualty, error by an adviser or institution, illness, or even mistake of fact.
31   See Treas. Reg. §1.408-8, A-5(c).
32   For specific marriage and divorce statistics for each state from 2001 to 2003, see http://www.cdc.gov/nchs/fastats/pdf/nvsr52_22_t3.pdf.
33   A QDRO is a domestic relations order that meets special criteria set forth in the Internal Revenue Code for being qualified. See. IRC Sec. 414(p).
34   The QDRO rules are not applicable to IRAs or tax-sheltered annuities.
35   Treas. Reg. §1.401(a)(9)-8, A-6(b)(1).
36   Treas. Reg. §1.401(a)(9)-8, A-6(c).
37   See ERISA Sec. 206(d)(3)(H); IRC Sec. 414(p)(7).
38   See Treas. Reg. §1.401(a)(9)-8, A-7.
39   Prop. Treas. Reg. §1.403(b)-6(e)(6)(i); Treas. Reg. §1.403(b)-3, A-2(a).
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 PART THREE

SHAPING THE SOLUTIONS

As advisers, it is essential that we master the effective use of various strategies to maximize the retirement resources of our clients in this revolutionary age of retirement. These chapters emphasize the challenges to advisers, who must synthesize vast quantities of information and creatively design solutions to meet the clients’ current and future needs. The task is complex. But with these tools in your retirement toolbox, you’ll be able to effectively guide clients through this important next stage of their lives.

 

 

Moshe A. Milevsky With Anna Abaimova

Moshe—a contributor to The Investment Think Tank—and his coauthor Anna remind the reader that planning for retirement is fraught with risk—portfolio risk, consumption and inflation risk, and mortality and longevity risk. Noting the oft-quoted statistic that life expectancy at birth is between 78 and 82, the authors remind us that although that’s true, it’s not particularly meaningful for planning purposes. For a married couple, each age 65, there  is a better-than-even chance that at least one partner will live another 25 years. Add to this sobering fact the reality that inflation for the elderly exceeds the standard CPI measure by 0.5-1 percent, and it’s obvious that retirement may be hazardous to financial health. Introducing the concept of a “retirement collar,” Moshe and Anna provide a strategy for the evaluation and selection of immediate annuities as an essential element in managing the risk of providing lifetime income.

 

Harold Evensky

This chapter presents an implementation strategy to balance your client’s cash flow requirements, longevity risk, behavioral factors, and portfolio volatility. As a retread engineer, Harold reiterates many of the concerns raised by Bob Curtis regarding the naive reliance on Monte Carlo analysis. He proposes instead a simple yet elegant distribution strategy. Supporting the credibility of his strategy with analytics, he demonstrates its viability during various difficult market periods. The goal of his chapter is pragmatic—to provide you with a practical and client-tested strategy for cash-flow distribution. Indeed, our firm has used this method, the Evensky & Katz Cash Flow Reserve Strategy, for almost 20 years—and it works.

 

Laurence Booth

Given that Professor Booth holds the CIT Chair in Structured Finance, you won’t be surprised at the impressive formulae supporting his discussion; you may be surprised—and will certainly be rewarded—by his very practical ideas regarding the management of your clients’ portfolios. Focusing on what he calls the three iron laws of finance—the laws of time, tax, and risk—he shows how an understanding of the primary issues (time value of money, tax value of money, and risk value of money) can help in structuring the solution to investment uncertainties and their impact on planning for retirement income. One particularly insightful framing strategy is to eliminate the commonplace aim of replacing 70 percent income at age 65 with a retirement target that incorporates uncertainty, such as “70 percent of 70@65,” meaning a 70 percent probability of achieving 70 percent income replacement at age 65. As he concludes, implementing solutions to retirement-income problems by using objectives such as this will go a long way toward realistically addressing the uncertainty in investment returns.

 

William P. Bengen

If anyone can lay claim to “inventing” the subject of sustainable withdrawal, it’s Bill Bengen. We couldn’t have conceived of this book without a contribution from Bill. If you’ve not yet read his seminal piece, “Determining  Withdrawal Rates Using Historical Data,” you should now. First published in the October 1994 Journal of Financial Planning, it was reprinted in the March 2004 issue and can be found on the Journal’s website. Bill’s thesis in his original article, as well as in this chapter, is that market declines are powerful enough to overwhelm a portfolio already stressed by withdrawals. In short, secular bear markets cannot be ignored. In this work, Bill introduces the powerful planning and behavioral concept he calls “safemax”—that is, the maximum safe initial withdrawal rate, which historically has always resulted in a 30-year portfolio longevity, regardless of the year of retirement. Using his safemax concept, Bill evaluates alternative withdrawal schemes and the influence of varying equity allocations, providing practitioners with thoughtful and sound guidelines for designing and implementing their own distribution strategies.

 

Robert P. Kreitler

Harold thought that including a single strategy might be adequate (namely his); however, his coeditor reminded him that there were other practitioners with equally good (maybe even better) ideas. Consequently, we wanted to include a contributor who had a significantly different approach, whose strategy was practical, who had significant professional credibility, and who could effectively communicate ideas to the reader. We didn’t have to look long; our obvious first choice was Robert Kreitler. Bob’s chapter delivers on all points. His “tools and pools” strategy incorporates the behavioral “separate pocket” math discussed by Joel Bruckenstein, addresses the funding, investment, longevity risk, catastrophic risk, and “bad luck” risk noted by others, and provides for the flexibility necessary in an uncertain world.

 

Louis P. Stanasolovich

Lou is a good friend and an original member of the Alpha Group, a professional study group we’ve participated in for more than a decade. Our Alpha meetings and interim discussions with Lou have convinced us that he is one of the more creative thinkers in our field. During the last few years, he has been developing and improving his concept of a low-volatility portfolio, sharing with us his thought processes along the way. When we envisioned this book, we recognized that a key factor in extending the likelihood of distribution survival is the portfolio’s volatility. So we asked Lou to share his insightful intellectual capital with our readers. Although Lou has devoted untold hours to the development of his strategy, it was no surprise to us that he readily agreed. Lou’s premise is that strategic asset allocation in most portfolios is poorly devised at best, because the portfolios tend to be constructed solely from traditional  capitalization-weighted asset classes that are highly correlated. In this chapter, he provides a detailed discussion on how to break out of the style-box paradigm and design a portfolio with significantly lower volatility.

 

Roxanne Alexander and Michael J. Anderson

We’re especially proud of this chapter. As with life settlements, we’ve not yet recommended reverse mortgages to our clients; however, we believe that in the future they will play a significant role in distribution planning. We also had limited knowledge of the subject. So we searched for an authoritative expert. We never found one. During the process, we sought the assistance of our associates to help in the search and, having had no luck, two of those associates suggested we let them tackle the job. We did. In delivering their chapter, Roxanne and Mike did what we all hope to do for our clients—they exceeded expectations. Drawing on their educational backgrounds (business, planning, and law), their academic bent, and their practical experience in dealing with clients daily, they provide an unbiased and comprehensive introduction to the complex world of reverse mortgages.

 

Douglas Head

Although we have not yet used life settlements in our practice, we believe they will become a significant strategy in a practitioner’s arsenal of distribution solutions. But we’re embarrassed to admit we had little knowledge regarding the subject. In conversations with other advisers, we found we were not alone—all the more reason to include the subject in this book. And all the more reason to select an exceptionally knowledgeable contributor to address it. Consequently, we went to the source. We were delighted when Doug Head, former chair of the legislative committee, secretary, and president of the Life Insurance Settlement Association and now executive director of the association, agreed to participate. Doug’s chapter frames the concept of life settlement by noting that although the idea behind life insurance for many generations has been to manage the risk of “premature” death by spreading the risk, the fact is that large numbers of insurance policies lapse with no claims ever being filed. The first recognition of this disconnect arose in the early ’90s due to the tragedy faced by those with AIDS. That realization led to the emergence of the viatical industry. By 2005, the nascent viatical industry had morphed into a viable and growing life-settlement business. Doug introduces us to the concept and the industry, describes how they work, and explains the circumstances in which this evolving strategy may be appropriate.

Roger G. Ibbotson, Michael C. Henkel, and Peng Chen

A cadre of coauthors doesn’t get much more blue blooded than this. Having had the honor of their contribution to our last book, The Investment Think Tank (Bloomberg Press, 2004), we couldn’t resist inviting them to join us once again. In brilliant form, they extend their previous effort to focus on a key element in distribution planning—longevity risk. As many other contributors note, the Ibbotson team concludes that a significant strategy for managing this risk will be the inclusion of immediate (lifetime) annuities in the asset-allocation process. Based on their extensive personal knowledge and years of research on issues related to the integration of immediate annuities in the planning process, their chapter addresses the pros and cons of this vehicle and the significant factors a practitioner should consider in the implementation process.

 

R. H. “Rick” Carey and Jeffrey K. Dellinger

For variable annuities, we turn once again to the experts. If one were to compile a list of the people most knowledgeable about this subject, Rick and Jeffrey would rank at the top. Instrumental in the founding of the National Association for Variable Annuities (NAVA) and founder of Variable Annuity Research & Data Service (VARDS), Rick has been involved in the universe of VA for almost 20 years. Jeffrey is a fellow of the Society of Actuaries and a 30-year veteran of the financial-services world who is active at a senior level in all aspects of the annuity business. The two provide a definitive overview of a product we believe may be the single most important element in distribution planning—immediate annuities. As they note, “an immediate variable annuity is the optimal instrument for maximizing retirement income while minimizing—to zero—the probability of outliving that income.” We agree and believe that all practitioners owe it to their current and future clients to carefully read the ideas presented in this chapter and learn from these experts.

 

Joel P. Bruckenstein

In the universe of financial-planning software, if Bob Curtis offers us the best-of-the-best in the developers’ universe, Joel represents the best-ofthe-best in the world of practitioners. He spends a good deal of his time thinking about software from the practitioner’s view, so when he offers suggestions regarding how one might model retirement-planning analysis, as he does in this chapter, the reader is in for an informative treat. One of his most interesting insights, and an issue that we’ll be considering further in our practice, is balancing the financial logic of holistic distribution planning (in which the total portfolio serves as the source for all income needs) and the behavioral reality of our clients’ mental math that leads  them to think in terms of separate portfolio buckets, each designed to provide income streams for different goals (for example, a college-funding portfolio or a retirement portfolio). On this and the many software issues he addresses, he is a model of wisdom.




 CHAPTER 10

Risk Management During Retirement

MOSHE A. MILEVSKY WITH ANNA ABAIMOVA

 

 

 

 

Jorge Guinle—the famous Brazilian playboy—died on March 5, 2004, in Rio de Janeiro. According to the obituary that appeared in the  Financial Times, Guinle had been born to one of the wealthiest families in Brazil and spent a large part of his life and disposable income dating famous Hollywood starlets such as Rita Hayworth, Lana Turner, and Marilyn Monroe. This hobby was obviously quite expensive, and he apparently squandered most of his family’s fortune well before his death at the age of 88. His investment acumen did little to offset his spending. He is reported to have invested (and lost) millions in a variety of poorly executed business ventures. In fact, in an interview a few years before his death, Guinle said, “The secret of living well is to die without a cent in your pocket. But I miscalculated, and the money ran out too early.”

Guinle was obviously a very colorful character and hardly the typical client for a financial adviser, but imagine for a moment that you had the opportunity to speak to Guinle on his deathbed and ask him: “Jorge, why did you run out of money? Is it because you spent too much, or because you did so poorly with your investments, or is it because you lived too long?” What do you think Guinle would have answered? Obviously, all three factors contributed to his estate’s disarray, but which one was the most critical?




Threats to Retirement Income 

These questions—though they might seem a tad crude to some—are the crux of the retirement-income dilemma. There are three basic financial risks outside of your clients’ immediate control that they face during the retirement-spending phase of the life cycle. The first is investment and portfolio risk, the second is consumption and inflation risk, and the third is mortality and longevity risk. This chapter will discuss each of these risks in detail and link them all using some ideas from probability and statistics. Within a risk-management framework, we’ll carefully examine the root causes of the unfortunate and undesirable experience of approaching old age “without a cent in your pocket.”

FIGURE 10.1 Conditional Probability of Survival at Age 65

Source: Society of Actuaries RP-2000 Table with full Projection

[image: 068]


Longevity Risk 

Human beings have a random (and finite) life span, and any serious discussion concerning retirement planning must take this uncertainty into account. Figures 10.1 and 10.2 illustrate the probabilities of survival based on mortality tables from the U.S.-based Society of Actuaries.

According to the mortality table in FIGURE 10.1 (and there are hundreds of them), a 65-year-old female has a 34.8 percent chance of living to age 90, whereas a 65-year-old male has a 23.7 percent chance of living that long. The probabilities of survival decline exponentially, and sometimes even faster, with age, as illustrated in FIGURE 10.2, reaching close to zero sometime between ages 105 and 115, depending on the mortality table, projection method, and gender. And although the often-quoted statistic for life expectancy is somewhere between 78 and 82 years in the United States, this projection is relevant only at birth. By the time pensioners reach their retirement years, they may be facing 25 to 30 more years with substantial probability, especially if they’ve been healthy all their lives. From a retirement-spending perspective, a 65-year-old might live 20 more years, 30 more years, or only 10 more years. That’s the nature of longevity risk.

FIGURE 10.2 The Probability of Survival

Source: Society of Actuaries RP-2000 Table with full Projection
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FIGURE 10.3 focuses on a couple rather than an individual and answers the following question: if a married couple is 65 years old, what is the probability that at least one of them will survive to age 90? In this case, there is a 50.3 percent chance that either one or even both could survive for the next 25 years.

Clearly, the prospect of living a longer-than-average life is not unimaginable. In fact, life spans have been steadily increasing in recent decades, confirming once again that longevity risk must be recognized, managed, and incorporated into all retirement plans. Obviously, we are not the first—and will certainly not be the last—to emphasize the critical role of longevity risk in retirement-income planning. For further discussion of longevity risk, see chapter 18, by Ibbotson, Henkel, and Chen, or the articles by Ameriks, Veres, and Warshawsky (2003) or Blake, Cairns, and Dowd (2000).


Inflation Risk 

Another real risk that presents a challenge for retirement planning is inflation, or the rate of change in price levels as measured by the consumer price index (CPI).1 One might think of this as consumption risk, or the risk that you will consume “too much” if prices increase by more than expected. FIGURE 10.4 illustrates that even under a fairly benign inflation rate of 2 percent—which some consider to be the Federal Reserve’s ideal target—a $1,000 income flow in today’s dollars would be worth only $610 in 25 years, in real terms. That is, by the end of the 25-year period, the purchasing power of $1,000 would drop by nearly 40 percent.

 FIGURE 10.3 Survival of a Couple Aged 65

Source: Society of Actuaries RP-2000 Table with full Projection
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FIGURE 10.4 Inflation: What Does a $1,000 Payment Really Buy You?
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FIGURE 10.5 Inflation: Relative Weights

Source :U. S Department of Labor, Bureau of Labor Statistics
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Indeed, we believe that unanticipated inflation is a greater risk factor and concern for the retired elderly than it is for the rest of the population. We are not alone in this belief. For the last 20 years, the U.S. Bureau of Labor Statistics has compiled a unique inflation index called the CPI-E (for the elderly), which is distinct in composition from the more commonly used CPI-W (or CPI-U, where “U” is derived from all urban consumers) index. The retiree inflation index outpaced the regular broad-based CPI during the last 20 years by almost 0.5 percent to 1 percent per year. As FIGURE 10.5 indicates, the difference in composition between the two indices arises because categories such as housing and medical care are assigned different weights within the broad-based CPI-W and the focused CPI-E. Retirees typically consume more health care services but less food—which should come as no surprise. The lesson is clear for financial advisers and their newly retired clients: think about your inflation rate.




Will the Money Run Out? 

Monte Carlo simulations have become a widely used technique for quantifying the risks of retirement spending and asset-allocation strategies. (For some of the earlier work in this area, see the papers by Ho, Milevsky, and  Robinson [1994] or the one by Pye [2000].) Monte Carlo simulations enable financial advisers and their clients to answer questions such as: If a 65-year-old female allocates half of her $100 nest egg to stocks and half to bonds and withdraws $5 per year, what are the chances that she too will meet Guinle’s fate of running out of money before running out of time?  FIGURE 10.6 shows one possible outcome based on a sequence of random returns. Under this particular sequence—and there are obviously millions of possibilities—if she insists on consuming $5 each year, she will run out of money in 20 years. There is a nearly 50 percent chance that she will still be alive at that point, so this is the probability of ruin for this scenario. If we run thousands of these scenarios—each with a unique return sequence—we can estimate the overall probability that she will run out of money before she dies.

Of course, we can vary a number of factors—such as the age, gender, asset allocation, and the fixed consumption rate—all of which will affect the probability of retirement ruin. As FIGURE 10.7 shows, a 65-year-old male who invests half of his $100 nest egg in equity and withdraws a constant real $5 per annum has a 10.6 percent chance of running out of money within his lifetime. If she makes the same investment and consumption choices, a 65-year-old female has a 12.3 percent probability of retirement ruin—as shown in FIGURE 10.8. The higher ruin probability makes intuitive sense because on average females are expected to live longer than males. Notice that if the female decides to lower her fixed real annual consumption by $1, her probability of retirement ruin drastically drops to 4.5 percent.

FIGURE 10.6 A Stochastic Sample Path: Wealth and Health of a Female Age 65
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FIGURE 10.7 Probability of Retirement Ruin Assuming Fixed Real Consumption
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These numbers were generated using standard simulation techniques assuming a 7 percent expected return, 5 percent growth rate, and 20 percent volatility for equity investments and a 2.5 percent expected return, 2 percent growth rate, and 10 percent volatility for bond investments. Obviously, these numbers are all provided in inflation-adjusted terms and are consistent with (but slightly lower than) historical returns, as documented by Ibbotson Associates (2004). The mortality tables used are similar to the numbers provided in Figures 10.1 and 10.2.

FIGURE 10.8 Probability of Retirement Ruin Assuming Fixed Real Consumption
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FIGURE 10.9 Probability of Retirement Ruin Assuming Fixed Real Consumption
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Using the same inputs, if we age our retirees by 10 years so that the male and female begin withdrawing $5 per year from their initial $100 nest egg at age 75, the probabilities of retirement ruin drop, as seen in FIGURES 10.9 and 10.10. For example, the 75-year-old male faces a probability of ruin of 2.4 percent, and the 75-year-old female faces a probability of 4.5 percent under the same 50 percent equity allocation and $5 consumption rate. Again, the reduced probabilities of retirement ruin can be attributed to the reduction in the number of expected remaining years of life.

What’s clear from Figures 10.7, 10.8, 10.9, and 10.10 is that regardless of age or desired consumption (spending) rates, a balanced portfolio provides the best odds for the plan to remain viable. Only at unrealistically high consumption rates do we see “corner” allocations providing the best odds, and that is more like a gambling scheme than a prudent investment strategy. Clearly, for most reasonable spending patterns, an overly conservative asset allocation as well as an overly aggressive asset allocation will only increase the risk of running out of money too soon. FIGURE 10.11  illustrates the risk and return trade-off for a male and a female, both age 65, who consume $6 per annum.

FIGURE 10.10 Probability of Retirement Ruin Assuming Fixed Real Consumption
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FIGURE 10.11 Probability of Retirement Ruin: Age 65 With Consumption = $6
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The Retirement Ruin Formula 

Although the widely used technique of Monte Carlo simulations can help shed light on sustainable withdrawal rates and optimal portfolios, the approach is not without problems. First, many thousands of simulations are needed to produce increasingly accurate and meaningful results, and results are difficult for others to replicate.

An alternative method is to use a simple analytic expression that captures the relationship between spending, aging, and a random portfolio return to estimate the probability that a given spending rate is sustainable. This formula brings together the longevity, spending, and investment risk factors under one unified umbrella. We call it the exponential reciprocal  gamma (ERG) formula. Space does not allow us to describe the derivation of this formula here, so we refer interested readers to Milevsky and Robinson (2005). What follows are some examples of the formula, which can be implemented easily in Microsoft Excel or in any other spreadsheet program. We find that the formula reproduces results that are typically within 5 percent to 10 percent of the results generated by extensive Monte Carlo simulations.

The formula—which is the probability of retirement ruin—can be computed as follows:(1) where the expression GammaDist(. | .) denotes the cumulative distribution function (CDF) of the gamma distribution and the four parameters {µ, σ, λ, w} capture the portfolio’s expected return, investment volatility, (inverse of) life expectancy, and initial nest egg per dollar of desired spending, respectively. In Excel, the approximation can be implemented using the following syntax: GAMMADIST(spending rate as a fraction of initial wealth, (2µ + 4λ)/(σ 2 + λ) − 1, (σ 2 + λ)/2, TRUE).
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FIGURE 10.12 How Good Is the Simple (ERG) Formula for Predicting Retirement Ruin?
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FIGURE 10.12 compares the results of this formula against more extensive simulations. For instance, if a 65-year-old male withdraws $6 per $100 adjusted for inflation for the rest of his life, the ERG formula indicates that there is a 26.96 percent chance that the money will run out before he dies. This result differs by roughly 5 percent from extensive Monte Carlo simulations, under which the probability of ruin is 21.73 percent (using RP 2000 mortality tables). Figure 10.12 also summarizes simulation results under two other mortality assumptions, known in the actuarial literature as Gompertz and exponential assumptions.

We believe the ERG formula is simple and easy to use and can play a substantial role in demonstrating the link between spending rates, uncertain longevity, and uncertain returns—all critical variables affecting retirement planning. A typical number for { µ } might be 7 percent, while {σ} is 20 percent, and {λ }—a mortality rate—is 5 percent or 3.3 percent, depending on age. Finally, {w} is the ratio of the initial nest egg to desired spending. For example, {w = 100/5 = 20}.

For example, start with an endowment or nest egg of $20 invested in an equity fund that’s expected to earn a continuously compounded return of {µ = 7 percent} per annum, with a volatility or standard deviation of {σ = 20 percent} per annum. Assume that a 50-year-old female early retiree with a median future life span of 27 years (according to actuarial mortality tables) intends on consuming $1 after inflation per annum for the rest of her life.

Note that if the median life span is assumed to be 27 years, then the probability of survival for 27 years is exactly 50 percent, which implies that the “mortality rate” parameter is {λ = ln[2]/ = 0.0257}. According to equation 1 (and after entering GAMMADIST(1/20, 2.695, 0.0328, TRUE) into Excel), the probability of retirement ruin is approximately 26 percent.

A simple formula like this can be of great pedagogical use in the field of retirement-income planning. Essentially, here’s what the formula reveals: withdrawing more than (an inflation-adjusted) 5 percent of initial capital annually appears excessively risky, even under an aggressive asset allocation, and could well prove to be the reason for a failed retirement plan.


The Critical Years 

Clearly, earning a higher return across all retirement years—either because of good investment choices or plain old good luck—results in a decreased probability of ruin. But which years are the most critical? Monte Carlo simulations can again be of use in finding the answer. FIGURE 10.13 provides some insight into this issue.

FIGURE 10.13 Male Age 65 with Consumption = $7 and 100 Percent Equity: Ruin Probability Conditional on Returns
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Recall from Figure 10.7 that if a 65-year-old male invests his entire nest egg in risky equities—which are expected to grow at 5 percent per annum—and he consumes an inflation-adjusted $7 each year, the probability of retirement ruin is approximately 30 percent. Our simulations, however, as displayed in Figure 10.13, indicate that earning a 10 percent compound annual return each year during his first decade of retirement—that is, between the ages of 65 and 75—and allowing for random returns during his remaining lifetime would reduce his probability of retirement ruin by roughly 23 percentage points, to 7 percent. Conversely, fixing the annual return at 0 percent for the first decade of retirement would increase the probability of ruin from 30 percent to 75 percent. This reduction should make sense intuitively: better-than-expected returns lead to better odds and vice versa.

What’s interesting is that fixing the annual returns throughout the second and third decades of retirement—as opposed to the first—has a much smaller impact on the retirement ruin probability. Notice in Figure 10.13  that if the compound annual return during the second decade was fixed at 10 percent per annum, the retirement ruin probability would be reduced to 15 percent from 7 percent. And if the compound annual return during the third decade was fixed at 10 percent, the probability would drop only to 25 percent.

It’s much more favorable to earn the abnormally high return in the first decade of retirement than it is in the second or third decade of retirement. Likewise, earning poor investment returns in the first decade, rather than in the second or third, exacerbates the retirement ruin probability. Whereas fixing a return of 1 percent for the first decade results in a ruin probability of nearly 70 percent, earning the same rate in the second decade results in lower ruin odds of about 50 percent. Fixing the rate in the third decade lowers the odds to about 35 percent. In the language of probability theory, the conditional probability of retirement ruin is most sensitive to the returns during the first few years of retirement.

Clearly, the first decade of retirement is the most crucial one in determining whether a retirement plan will be successful. Thus, attention must be focused on these years. This brings us to the role of product allocation for retirement-risk management, which is quite different from the role of asset allocation.




The Role of Downside Protection 

Because the first decade of retirement is the most crucial for achieving a sustainable financial plan, it makes sense to seek out financial products that provide downside protection during this particular period. In effect, this protection allows your client to increase the sustainable spending rate without taking on additional risk.


A Place for Derivatives 

If a retiree decides to invest too heavily in risky equity, he or she runs a higher risk of retirement ruin if markets perform poorly during the first decade of retirement (as Figures 10.11, 10.12, and 10.13 suggest). Conversely, investing too little in equity funds also heightens the risk of ruin because the funds cannot grow sufficiently to support the chosen spending rate. It appears you’re “damned if you do and damned if you don’t.”

However, there is a third alternative, and that is to use derivatives—namely, put and call options—to concentrate investment returns around a central value that, in most cases, will improve the sustainability of the portfolio. The value of these derivative instruments is derived from the value of some underlying investment such as a stock or bond. Buying a call option (or call) grants an individual the right but not the obligation to purchase an investment at a predetermined price, whereas buying a put option (or put) guarantees the holder the right to sell the underlying investment at a predetermined price.

The strategy known as a retirement collar involves selling a call with a strike price Kc and then using the proceeds to purchase a put with a lower strike price Kp. Thus, if the asset’s market price falls below Kp, you’re guaranteed a minimum return because you have the right to sell it at a price of Kp. If the asset’s value increases above a value of Kc, however, you will have to sell the asset to the holder of the call at a price of Kc, thereby limiting the gains you could have earned on the portfolio.

FIGURE 10.14 Probability of Retirement Ruin Under a Fixed Spending Rate
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FIGURE 10.14 provides an example of how this strategy would work for a retirement portfolio. Imagine that at retirement you decide to allocate your $100 nest egg (which can arbitrarily be scaled up or down) and consume $4 per year from this nest egg. If all of the money is invested in equity-based products, the simulation results suggest that the probability of retirement ruin is 7.3 percent for a male and 8.4 percent for a female (see FIGURE 10.15). But if your client purchases three-month put options that are 5 percent out of the money, which means that the strike price is initially at $95, and you fund this purchase by selling a call option that’s 6.6 percent out of the money, the put-call combination will reduce the dispersion of your portfolio and reduce the probability of ruin to 1.5 percent for a male and to 2.4 percent for a female.

FIGURE 10.15 Probability of Retirement Ruin Under a Fixed Spending Rate
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FIGURE 10.16 One Possible Path of Future Retirement Wealth
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Essentially, the improved probability results from removing the very large negative returns from all scenarios, thereby increasing the chances that the initial nest egg will be sufficient to maintain the desired standard of living. This collar strategy, however, is not a free lunch, because the large negative returns are reduced at the expense of reducing the upside potential of the portfolio. This wrinkle is yet another manifestation of the universal trade-off between financial risk and return. Thus, although the portfolio’s income will last longer by “delaying its date” with zero, the portfolio will not grow or increase in value as rapidly as the uncollared, or unprotected, portfolio. Sample paths of the wealth in retirement with and without collar protection appear in FIGURE 10.16.

FIGURE 10.17 illustrates another possible result of this strategy. The upper line represents the expected value of wealth from 0 to 40 years in retirement, assuming a 100 percent allocation to risky equity expected to earn 7 percent per annum, with a standard deviation of 20 percent. The lower line represents the expected value of wealth, assuming the 100 percent equity allocation is protected with a collar whose three-month put option is 5 percent out of the money. Remember, this means that during any given quarter the most the portfolio can lose is 5 percent. This put option is funded by selling a three-month call option that is out of the money. Notice that although both curves start off at a value of 100, the expected level of wealth of the uncollared portfolio is uniformly higher throughout the 35- to 40-year horizon. Thus, the downside (variance or standard deviation) risk is reduced, but so is the upside potential.

FIGURE 10.17 Male Age 65, Consuming $5 Real per Annum, Using 5 Percent Out-of-the-Money (Quarterly) Put Protection
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The portfolio protection comes at a price, but the strategy has the potential to play a critical role in mitigating the risk of retirement ruin, especially when used in the early years of retirement. The underlying logic of “trading upside participation for downside protection” is at the heart of the innovative riders and guarantees that have recently been attached to variable annuity policies. Indeed, guaranteed minimum withdrawal benefits extend the natural life span of a portfolio by implementing a similar trade-off.


Why Longevity Insurance? 

Maintaining a balanced asset allocation, purchasing downside protection in the form of option guarantees, and selecting a sensible consumption rate help to improve the odds that a given retirement plan will be financially sustainable. However, the probabilities of retirement ruin under many scenarios cannot be completely eliminated, and this risk can be managed using longevity insurance—namely, payout annuities.

Most retirees are hesitant to annuitize their variable annuity contracts—or, for that matter, to purchase immediate annuities with their IRAs, 401(k) plans, or other liquid wealth—because they fear losing control or believe they can do better with other investment alternatives. Oddly enough, when people within a traditional defined-benefit pension plan are coaxed to switch into a money-purchase defined-contribution pension plan and give up the implicit life annuity, most turn the offer down, while others react negatively and litigiously. A fog of confusion surrounds the financial benefits of annuitization. In an effort to keep it simple, we’ll share a simple story that illustrates the benefits of annuitization and longevity insurance and positions the product firmly within the realm of investment risk and return.

Imagine a 95-year-old retiree who loves playing bridge with her four best friends on Sunday every few months. Coincidentally, all five of them are exactly 95 years old, quite healthy, and have actually been retired—and playing bridge—for 30 years. But the game has become somewhat tiresome, and one of them has decided to juice up their gatherings. Last time they met, she proposed that they take $100 out of their wallets and place the money on the kitchen table. “Whoever survives to the end of the year gets to split the $500,” she said. “If you don’t make it, you forfeit the money.” Yes, this is an odd gamble, but you’ll see the point in a moment.

Let’s assume that all five women thought it was an interesting idea and agreed to try it but felt it was risky to keep $500 on the kitchen table for a whole year. So they decided to put the money in a local bank’s one-year certificate of deposit, paying 5 percent interest for the year.

What will happen next year? According to statistics compiled by actuaries at the U.S. Social Security Administration, there is a 20 percent chance that any given member of the bridge club will pass away during the next year. This, in turn, implies an 80 percent chance of survival. Virtually anything can happen during the next 12 months of waiting, but there are, in fact, six relevant combinations of how events may unfold, and the odds imply that  on average four 96-year-olds will survive to split the $525 pot at year-end.

Note that each survivor will get $131.25 as her total return on the original investment of $100. The 31.25 percent investment return contains 5 percent of the bank’s money and a healthy 26.25 percent of “mortality credits.” These credits represent the capital and interest “lost” by the deceased and “gained” by the survivors.

The catch, of course, is that the deceased forfeited her claim to the funds. And although the beneficiaries of the deceased might be frustrated with the outcome, the survivors get a superior investment return. What’s more important, they all get to manage their lifetime income risk in advance, without having to worry about what the future will bring.

We think this story does a nice job of translating the benefits of longevity insurance into investment rates of return. Personally, we find no other financial product that guarantees such high rates of return, conditional on survival.

In fact, the analogy can be taken one step further. What if the club decided to invest the $500 in the stock market or in some risky Nasdaq high-tech fund for the year? Moreover, what happens if this fund or subaccount collapses in value during the year and falls 20 percent in value? How much will the surviving bridge players lose? Well, if your guess is “nothing,” that is the correct answer. They divide the $400 among the surviving four and get their original $100 back.

Such is the power of mortality credits. They subsidize losses on the downside and enhance gains on the upside. In fact, once you wrap true longevity insurance around a diversified portfolio, the annuitant can actually afford and tolerate more financial risk.

Of course, real live annuity contracts do not work the same way the bridge club does. The tontine contract is renewable each year and the surviving 96-year-olds have the option to take their mortality credits and go home. In practice, annuity contracts are for life, and these credits are spread and amortized over many years of retirement. But the basic insurance economics underlying both contracts are exactly parallel.

A logical question to ponder is whether this life roulette game would yield such high returns for younger participants, and the answer is no.  FIGURE 10.18 provides a rough estimate of the relative magnitude from annuitizing—with true life annuities—at different ages. At age 55, the mortality credits are less than 1 percent, or a mere 35 basis points. At age 65, the number increases to 83 basis points, which is still nothing to get excited about. To put these numbers in context, unless a recent retiree thinks he can’t earn 83 basis points more than the pricing rate used by the annuity vendor, he’s better off not annuitizing today and instead managing the money with a systematic withdrawal plan. This benchmark, or hurdle, rate of return can be used to assess the relative benefits from annuitization at different ages. Note that by the mid-80s it becomes virtually impossible to beat what we like to call the implied longevity yield.2 To put it crudely, too many people are dying. In fact, we find that the best deal can be obtained by acquiring longevity insurance at a relatively young age—the mid-40s, for example—but have it start paying income in the late 70s. For more information on the design of these contracts, see Milevsky (2005a).

Pension or life annuities provide a unique and peculiar kind of insurance. It’s virtually the only insurance that people acquire during the course of their life and actually hope to use. Although we’re all willing to pay for home insurance, disability insurance, and car insurance, we never want to actually exercise or use the policy. After all, who wants his house to burn down, his leg to break, or his car to crash? But the insurable event underlying pension annuities is living a long and prosperous life. Perhaps that’s why the industry has yet to achieve the same level of success in marketing and selling these products—it’s too accustomed to scaring consumers. We hope simple tales like the one about the bridge club can help retirees and their financial advisers understand the benefits, risks, and returns of buying longevity insurance.

FIGURE 10.18 Value of Unisex Mortality Credits: What You Must Earn Above the Pricing Rate to Justify Not Annuitizing

Source: The IFID Centre calculations, assuming 40m/60f (static) annuity 2002 table at 6 parcent net interest
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The Essentials 

As you address the many financial questions clients face in preparing for an upcoming retirement, keep these key points in mind.

1. 25-year retirement is quite feasible and highly probable for today’s generation of baby boomers. Indeed, at least one member of a couple aged 65 will likely reach age 90. This longevity risk cannot be ignored. It should be hedged and insured like all other risks we face during our human life cycle.
2. Retirees face a unique type of inflation risk, which has been confirmed by the design of the Bureau of Labor Statistics’ CPI-Elderly index. What’s more, after 25 years of retirement, a steady source of (nominal) income will likely be worth a third to a half less than it was at the start of retirement.
3. From a statistical perspective, there is very little justification for spending more than 5 percent of initial capital, adjusted for inflation, during retirement. The probability of ruin during retirement will exceed 15 percent if the planned consumption rate is higher than 5 percent.
4. The first seven to 10 years of retirement represent the most critical investment period in one’s life, with returns that are highly correlated with the probability of a sustainable retirement.
5. A very strong case can be made for using nonlinear instruments, such as put options and other downside protection, to limit the impact of a catastrophic first decade of retirement. Insurance products that provide downside protection—even at the expense of upside participation—will reduce the probability of retirement ruin and hence increase the sustainability of the portfolio.
6. The implicit rate of return on longevity insurance—and, by extension, pension annuities—can reach 20 percent and even higher as people age. Thus, there are substantial benefits to annuitization, and it should be encouraged as a risk-management strategy.
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Chapter Notes

1   CPI-W: More than one-half of the household’s income must come from clerical or wage occupations and at least one of the household’s earners must have been employed for at least 37 weeks during the previous 12 months. The CPI-W’s population represents about 32 percent of the total U.S. population and is a subset, or part, of the CPI-U’s population.
2   The Implied Longevity Yield and its acronym, ILY, are registered trademarks and are the property of CANNEX Financial Exchanges.




 CHAPTER 11

Withdrawal Strategies A Cash Flow Solution

HAROLD EVENSKY

 

 

 

 

Planning income for life involves a matrix of issues, many of which are unrelated to finance and investment strategies. Invariably, the crux of the problem hinges on how to get adequate cash flow out of an investment portfolio.1 At a time when a significant portion of the population is rapidly aging and our clients are facing ever-increasing risks to their long-term financial well-being, this problem is becoming far more difficult to solve. This chapter introduces the Evensky & Katz Cash Flow Reserve Strategy (E&K-S), first implemented by our firm more than a decade ago. The years have proved it to be an extraordinarily effective strategy.

To make the case for the E&K-S and to provide a framework for evaluating alternatives, I’ll first address issues that need to be considered in the development and selection of an effective sustainable cash flow strategy. I’ll also discuss some of the market myths that hinder effective cash flow planning.




Cash Flow Strategy: Clearing the Hurdles 

Any strategy for generating cash flow must take into consideration the primary risk factors that can hobble an otherwise thoughtfully crafted solution. Once the risk factors are enunciated, practitioners have a set of criteria against which they may test proposed product and strategy solutions. The factors I recommend for consideration include several key risks and the client’s unique needs.


Longevity Risk 

Our clients’ biggest economic fear should be living too long. Many years ago, a client visited me to complain about the poor return he was getting as he rolled over his one-year certificates of deposit. Because rates had dropped so significantly, his renewal yield was less than half the return he had received in the prior year. Rather naively, I began discussing a balanced total return portfolio. I had barely spoken the word “stock” before he threw up his hands and said, “No stock! That’s too risky.” I then suggested a bond portfolio alternative, but he terminated that discussion too. It seems that bonds were way too long a commitment for him. Finally, in frustration, I said, “I give up; why not just roll your CDs over from one-year to five-year maturities?” He looked at me incredulously and said, “Harold, five years? Long term for me is a green banana!” After a few seconds of reflection, I responded, “Go ahead; make my day—die.2 If you die, I’ll be very upset ’cause you’re a good friend, but if there’s money in the bank, at least I’ll have done my job. What keeps me awake at night and ought to keep you awake is the possibility that you’ll never die—at least not for a long while yet.”


Purchasing Power Risk (Inflation) 

Occasionally, media articles may continue to extol the power of the Federal Reserve, but inflation is not “dead and gone forever.” If not today then tomorrow, we’re sure to be reading headlines announcing, “Inflation once again rears its ugly head.” Any cash flow strategy that ignores inflation ignores reality.


Volatility 

Although most investors have little or no understanding of the concept of volatility drain on portfolio returns, they’re even more clueless about the impact of volatility drain on cash flow. Unfortunately, we do not live in an average world; hence, volatility drain is a critical factor to be addressed in any successful cash flow strategy.


Financial Flexibility 

Planners plan; after all, that’s what our clients pay us to do. Unfortunately, we can only plan, not guarantee. Clients’ needs and markets change; hence, a successful strategy must be flexible.


Behavioral Risk 

As behavioral finance research has so eloquently demonstrated, our clients are not rational investors. They are human and, as such, subject to numerous behavioral heuristics3 and dubious mental math.4 Recognizing  and managing these behavioral issues is a necessity for a strategy to be effective.


Client Needs 

Our clients have a variety of needs—financial and behavioral. An effective strategy must meet those needs.

Financial. There are three aspects to consider:•  Real cash flow. As we’ve noted, the erosion of purchasing power is a major risk. Unfortunately, the risk is so insidious that many investors either forget it exists or pay only lip service to its impact.
•  Income (as in dividends and interest) versus cash flow (as from total-return portfolios). The confusion of these two concepts—a problem exacerbated by the marketing of “income” portfolios—is the root of many strategy failures.
•  Tax and expense efficiency. Clients’ cash flow needs translate into a need for net-net real cash flow—net of expenses and net of taxes. In a low-return environment (as expected in the years ahead by many professionals), the impact of expenses and taxes mushrooms.5 Thus, the management of expenses and taxes is another significant attribute of an effective strategy.



Behavioral. Good theory and good practice are not necessarily equivalents. This is often evident when the good theory conflicts with what our clients consider good sense. In planning for our clients’ lifetime income needs, a major behavioral stumbling block is what my partner, Deena Katz, refers to as the “paycheck syndrome.” Until retirement, investors purchase their groceries, meals, mortgages, and vacations out of the proceeds from their paycheck. The excess (if any) is set aside for savings. As savings grow, it becomes corpus, or the “nest egg.” One spends a paycheck, never corpus. This is a classic example of a mental math concept that behavioral economists refer to as “separate pockets.” Although it may be intellectually obvious that spending 5 percent of a portfolio’s assets derived from dividends and interest is economically equivalent to spending 5 percent of a fully reinvested, total-return portfolio, for most investors it will not feel the same. Dividends and interest feel like a paycheck. Selling assets to generate cash flow feels like invasion of corpus.

An effective cash flow strategy must incorporate the following primary elements of the paycheck syndrome:•  Paychecks are consistent; cash flow strategies need to provide consistent cash flows. Any strategy that results in significant variations in annual cash flow subjects the recipient to an unpleasant roller-coaster ride in their standard of living.
•  Paychecks are independent of the market; cash flow strategies should be designed to insulate the client’s cash flow from market volatility.
•  The source of paychecks is visible and considered reliable; the source of cash flow should be visible and reliable.
•  Clients understand paychecks; they need to be able to understand their cash flow strategy.
•  An effective strategy should reframe the structure of the cash flow to actively incorporate a client’s tendency to think in terms of separate pockets.






Myths and Nonsense 

“I’m retired,” the client insists, “I need an income portfolio.” The myth of the income portfolio is among the most damaging myths foisted on the public. An income portfolio is designed to provide an investor with an income stream generated by interest and/or dividend payments. The flaws associated with this strategy are numerous—and fatal.


Portfolio Design 

By constraining the portfolio design to generate cash flow solely from dividends and interest, an arbitrary limit is set on the allocation to equities. Consider a portfolio allocated between bonds and stocks with the bond investment in the Putnam Income Fund and the stock investment in the Fidelity Fund.6

Let’s also assume that the cash flow design constraint is 5 percent. With those parameters, what would be the composition of the portfolio? Natu-rally, the design will depend on the expected interest return on the Putnam allocation and the dividend return of the Fidelity allocation. FIGURE 11.1  illustrates a range of recommended allocations, depending on the historical time frame selected for projecting future expected returns.

FIGURE 11.1 Recommended Allocations 7
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These allocation constraints, having been set by market forces, obviously have no relationship to the client’s unique needs and risk tolerance.


Inflation 

As experienced practitioners will recognize, the severely constrained stock allocations in Figure 11.1 are unlikely to provide the necessary growth to insure against long-term purchasing power erosion. Using the same investment choices, consider an income-portfolio investor implementing a conservative all-bond portfolio 20 years ago (1985). Unfortunately, due to inflation erosion, this conservative portfolio would have collapsed by October 2001.8


Monte Carlo Saves the Day 

Although Monte Carlo analysis is often presented as if it’s a new discovery that will solve all the ills associated with old-fashioned point-estimate planning, it is in reality a long-established mathematical tool that’s been used in its modern form since the 1930s, when Enrico Fermi used Monte Carlo analysis in the calculation of neutron diffusion. Although very effective as an educational tool, in retirement cash flow planning, it is too often abused.

Greater accuracy or more guesswork? In developing a point estimate (for example, to maintain an inflation-adjusted income of $84,000 per year for the client’s lifetime), the practitioner has to estimate at least three items: the return on the portfolio, the inflation rate, and the client’s longevity. Each factor is obviously uncertain. Now consider how a planner using Monte Carlo analysis might report to her client: “You can maintain a $72,250-per-year inflation-adjusted income for life, with a 70 percent probability of success, or a $67,530-per-year income, with an 85 percent probability.” What did the practitioner have to do to provide this more sophisticated analysis? She had to make a number of additional assumptions (see FIGURE 11.2).

FIGURE 11.2 Assumptions for Monte Carlo
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Although the effort made to develop a probabilistic recommendation may be impressive, the reality is that rather than reaching a conclusion based on three estimates, this sophisticated solution is, in fact, based on nine additional estimates (that is, the end points of the range and the distribution of the range for each item). Most Monte Carlo simulations used by practitioners simplify this estimation process by assuming that all ranges are normally distributed; however, in many cases, there is little justification for this assumption (for example, the inflation distribution may well be positively skewed—expected 3 percent, low 2 percent, high 5 percent9). The point is that powerful analytics do not ensure accurate or even credible results. As with a Markowitz mean-variance optimization, Monte Carlo analysis may simply be an effective way to maximize errors.

Costly comfort. The introduction of probability via Monte Carlo analysis has also resulted in unrealistic targets for a “comfort level” of success. For example, in professional publications, it’s not uncommon to read such observations as “most clients are satisfied with a 90 percent to a 95 percent probability of success.” Although that statement is undoubtedly true, I believe that targeting such a high level of statistical success is dangerous to our clients’ well-being. Often, setting such a high threshold for success can be accomplished only by significantly reducing the recommendation for sustainable cash flow.10 Advising clients to radically reduce their standard of living in order to protect against the unlikely probability of three standard deviation events is inappropriate.

What’s more, the “chance of success” provides only a portion of the information necessary to make a knowledgeable decision. What’s missing is some measure of the significance of failure. If a portfolio has a 65 percent chance of success and a 35 percent chance that the client’s standard of living will fall to 50 percent or less than desired, the investment plan is unlikely to be a viable solution. However, if there is “only” a 65 percent chance of success but a 90 percent chance that the client can maintain 90 percent of the desired standard, then the portfolio may be quite appropriate.

Statistics may not lie; however, they may mislead. A clever educational tool called the Monte Carlo Card Game11 developed by PIE Technologies puts this reality in perspective. FIGURE 11.3 is a picture of table 50 (a portfolio composed of 50 percent bonds and 50 percent stock). The value $72,708 is the traditional “point estimate” solution. It is the average real  dollar withdrawal rate that an investor could consistently withdraw annually without running out of funds (that is, a Monte Carlo simulation would conclude a 50 percent probability of success).

In this example, the client is uncomfortable with a 50 percent chance of failure, so Figure 11.3 reflects a reduced client goal of $60,000 (a 17 percent reduction in living standard).

FIGURE 11.3 Scenario 1: Balancing Withdrawal Sustainability and Standard of Living

Source : Monte Carlo Card Game, PIE Technologies
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FIGURE 11.4 Scenario 1: 81 Percent Chance of Success Balancing Withdrawal Sustainability and Standard of Living Monte Carlo Simulation

Source : Monte Carlo Card Game, PIE Technologies
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FIGURE 11.4 is a Monte Carlo simulation based on the $60,000 withdrawal. Not surprisingly, the more modest withdrawal has an increased likelihood of success (81 percent probability). Unfortunately, 81 percent falls well below the often-recommended 90 percent to 95 percent standard, so the withdrawal is reduced to $42,000—a whopping 43 percent reduction in living standard. The client may not be able to spend much; however, as FIGURE 11.5 illustrates, the likelihood of success is 99 percent. The client can now rest assured that his Alpo diet will remain fully funded, no matter what happens to the markets—or can he?

FIGURE 11.5 Scenario 2: 99 Percent Chance of Success Balancing Withdrawal Sustainability and Standard of Living Monte Carlo Simulation

Source : Monte Carlo Card Game, PIE Technologies
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FIGURE 11.6 Scenario 2: 99 Percent Chance of Success Balancing Withdrawal Sustainability and Standard of Living Historical Test

Source : Monte Carlo Card Game, PIE Technologies
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Monte Carlo is fun, but reality sometimes isn’t. FIGURE 11.6 is a test of how the $42,000 withdrawal (that is, the 99 percent success scenario) would have performed during the last 30 years. The result shows that it would have failed.

The assumptions underlying Monte Carlo results are numerous and subject to significant estimation error. It’s a danger to our clients’ well-being to place inappropriate reliance on this soft foundation. Monte Carlo is an excellent educational tool for clients; it is not an answer to their retirement-income planning needs.




Evensky & Katz Cash Flow Reserve Strategy 

We developed the Evensky & Katz Cash Flow Reserve Strategy (E&K-S) in the mid-1980s. At that time, the traditional solution to providing cash flow from an investment portfolio was either a traditional income portfolio or a form of reverse dollar-cost averaging from market investments. We had already concluded that the constraints of the traditional income portfolio made no sense, and we were uncomfortable with the obvious disadvantages of reverse dollar-cost averaging (transaction costs, negative tax consequences, volatility drain, and the related conversion of the benefits of dollar-cost averaging into a negative12).

At the time, our firm had a long-established five-year philosophy. The mantra “five years, five years, five years” was frequently repeated to our clients to remind them that we believed the real risk faced by investors was having to sell at the wrong time. Consequently, we discouraged making any investment unless the client expected that the funds could remain invested for at least five years. For example, for a client with a $1 million portfolio, who indicated a need for $100,000 for a special purpose in three years, we would design a $900,000 total-return portfolio and a separate portfolio with $100,000 invested for a target maturity in three years. With a five-year window for the investment portfolio, we believed that it would be very unlikely that a client would have to sell a portion of his portfolio at a significant loss.

Although our mantra had been developed to protect a significant liquidation of corpus, we thought that the same concept might be applicable to our clients’ regular, but more modest, cash flow needs. We first considered simply carving out five years’ worth of our clients’ cash flow needs, similar to the carve-out we would have proposed for a single goal. Unfortunately, our calculations indicated that the opportunity cost13 would exceed the benefit. As we modeled various alternatives, we concluded that a two-year cash flow reserve’s carve-out was both economically and behaviorally optimal.

FIGURE 11.7 Portfolio Allocation
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FIGURE 11.8 Portfolio Allocation: 5 Percent Annual Cash Flow Need
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The Strategy 

Conceptually, E&K-S is very simple. FIGURE 11.7 shows a proposed portfolio allocation for Mr. Kiran, with $1 million of investable assets and for whom the planning process has determined that a 40 percent bond/60 percent stock portfolio allocation will meet his long-term goals.

FIGURE 11.8 shows the modification to the allocation for a client with the same assets but with a 5 percent annual cash flow need.

In implementing this strategy, we establish three separate accounts. One is the cash flow reserve (CFR) portfolio, the second is the investment portfolio (IP), and the third (which generally already exists) is a local checking account. As an example, in Figure 11.8, we’ve funded Mr. Kiran’s CFR portfolio with $100,000 and his IP with $900,000. The allocation to equities in the IP has been increased by $60,000 to offset the opportunity cost associated with placing the $100,000 reserves in lower-return, short-term liquid investments. Mr. Kiran understands that the IP is long term, that is, it’s being managed as a total-return portfolio with all dividends, interest, and capital gains reinvested and that the CFR portfolio is going to be the source of his cash flow.

Presenting the strategy to the client goes something like this:Mr. Kiran, based on our discussions, we’ve mutually concluded that you need about $4,200 per month (in real dollars) to supplement your other income [for example, Social Security benefits, pension, part-time work, rental income] to maintain your current lifestyle. Also, over time, you need to earn about 5 percent real return on your investments to maintain your lifestyle for the balance of your life. Here’s how we’re going to manage this.

We’ve opened three accounts for you: Kiran’s cash flow reserve portfolio, Kiran’s investment portfolio, and Kiran’s local checking account. In the CFR account, we left $50,000 in money market funds and invested $50,000 in a very low-cost bond fund investing in high-quality short-term (duration about one year) municipal bonds. The CFR account is the one you can look to for your grocery money. Think of the CFR as your payroll account. Once a month, write yourself a paycheck for $4,200 and deposit it into your checking account (increasing the withdrawal over time to compensate for inflation). You won’t have to worry about where your next meal’s coming from if the market’s way down; the cash will be sitting there waiting for you.14 The balance of your investments is in the IP account, and we’ve invested that money in the bonds and stock funds we discussed earlier.

As we go forward, our job will be to monitor and manage your IP, and your job will be to go out and enjoy your life. However, just to be sure you remain on course, we’ll regularly review your IP to ensure that it remains properly invested. At the same time, we’ll also take a look at your CFR balance.  If we conclude that we need to make some changes in your IP, we may take the opportunity to fill your CFR back up to the original $100,000. If we determine that the IP is fine and requires no attention and your CFR is funded with at least a year’s worth of your cash flow needs, we won’t do anything.

As time goes on, we may go for more than a year with no need to change your IP, but by then your withdrawals from your CFR portfolio may have reduced it to less than a year’s reserve. If so, we’ll review the positions in your IP, and if we can carve out funds without significant losses, we’ll do so and bring the CFR balance back up to the two-year reserve of $100,000.

What could go wrong? Because markets are fickle and occasionally treacherous, it’s possible that we may go for well over a year when both stocks and bonds have significant losses. Should that happen—which is unlikely—we would then look to the short-term and short-intermediateterm bond investments in your IP. We refer to these funds as your second-tier emergency reserves. No matter how bad the markets get, these bond investments are unlikely to sustain significant losses, so we would begin to fund your CFR account by liquidating a portion of the bond positions. In doing so, there is a risk that the equity allocation might exceed our target; however, we will be buying valuable time to defer the sale of stock in the midst of a bear market. Between the initial CFR allocation ($100,000) and the IP bond positions ($240,000) you’re covered for approximately 5½ years. Once again, although there are no guarantees, this five-year window is likely to be long enough to ensure that your cash flow needs are never likely to require a sale of assets at a significant loss in a bear market.






Evaluation 

Let’s evaluate the E&K-S and see how well it protects against the risks we discussed earlier in this chapter.

Purchasing power risk. As the reserve requirement is reviewed regularly (in our practice, the review is quarterly), it’s quite easy to increase the reserves to adjust for inflation. The strategy also provides the flexibility to increase the reserve by variable amounts to reflect an inflation factor unique to each client.15

Volatility. By providing significant control over the timing of investment liquidations, most volatility drain related to cash flow can be eliminated.

Financial flexibility. The strategy provides extraordinary flexibility in meeting the unique and changing needs of real clients. Experience has demonstrated that the most frequent adjustment required is to reduce the frequency and size of transfers to the CFR account. In the early stage of  planning, in an effort to be conservative, many investors overestimate their needs. Many cash flow strategies generate cash flow whether needed or not. The reinvestment of this unneeded cash flow results in unnecessary transaction and tax costs and, occasionally, in opportunity costs.

Client needs—financial. By providing for total flexibility, the E&K-S enables the practitioner to carefully calibrate and adjust the client’s need for real cash flow. It also minimizes the frequency of transactions (reducing transaction costs) and enables an adviser to manage more efficiently the tax consequences of funding the client’s cash flow needs.

Client needs—behavioral. The strategy manages the paycheck syndrome. Cash flow to the client is consistent and independent of market volatility. The source of the cash flow is visible and reliable (money market and short-term high-quality municipal bonds). Clients understand the strategy, and it frames the accounts in a manner consistent with a client’s separate-pocket mentality.16


Does It Work? 

Indeed, the E&K-S works very well. We’ve used this strategy, with minimal modification, for more than a decade. It was seriously tested by two very different but equally trying market conditions—the panic after Black Monday in October 1987 and the bear market of 2000-2002. Our cash flow-dependent clients weathered these events without undue discomfort, and most attributed a significant degree of credit for that outcome to the E&K-S. They may not have understood what was going on in the market, but they did know that the funds for their next meal were safe, sound, and available in their money market accounts. Given that emotional anchor, our clients were able to appreciate our counsel: Although their IP was suffering along with the broad market, they owned small investments in thousands of companies around the world and the firms had not all gone bankrupt. Given time, the domestic and world economies would recover—and our clients had time to recover with them.17

I recognize that although the strategy was tested during the short but precipitous 1987 drop and the recent long and painful equity bear market of 2000-2002, we have not had occasion since the inception of the E&K-S to test it during a period similar to the early 1970s, when both bonds and stocks were devastated and inflation was rampant. So I prepared a hypothetical stress test for this period and compared the results of three strategies—income from an all-bond portfolio, regular equal withdrawals from a portfolio balanced 50 percent bonds/50 percent stock, and an E&K-S portfolio. The hypothetical investments were made in January 1968 and consisted of one or a combination of money market, Putnam Income Fund (for bond allocations), and Fidelity Fund (for stock alloca-tions). The cash flow withdrawal was set at a real annual after-tax rate of 4.5 percent, and withdrawals were monthly. Inflation was set at the rate for 1968 (slightly less than the subsequent 30-year average). The rebalance parameter for the two bond/stock portfolios was set at 10 percent, and the tax rate set at 30 percent for ordinary income and 20 percent for long-term capital gains. Commissions were eliminated. The results of this comparison are quite dramatic.

FIGURE 11.9 Test of Withdrawal Strategies
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As shown in FIGURE 11.9, an attempt to provide real cash flow by withdrawals from a fixed-income portfolio ended with the complete erosion of the original investment by the close of 1980. The 50/50 balanced portfolio had a significantly longer survival rate; however, it met its demise by 1988. The good news is that the E&K-S portfolio was clearly a superior strategy during these trying times: it managed to sustain the real cash flow until 1992. The bad news is that it, too, could not overcome the early portfolio erosion and it ultimately failed in 1992.

 

 

NO WITHDRAWAL STRATEGY can guarantee protection for investors requiring income for life.18 Reducing the withdrawal rate is certainly the most effective technique; however, for most investors, that’s not a viable option. I believe the next best strategy is some form of an E&K-S. It provides significant behavioral benefits resulting in greater client comfort  during trying market conditions, minimizes the impact of taxes and transaction costs, maximizes the withdrawal period, and maximizes planning flexibility.

 

 

Chapter Notes

1   In this chapter, “income for life” and “cash flow” are used interchangeably to mean real (that is, inflation-adjusted) cash flow.
2   Although I was influenced by my appreciation of the finer points of quality films (that is, Clint Eastwood in Dirty Harry), my spontaneous response to my client was admittedly a bit brash. Because he was also a longtime friend, I was not surprised that he took my comment in the humorous manner it was intended. I was, however, surprised that my joking comment was so effective in getting his attention. I’ve subsequently used that story with new clients and found it an effective vignette for focusing their attention on longevity risk; I hope you too will find it of use.
3   We live in a complex and often confusing economic environment. To manage huge amounts of information and understand market complexity, investors use what behavioral finance calls judgmental heuristics (mental shortcuts).
4   The application of unsound but seemingly logical mathematical analysis.
5   In a study prepared for a presentation at the April 2002 Financial Planning Association retreat, I concluded that during the last 20 years, the net-net real return from a balanced portfolio was approximately 7.5 percent. Based on what I believe to be reasonable forward-looking projections, I concluded that the same portfolio, in today’s markets, will return approximately 2.5 percent.
6   These two funds will be used as examples throughout the chapter. They were selected because they have attributes that make them ideal candidates for demonstration purposes:• Both are publicly available to retail investors.
• Both have extensive, well-documented histories. Putnam Income was established in November 1954 and Fidelity in April 1930.
• Both are effective for general asset class investments. According to Morningstar Principia, Fidelity has a 36-month correlation with the Standard & Poor’s 500 index of 99 and Putnam Income has a 36-month correlation with the Lehman Brothers Aggregate Bond Index of 99. A 20-year correlation analysis indicates a still high correlation of 95 for Fidelity and the S&P and 93 for Putnam and the Lehman.
• Fidelity has an R2 of 98 with the S&P 500, and Putnam 98 with the Lehman.
• The analysis is based on purchase and sale at net asset value.


7   In 2004, the income return for Putnam was only 2.8 percent and 1.4 percent for Fidelity. There was no possibility of generating 5 percent from dividends and interest.
8   To avoid grossly exaggerating the impact of taxes, I used a 15 percent ordinary and capital gains tax to simulate a comparable tax-free portfolio return.
9   Reality is likely to be even more complex. For example, equity market returns are generally considered to be leptokurtic with a positive distribution skew.
10   Running a number of hypothetical portfolios, I estimate the reduction in sustainable cash flow to be approximately:

	Increase Probability of Success	Reduction in Sustainable Cash Flow
	From 	To 	
	70%	90%	13%
	60	90	25
	60	95	44



11   The game allows a player to select one of 10 tables. Each table represents a portfolio, changing allocations between bonds and stocks in 10 percent increments, ranging from all bonds to all stock. For example, Table 60 represents a portfolio 40 percent bonds and 60 percent stock. Once a table is selected, 30 cards are displayed, face down. Each card’s face value reflects the return on a 40/60 portfolio for one of the last 30 years.
12   Dollar-cost averaging is based on the purchase of larger quantities of a position when the price is low and smaller quantities when the price is high. The result, over a market cycle, is that the average price of the positions accumulated is lower than the average market price of that same position. Reverse dollar-cost averaging results in the average price of the positions sold being less that the average market price of the position over the cycle.
13   The opportunity cost is the difference between the expected total return on the investment portfolio and the expected (but lower) return on the funds invested in shorter-term, liquid investments times the value of the funds set aside for reserves.
14   Obviously, this example is greatly simplified. In practice, many clients fund their checking account only quarterly or intermittently. In some cases, we set up automatic monthly checks to transfer money from the CFR account to their checking account. In a surprising number of cases, the CFR funds last much longer than the anticipated two years, because clients often overestimate their cash flow needs.
15   Although the consumer price index is a handy measure for general planning, experienced practitioners recognize that the impact of inflation on an individual client depends largely on the nature of his personal expenses. For example, older retirees’ effective inflation is often much higher than the reported CPI because so much of their expenses are related to health care costs.
16   One “pocket” is the source of the client’s grocery money—the CFR account. The investments are simple, nonvolatile, and comfortable. The second pocket is the IP. Because it’s clearly identified as a long-term portfolio (remember the five-year mantra) and the client is looking at his other pocket for spending money, the client tends to pay little attention to short-term market fluctuations in the IP.
17   On October 19, 1987, the morning of Black Monday, we called all of our clients. One of my first calls was to a retired widow. I was particularly concerned about her because she had been a 100 percent CD investor before working with us, and we had repositioned her investments to a 50 percent bond/50 percent stock portfolio. I began my call by saying she may have noticed a slight dip in the market. Before I could go on, she said, “So what? Remember five years, five years, five years. I have plenty of cash to last me for years in my other account. Don’t bother with me. Why don’t you call someone who’s worried?” I was flabbergasted. Even more amazing, her response turned out to be typical of those we heard throughout the day.
18   Of course, immediate annuitization, a subject addressed by other contributors in this book, is a potentially complementary strategy.




 CHAPTER 12

Asset Allocation The Long View

LAURENCE BOOTH

 

 

 

 

Retirement problems are all about saving and spending. How much money must be saved each year so that in retirement the wealth can be drawn down and spent? Both sides of the issue—saving and distribution—involve the same challenges: how to deal with uncertainty in the personal circumstances of the individual, such as death and disability, and how to deal with uncertainty in investment returns. This chapter focuses on the investment uncertainties that must be addressed in planning retirement income and shows how the three iron laws of finance—the laws of time, tax, and risk—can help in structuring the solution.

The three iron laws tell us that there is a time value of money, a tax value of money, and a risk value of money. The first two concepts are relatively straightforward, but dealing with the risk value of money—that riskier securities, such as common equities, tend to generate higher rates of return—is tricky, to say the least. But probability targets can be introduced into retirement-income planning. It is commonly said that the target for income replacement in retirement should be something like “70@65,” meaning retirees should aim for 70 percent income replacement at age 65. However, given the uncertainty of investment returns, a more reasonable retirement target would be something like “70 percent of 70@65,” meaning a 70 percent probability of achieving 70 percent income replacement at age 65. Of course, some planners have clients whose wealth may be substantial enough to reach this target simply by investing in fixed-income government securities. This chapter will not be of interest to them. For most of us, however, aiming for 70 percent income replacement in the face  of declining Social Security benefits, increasing dependency ratios, and lengthening life expectancies is a challenge that requires help. This chapter aims to provide it.

FIGURE 12.1 Interest Rates on Government Debt
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The Retirement-Income Problem 


The Time Value of Money 

The first iron law of finance—that of the time value of money—is fairly simple. FIGURE 12.1 shows the interest rates on government debt issues of different maturities as of May 2005.

The rates in the first row of Figure 12.1 reflect the nominal interest rates current at that time. A very short-term investment in U.S. government 90-day Treasury bills yields 2.63 percent; for a one-year bill, the rate rises to 3.32 percent; for five years, it’s 3.93 percent; and for the longest outstanding U.S. government bond it’s 4.64 percent. In saving for retirement, we should use the 4.64 percent rate as indicative of a long-term default-free rate. But these rates are nominal because regular Treasury bonds have payments, both interest and return of principal, that are fixed in nominal terms—that is, they do not vary with future inflation rates. The problem, of course, is that the 4.64 percent yield on the long-term bond doesn’t look very good when inflation is zipping along at almost 3 percent.

The second row in Figure 12.1 gives the yield on Treasury inflation-protected securities, or TIPS. The principal on these securities is indexed to the general inflation rate, so that the interest earned, as well as the amount paid back at maturity, goes up with the principal. But this inflation protection comes at a price: the yield on a TIPS with a maturity of about a year is only 0.5 percent, increasing marginally to 1.14 percent for a five-year bond and to 1.84 percent for a 30-year TIPS.

Compare the yield on the TIPS versus the nominal bonds and you’ll see that they differ by about 2.8 percentage points, an indication of the  long-run expected inflation rate. The difference underscores one implication of the time value of money: that what we are interested in is the real  interest rate, that is, how much we can actually buy in the future by not buying things today.


The Tax Value of Money 

A 1.84 percent real interest rate on a 30-year TIPS is enough to dampen anyone’s motivation for saving, but it gets worse. Consider the second iron law of finance, that of the tax value of money. Interest is taxable and, unfortunately, so is the increase in the principal value of the inflation-indexed bond. So if the 30-year TIPS is held to maturity, some of that value will be lost each year in tax revenue to the different layers of government. Taxes are complex and are affected by the alternative minimum tax (AMT) as well as by a host of other factors, but a 35 percent tax rate will cut that 4.64 percent interest rate to 3 percent, or to a real rate of return close to zero.

And what does a zero real interest rate do to our retirement-income formula? The good news is that it makes the calculations extremely simple. Suppose we have a typical 35-year-old male—let’s call him John—earning $65,000 a year and looking to retire at age 65. If his real income is expected to be constant, then with a zero real interest rate, we can simply sum the income over his lifetime and say that the real wealth is $1,950,000. If the individual is in good health, he can expect to live for 11 years in retirement, or until age 76, so this wealth has to last for 41 years. This means that John’s real consumption is only $47,560 a year, which means the balance of $17,440 is the required level of savings. That calls for a whopping 27 percent savings rate.

For most people, a savings rate of 27 percent is simply out of the question, and luckily it is not needed, because the second iron law of finance, the tax value of money, comes into play. As long as the savings are made within an individual retirement account (IRA), their value can compound tax-free; this compounding gives us back our 1.8 percent real interest rate. What’s more, most people do not need the same amount of money to live in retirement as they do while working. For example, in a Delphi study of financial planners, Greninger and others (2000)1 indicated that the average ratio of replacement income was 74 percent of preretirement income at age 62.

Let’s recalculate with tax-free compounding factored in. For the sake of convenience, we’ll use a rate of 70 percent of preretirement after-savings income at age 65, so the retirement target is set at “70@65.” In this case, the level of savings required drops to 15 percent. This is the result of the 1.84 percent real interest rate’s reducing the savings rate to 20 percent and the 70 percent replacement rate’s cutting it further to 15 percent.


The Risk Value of Money 

Having applied the first two iron laws of finance, we generate numbers that start to look reasonable. Although a savings rate of 15 percent seems extremely high, once it’s split 50-50 with the employer, a 7.5 percent personal savings rate for someone like John, starting quite late in life at age 35, isn’t completely outrageous. But the third iron law of finance—the risk value of money—remains. By now everyone has heard the dictum “Stocks for the long run,” so perhaps that paltry 1.84 percent real rate of return can be boosted by taking some risk and moving some of the portfolio assets into more risky equities and away from long-term TIPS.

FIGURE 12.2 shows the realized returns from holding a portfolio of equities versus investing in long-term Treasury bonds from 1926 until 2004.

The first column in Figure 12.2 gives the arithmetic return, which is simply the average of each year’s rate of return. For equities, this average return is 12.39 percent, whereas for holding the long bond, it’s 5.77 percent. On average, investing in equities earned 6.62 percent more than investing in long bonds.2 If the past can be expected to repeat itself in some way, then this 6.62 percent earned risk premium goes a long way toward solving our problem. For example, combined with the 1.84 percent real return on TIPS, we get a real equity return of 8.46 percent, which is close to the average real equity return of 9.10 percent from 1926-2004. If we substitute 8.46 percent into our retirement-income formula, the required savings rate drops to 3.81 percent and our retirement-income problem seemingly disappears: a 3.81 percent split between an employer and employee isn’t such a big deal. No wonder Einstein reportedly described compound interest as the greatest discovery of the 20th century.

FIGURE 12.2 Realized Returns: Equities Versus Treasuries
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Managing the Risk of Equities 

Before we plunge in and put our wealth heavily into equities, we need to understand what these historical past returns really mean and in particular what the average rate of return means. To take an extreme example, suppose we invest a dollar and it earns a 100 percent rate of return the first year before losing 50 percent the next. In this case, the dollar goes to two dollars before dropping back to a dollar, so the geometric rate of return over these two periods is zero.3 The arithmetic return, however, is simply the average of 100 percent and -50 percent, or 25 percent. In this case, assuming that the investor can earn 25 percent could be misleading, and some use the geometric rate of return as a better estimate of the long-term rate of return.4

In Figure 12.2, we can see that while the arithmetic return on equities averaged 6.62 percentage points greater than the return on long bonds, the geometric return averaged only 5.04 percentage points more. This difference, combined with the 1.84 percent real return, gives a forecasted real geometric equity return of 6.88 percent, slightly less than the actual real geometric equity return of 7.01 percent. If this geometric return is used as the forecasted real equity return, the required savings rate increases to 5.4 percent. Although the example shows how sensitive the results are to the real return assumptions, here it seems to imply that there is no problem: 5.4 percent split equally between employer and employee seems manageable.

Unfortunately, these results are deceptive and seriously misleading because in all cases the arithmetic return is the best estimate of the next period’s rate of return, whereas the geometric return is only one estimate of what might have been earned over this very long investment horizon: neither one is appropriate for investment horizons in between these two extremes.5 What’s more, Figure 12.2 also shows the volatility, or the standard deviation, of the annual returns. In the case of equities, this volatility is 20.31 percent; for long Treasury bonds, it’s 9.29 percent. On average, returns in the equity market have been twice as volatile as those in the bond market.6 But note the difference in the arithmetic and geometric returns: in the case of equities, it’s 1.96 percent; for bonds, 0.38 percent. Clearly, the equity returns are more volatile than bond returns, and the difference between the arithmetic and geometric returns is also greater.

The arithmetic return is approximately the geometric return plus half the variance in the arithmetic rate of return. In the case of equities, the volatility is 20.31 percent; for simplicity, call it 0.20, in which case the variance (square of the standard deviation) is 0.04 and half the variance is 0.02, or 2 percent. The approximation indicates a difference of 2 percent between the arithmetic and geometric returns, whereas the actual  estimates differ by 1.96 percent; similarly, for bonds, the approximation indicates a 0.43 percent difference, whereas the estimates actually differ by 0.38 percent.

The closeness in these numbers is not an accident. It’s well known that annual portfolio returns, such as the return on the Standard & Poor’s 500 index, are approximately normally distributed. The return earned over many periods, however, is just the product of these uncertain future rates of return. For example, the wealth at the end of two periods is just the starting wealth (W0) multiplied by one plus the returns earned in periods 1 and 2. The wealth at future time T (WT) is then just(1)
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It is not quite so well known that application of the central limit theorem to this future wealth shows us that it is lognormally distributed. We can see this by simply dividing through by starting wealth and taking natural logarithms, so that the logarithm of the increase in terminal wealth  Ln(WT ) - Ln(W0) is simply the sum of the additive terms Ln(1 + r), which by the central limit theorem means that Ln(1 + r) is normally distributed.  Ln(1 + r) is then simply the continuously compounded annual rate of return.

Using the same data as were used in Figure 12.2, we can estimate the expected continuously compounded real equity rate of return at 6.12 percent.  7 In this case, we have an analytical formula for the distribution of terminal wealth because we know from the application of the central limit theorem that the logarithm of terminal wealth is normally distributed, or(2)
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For example, suppose we are completely invested in the stock market. What would the distribution of our wealth look like after one year versus 20 years? FIGURE 12.3 gives us the answer based on both having standardized distributions around an expected value of 1.0.

Figure 12.3 illustrates the impact of compounding over time. After one year, the distribution is approximately normal, or bell shaped. But after 20 years, the distribution is decidedly nonnormal; it is most obviously not symmetric. That is what the lognormal distribution looks like; it’s skewed with the median value to the left, or lower than the average or expected value. Further, the distribution becomes more skewed as the underlying annual rates of return become more volatile, so that a 100 percent equity portfolio, for example, generates more skewed terminal wealth than does a balanced portfolio of equities and bonds.

FIGURE 12.3 Distribution of Terminal Wealth
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The Median and the Mean 

The difference between the median and the mean is very important to understand. Both the median and mean are estimates of the “middle” value of the distribution. But the median simply gives the middle value when 50 percent of the values are above and 50 percent below—without taking into account how far above or below they are. In contrast, the mean takes into account not only whether a value is above or below the middle value but also by how much. As a result, the mean is affected by outliers.

The difference between the median and the mean is not merely a statistical distinction; it has profound implications for money invested over long periods of time and the likelihood of achieving a retirement target. Over a 20-year time horizon, the possibility exists for a sequence of tremendous equity returns, which would make the individual fabulously wealthy. The very low possibility of this “outlier” pulls up the mean and causes it to exceed the more likely outcomes. As the 20-year distribution of terminal wealth indicates, most of the “probability mass” is below or to the left of the mean. This tells us that the probability of actually earning the mean rate of return is not the 50-50 one might expect from a normal distribution.

FIGURE 12.4 plots the probability of failing to earn the mean return as well as the probability of earning less than the risk-free rate, assumed to be the 1.84 percent return from the TIPS. Note that after one year the probabilities are close to 50 percent. The probability of failing to earn the mean is actually 53 percent, because the distribution even after one year is not perfectly symmetrical. Obviously, the probability of failing to beat the lower real bond return of 1.84 percent is lower, but at 41 percent, it’s still very high. This underscores the obvious fact that with a standard deviation of 20 percent, we can be 99 percent certain that the equity return will be between +/- three standard deviations of the mean. That’s a range of +/- 60 percent and clearly represents a huge range of outcomes with a significant probability of being less than the risk-free rate. This, in turn, emphasizes that short-term investors should not be in the stock market: there is simply too much volatility.

FIGURE 12.4 Probability of Meeting Targets
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However, note that during the 30-year horizon, both probabilities change dramatically. The good news is that the probability of beating the risk-free rate drops, so that by the end of 30 years, the probability of failing to earn the 1.84 percent a year is only 12 percent. The bad news is that the probability of earning the mean return increases, because there is now a 71 percent probability of falling below it.

Figure 12.4 offers two major insights. The first is well known: as the investment horizon increases, the riskiness of the stock market decreases. This is simply because a positive risk premium compounds over time.8  In this case, the dictum “stocks for the long run” makes sense if we judge the risk to be the failure to beat the alternative investment, which is the return on bonds. There is, however, a second implication, which is lesser  known: basing retirement-income planning on mean, or expected, returns is extremely dangerous.




Addressing Risk in Retirement-Income Planning 

This cautionary note brings us back to our retirement-income problem, which we thought we’d solved: because equities are expected to earn more than bonds, simply invest in the stock market and earn the higher rate of return. Problem solved. Not quite, however—as Figure 12.4 indicates, the chance of earning less than the mean, or expected, return is 71 percent. How many people would accept a retirement-income solution with a 71 percent chance of failure? Our 100 percent equities solution to the retirement-income problem took the good side of the third iron law of finance, the risk value of money, to mean higher expected equity returns while ignoring the flip side, which is that this value also entails significant risk. We cannot plan merely on the basis of expected, or mean, values without taking into account the risk attached to earning them. If we could truly solve all our problems simply by investing in the stock market, then obviously we’re missing something. Life is not that simple.

Financial planners are well aware that investing in equities is not a panacea and that there is risk involved in the equity market. They deal with this risk by using a diversified portfolio of both stocks and bonds and using the “your age in bonds” rule to adjust for the equity market risk—that is, as investors get older they should move more of their portfolio toward bonds to lower the risk. For example, Greninger and others (2000) found that financial planners generally recommend moving to a more conservative portfolio three to five years before retirement. In the case of John, our 35-year-old investor, this would mean a portfolio of 65 percent equities and 35 percent bonds, with a real expected annual rate of return of 6.143 percent. This combination would require an annual savings rate of 6.33 percent, real income after savings while employed of $60,844, and retirement income of $42,619. However, this still doesn’t address the risk attached to meeting this 70@65 retirement-income target.

Incorporating risk into retirement-income planning is relatively easy. First, suppose John had portfolio wealth of $55,795.27. Investing in a portfolio of 65 percent equities and 35 percent bonds at the 6.143 percent expected rate of return compounds the starting wealth to the wealth target of $333,368, which is enough to satisfy the retirement objective. However, we can now use the wealth distribution as of the retirement date to estimate the probability of getting the targeted wealth of $333,368, and it is only 41 percent. That means there is a 59 percent chance of falling below the target of 70@65. This is certainly less than the 71 percent probability of earning the  mean with a 100 percent equity portfolio, because the more balanced portfolio of 65 percent equities and 35 percent bonds is less risky.9 Most people, however, would not consider a target of 41 percent of 70@65 reasonable.

To counter the probability of failing to earn the target rate of return, we can directly incorporate the probability constraint into the retirement objective function. For example suppose the objective is a 70 percent chance of getting 70@65. The probability target can be written as:(3)
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where N(.) is the unit normal density function, k is the target rate of return and E(r) the continuously compounded expected rate of return, T the time horizon and the volatility. With the 70 percent probability target, the constraint imposes a value of -0.5244. This states that 70 percent of the probability mass of a unit normal density function is between -0.5244 standard deviations to the left of the mean and infinity, or, conversely, that 30 percent is below -0.5244 standard deviations to the left of the mean.

The optimal equity (α) allocation given this probability target is(4)
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The reasoning behind this solution is straightforward.10 Without the probability target, the solution is the growth optimal portfolio, because the terminal wealth is assumed to be lognormally distributed. In this case, the optimal equity allocation is the expected risk premium (r - R) divided by the variance of the equity portfolio (σ2). A mean-variance solution, in contrast, would have the variance multiplied by the investor’s risk aversion: the bigger the risk aversion, the larger the denominator and the smaller the equity allocation. The argument for mean-variance analysis is that it is more general than the growth optimal portfolio in allowing for more general individual preferences.

In the solution with the probability target, the target plays the same role as risk aversion in the mean-variance model. As the investor wants more assurance of meeting his retirement target—for example, with an 80 percent rather than a 70 percent probability of meeting the target—more is subtracted from the risk premium. As a result, the equity allocation is smaller. Also note that as T gets bigger, the effect of the probability constraint gets smaller and the equity allocation gets larger, so the time horizon in this model does affect the optimal equity allocation.

We can understand this point better by using our values for the continuously  compounded market-risk premium of 6.3 percent and market volatility of 20 percent as follows:(5)
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Optimal Equity Allocation 

FIGURE 12.5 shows the optimal equity allocation depending on the investor’s time horizon.

The optimal allocation obviously depends on the values used for the market-risk premium and the volatility,11 but with these values the optimal decision for a one- or two-year investment horizon is zero equities. To see how this works, consider the one-year solution. Here, the probability constraint subtracts 10.48 percent from the market-risk premium (0.5244 * .2) so that the optimal equity allocation involves shorting the equity market and a negative expected rate of return. That’s because a one-year horizon increases the risk of not meeting the target so much that satisfying the 70 percent constraint requires an investment that exceeds the target. In this case, of course, the target can be met with a 100 percent probability by investing in the risk-free asset. The same logic holds for a two-year horizon; and even for a three-year horizon, the equity allocation is very small. Gradually as the investment horizon is lengthened, the equity allocation increases until for a 20-year investment horizon the allocation is 100 percent. Thereafter, the optimal solution involves a leveraged portfolio.12

FIGURE 12.5 Optimal Equity Allocation
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What is clear from adding the probability target model is that the equity allocation depends on the time horizon. Although the effect of the probability constraint is easily seen in the case of a single sum invested for multiple years, the solution for the standard retirement-income problem involving annual savings over many years is less obvious. That’s simply because the savings in year 30 aren’t at risk at all because they come from the final year’s earnings, whereas in each prior year, the savings are invested for different lengths of time. As a result, the compounding effect of investing for multiple years is dampened because not all of the wealth is outstanding for the full 30 years. Just as the duration of a coupon bond is shorter than its maturity, so too the effective investment horizon for the savings problem is shorter than its maturity.

Although our retirement-income savings problem has a horizon of 30 years, no money is actually invested for the full 30 years. The savings invested at the end of the first year have the longest investment horizon, which is 29 years. If we define the effective maturity of the investment the same way as the duration of a bond, the horizon is only 18.7 years. The probability of meeting the target with an 18.7-year investment horizon is 43 percent. We can check this using Monte Carlo simulation in which each year the prior solution of $4,115 is invested, but the investment return—instead of being a constant 6.14 percent—is calculated from 1,000 random draws each period from a distribution with an expected return of 6.14 percent and standard deviation of 13 percent. At the end of 30 years, a little more than 40 percent of the 1,000 possible investment experiences resulted in the target wealth being met. The difference between this 40 percent and the analytical solution using the effective maturity of 18.7 years is mainly the result of the particular random numbers in the Monte Carlo simulation.

FIGURE 12.6 Distribution for Terminal Wealth
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FIGURE 12.6 illustrates the distribution of the terminal wealth. It is not as smooth as the analytical distribution discussed in Figure 12.3 earlier simply because it reflects the particular random number used in the simulation. But it illustrates that the distribution of terminal wealth is still skewed, indicating that planning on the basis of the mean, or expected, portfolio return implicitly exposes the retiree to significant downside risk well above the 50 percent probability one might expect.

A key point to remember here is simply that the standard savings-annuity problem can always be converted into a simple single-sum problem. For our example, savings of $4,115 per year for 30 years are equivalent to the problem of investing $55,795 for an effective investment horizon of 18.7 years. We saw that the optimal equity allocation for a single-sum problem with an 18.7-year investment horizon is basically 100 percent.


A Word to the Wise Planner 

Heuristics, such as the “your age in bonds rule” have validity. The closer clients are to retirement, the more they should invest in bonds and the less in equities. At the extreme of very short horizon problems—say, less than three years—100 percent should be invested in the short-term bond market. As the investment horizon lengthens, more should be invested in equities because the probability of beating the bond market return goes up. The distribution of terminal wealth, however, becomes more skewed, so that the probability of earning the mean or expected rate of return goes down. Consequently, planning on the basis of historical market performance is risky.

Instead, the risk of failing to meet the retirement target can be incorporated into the planning process by specifying retirement targets on the order of “70 percent of 70@65,” meaning a 70 percent chance or probability of getting 70 percent income replacement at age 65. That target can be achieved quite easily in the case of single-sum problems, because the distribution of wealth through time is lognormal and exact analytical solutions are available. For the savings problem in which the amount saved each period varies, the general case can always be solved by Monte Carlo simulation, or a close approximation can be made by estimating the  effective investment horizon, calculated in the same way as the duration of a bond, and then treating the retirement-income problem as single-sum problem.

Implementing solutions to retirement-income problems by using objectives like “70 percent of 70@65” goes a long way toward realistically addressing the uncertainty in investment returns.

 

 

Chapter Notes

1   S. Greninger, V. Hampton, K. Kitt, and S. Jacquet, “Retirement Planning Guidelines: A Delphi Study of Financial Planners and Educators,” Financial Services Review 9(3) (2000): 231-245.
2   TIPS do not go back far enough to permit meaningful estimates of their annual rates of return.
3   This is the compound rate of return using an annual compounding frequency.
4   Note that the arithmetic return over the two periods is 0 percent, so the difference between the arithmetic and geometric returns is really a matter of the appropriate investment horizon.
5   For a full discussion of this, see Marshall Blume, “Unbiased Estimators of Long Run Expected Rates of Return,” Journal of the American Statistical Association  (September 1973): 634-638.
6   I have shown elsewhere that the relative risk of equities versus bonds has not been constant over the period since 1926; see Laurence Booth, “Estimating the Equity Risk Premium and Equity Costs: New Ways of Looking at Old Data,”  Journal of Applied Corporate Finance (Spring 1999): 100-112.
7   This is the expected annual arithmetic return of 8.46 percent; converting to continuous compounding gives 8.12 percent and subtracting half the variance to convert it to a compound rate of return gives 6.12 percent; see J. Hull, Options, Futures, and Other Derivatives, 4th ed. (Prentice Hall, 2001), for a more detailed discussion.
8   Obviously, those that believe in a skimpy risk premium should probably not be in the equity market, given that it is unambiguously risky.
9   For convenience, the 1.84 percent is assumed to be constant—that is, it is a zero-coupon stripped bond. It is easy to incorporate riskiness in the bond return as well.
10   Laurence Booth, “Meeting Retirement Targets,” Financial Services Review  (Spring 2004): 1-18.
11   Note that this historically based market-risk premium would be regarded as excessive by many people (including myself). It is used simply for illustrative purposes. Obviously, the analysis goes through with different parameter values.
12   Clearly, for these short horizon problems, the term of the risk-free investment should match the planning horizon, and funds should not be invested in 30-year TIPS: remember the time value of money.




 CHAPTER 13

Sustainable Withdrawals

WILLIAM P. BENGEN

 

 

 

 

There’s a certain reasoning about retirement income that can be very seductive for many clients. It goes like this: in retirement I need a blend of growth and income investments. Over long periods, common stocks have averaged approximately 10 percent returns annually, and bonds about 5 percent. A portfolio allocated to 60 percent stocks and 40 percent bonds will have an expected average annual return of 8 percent. Returns should be augmented by about 10 percent by annual rebalancing of the portfolio, providing a compound annual return of about 8.8 percent. I want to increase my withdrawals annually by inflation. Assuming that inflation averages about 3 percent, I should be able to withdraw 5.8 percent from my portfolio the first year, give myself a 3 percent cost-of-living adjustment each year after that, and my money will last forever.

Or maybe not.




Outliving a Portfolio 

The flaw in this reasoning is revealed in the chart in FIGURE 13.1, which reconstructs the investment experience of two individuals, one retiring on January 1, 1963, and the other on January 1, 1961. Both retirees employed a portfolio allocation of 63 percent large-cap stocks, with the remainder in intermediate-term (five-year) government bonds. They both withdrew 6 percent of their initial portfolio value at the end of the first year of retirement, then gave themselves a cost-of-living adjustment (based on the consumer price index, or CPI) each subsequent  year. They both rebalanced their portfolios to the original allocation at the end of each year.

As the figure shows, the 1961 retiree exhausted his portfolio in its 23rd year. If he had retired at age 65, that would be age 88, an age many retirees attain today. The 1963 retiree fared even worse, exhausting his portfolio after only 15 years, at age 80—well shy of the life expectancy of most retirees today. What went wrong?

FIGURE 13.1 Portfolio Longevity: Selected Retirement Dates (Portfolio Value Computed 12/31 Each Year; Start Value $100,000; 65 Percent Large-Cap Stocks)
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FIGURE 13.2 Portfolio Longevity: All Retirement Dates (Fixed Asset Allocation; 63 Percent Large-Cap Stocks and 37 Percent Intermediate-Term Government Bonds)
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FIGURE 13.2 explores this phenomenon in greater detail. It re-creates the investment experience of 50 retirees who retired on January 1 of each year from 1926 through 1975. Included are the two retirees mentioned earlier. The portfolio asset allocation (63 percent equities, 37 percent government bonds) is the same, as is the annual rebalancing policy and the 6 percent initial withdrawal rate.

The salient observation is that although some portfolios sustained withdrawals for as long as 50 years (or longer), most portfolios expired much sooner. The sharp dips in the chart correspond to the three major bear stock markets of 1929-1932, 1937-1938, and 1973-1974. The latter appears to have been the most devastating of all, affecting even those who retired in the late 1950s.

The recurrence of major bear stock markets explains the failure of the “average rate of return” method of calculation. Such declines are powerful enough to overwhelm a portfolio already stressed by withdrawals. In short, secular bear markets cannot be ignored. This chapter explores what constitutes “safe” levels of sustained withdrawals, how they can be optimized, and how to counsel clients on the choices they face in these matters.

FIGURE 13.3 Portfolio Longevity: All Retirement Dates (Fixed Asset Allocation; 63 Percent Large-Cap Stocks and 37 Percent Intermediate-Term Government Bonds)
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Methodology

My approach to exploring the issues of sustained withdrawals is deterministic; thatis, it uses historical data on investment returns and inflation. This method contrats with stochastic approaches, such as Monte Carlo simulation, which constructs mathematical models of the markets, then runs probability trials to simulate the behavior of portfolios.

My primary source of data on the markets and inflation is the SBBI Yearbook produced annually by Ibbotson Associates. This work is a treasure trove of information for investment returns from 1926 to date. Virtually all the conclusions of my research are grounded in the bedrock of that book’sdatabase.

Analysis in the early sections of the chapter is performed on a baseline portfolio for the sake of simplicity. The baseline portfolio consists of only two assets—large-cap stocksand intermediate-term government bonds. The portfolio is tax-deferred, making calculations simpler.

Retirement for the client occurs on January 1 in each case. Withdrawals are made at the end of each year. The first year of retirement, the dollar withdrawal is computed as a percentage of initial portfolio value. Each subsequent year, the dollar withdrawal is adjusted in accordance with the prior year’s consumer price index, so as to give the client a cost-of-living adjustment. Portfolios are rebalanced to the desired allocation at the end of each year, after withdrawals are made. At the time of this writing, the last year of data available was for 2004. For a portfolio whose life is expected to extend beyond that year, the missing years of data are filled in with average return figures for inflation and the various asset classes involved. Because 1975 is the last year of retirement studied, no portfolio will begin with less than 30 yearsof actual market and inflation data, which appears adequate.

Limitations of the Deterministic Approach

I would be remiss in not pointing outsome of the limitations of the deterministic approach. First and foremost, the Ibbotson database goes back only 80 years. That is a relatively limited poolof data with which to conduct studies for time horizons of 30 to 50 years, which are typicalin retirement planning.

Conversely, even if data were available formuch longer time periods, they might still be of limited use because markets change. For example, the high dividend yields on stocks prevalent in the 1930s no longer hold today. Furthermore, markets intoday’s postregulation, technology driven world may perform much differently than earlier markets.

Of course, stochastic approaches such as Monte Carlo methods have their own difficulties, not the least of whichis developing an appropriate mathematical model forthe markets. But I will notdebate the relative strengths of the two approaches: I believe they bothhave merit. I am convinced that deterministic methods, despite the above shortcomings, provide eminently useful guideposts for financial professionals.

We cannot becertain how closely future marketswill ressemble those ofthe past. But historical market data embody many of the human tendencies that lead to extreme market behavior. Awareness of those phenomena is criticalto developing effective lifelong withdrawal strategies for our clients.






The Maximum Safe Withdrawal Rate 

In Figures 13.1 and 13.2, we saw that a 6 percent initial withdrawal rate often leads to premature portfolio exhaustion. What, then, is a safe initial withdrawal rate? And what is the maximum such rate, or “safemax”?

To answer those questions, we must agree on a time horizon for the retired client. For our first look at the problem, I’ve arbitrarily selected 30 years as the desired portfolio longevity, which means the portfolio must support 65-year-old clients through their 95th year. That longevity encompasses the  great majority of retirees and hence will serve as a good starting point. By reducing the initial withdrawal rate used in Figure 13.2, we can eventually make all bars reach at least the 30-year longevity level. As seen in FIGURE 13.3, for the baseline portfolio, this occurs at an initial withdrawal rate of 4.15 percent. The withdrawal rate of 4.15 percent is thus the safemax, or maximum safe initial withdrawal rate, which historically has always resulted in a 30-year portfolio longevity, regardless of the year of retirement. In dollar terms, this equates to a $41,500 first-year withdrawal from a $1 million portfolio.

Obviously, the 4.15 percent safemax is much lower than the 5.8 percent  our hypothetical client computed using commonly accepted wisdom. One could think of the difference as an insurance premium that the retiree is paying into his portfolio each year to guard against the draconian consequences of a major bear market in stocks.

Remember that our analysis uses a retirement date of January 1 of each year. However, when retirement on June 30, 1929, or September 30, 1929, is considered, the computed safemax is much lower—less than 3 percent. That’s because those retirement dates suffered from the immediate effects of the 90 percent decline in the stock market in the ensuing three years, without the benefit of the strong upward move in the stock market during the first six months of 1929. However, I’ve chosen to ignore these events as being anomalous and not likely to be repeated. The 1973-1974 bear market thus represents our worst-case scenario.

The safemax for taxable portfolios of various average tax rates is shown in FIGURE 13.4. In each case, we assume that the portfolio pays income taxes on all dividend and capital gains income generated by the portfolio at the average tax rate specified. As expected, the safemax is lower for taxable accounts. The sharpest decline is from tax-deferred portfolios to a 15 percent average tax rate. For higher tax rates, the rate of decline of safemax moderates. A simple, reasonably accurate rule of thumb for a taxable portfolio is that the percentage reduction in the safemax from the 4.15 percent rate brings it to roughly the average tax bracket. As an example, for a portfolio with a 30 percent average tax rate, the 3.43 percent safemax is 17 percent less than the 4.15 percent rate. Seventeen percent is approximately one-half of 30 percent. Note that withdrawals from taxable portfolios will be fully spendable, whereas withdrawals from tax-deferred portfolios will be subject to taxation.

FIGURE 13.4 Maximum “Safe” 1st Year Withdrawal Versus Portfolio Tax Rate (63 Percent Stocks, Fixed Allocation; Remainder Intermediate-Term Government Bonds, 30-Year Longevity)
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Safemax for Other Portfolio Longevities 

Not all clients expect to live 30 years in retirement. Some hope to live longer; others, for reasons of genetics or health, may expect shorter life spans. FIGURE 13.5 expresses the relationship between safemax and required portfolio longevity for the baseline portfolio.

For time horizons greater than our initial 30-year assumption, the decline in the safemax, although expected, is quite modest. For extremely long-lived clients, whom I call “Methuselah clients,” the safemax approaches an asymptotic value I estimate to be 3.5 percent. This is the initial withdrawal rate with which a client could be reasonably confident that his portfolio would, indeed, last forever.

For time horizons less than our initial 30-year assumption, the increase in the safemax is dramatic. Clients needing to increase their withdrawals late in life for health-related or other reasons can take comfort in these much higher withdrawal rates.

FIGURE 13.5 Safemax Versus Portfolio Longevity (Tax-Deferred, 63 Percent Large-Cap Stocks; 37 Percent Intermediate-Term Government Bonds, Fixed Allocation)
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FIGURE 13.6 Probability of Portfolio Lasting 30 Years Versus Withdrawal Rate (Tax-Deferred, 63 Percent Large-Cap Stocks; 37 Percent Intermediate-Term Government Bonds, Fixed Allocation)
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The Risks of Exceeding the Safemax 

Not all clients will be satisfied with the withdrawals they can make as specified by the safemax. Some will want more; a few, considerably more.  FIGURE 13.6 quantifies the risks to clients of exceeding the safemax.

The chart in Figure 13.6 is for the baseline portfolio, with a required portfolio longevity of 30 years. Initial withdrawal rates begin with the safemax, 4.15 percent, at the far left and increase toward the right. There are two sets of bars for each withdrawal rate. The dark bar, the success bar, represents the probability of the portfolio lasting 30 years at the indicated initial withdrawal rate. The white bar represents the worst-case portfolio longevity recorded historically for the indicated withdrawal rate.

The safemax withdrawal rate of 4.15 percent is at the far left of the chart. Obviously, by definition, the probability bar is 100 percent, and the portfolio longevity bar is at the maximum of 30 years. As we move right on the chart, initial withdrawal rates increase, and success probabilities and worst-case portfolio longevity both decline. At an initial withdrawal rate of 5 percent, for example, the client’s portfolio still has more than an 80 percent probability of lasting the required 30 years. However, in the worst case, the client might obtain only 20 years of withdrawals from his  or her portfolio. At a 6 percent initial withdrawal rate, with which this chapter began, the client’s chances of successfully negotiating 30 years is only a little better than the odds in a coin flip. The worst-case scenario would cause the portfolio to be exhausted in only 14 years.

Figure 13.6 is a powerful tool for helping clients understand the trade-offs between risk and reward when considering initial withdrawal rates higher than the safemax. I have not reproduced charts for taxable portfolios here, but those charts look much like those in Figure 13.5.




Raising Safemax Through Asset Selection 

Can the safemax be increased without courting additional risk? We can explore that question by altering our assumptions about which asset classes we include in the portfolio, as well as their relative proportions.


Safemax Versus Equity Allocation 

FIGURE 13.7 illustrates how the safemax varies with changes in equity (large-cap stocks) allocation for the baseline portfolio. A portfolio longevity of 30 years is assumed.

The chart in Figure 13.7 was one of the first to emerge from my research, and, to me, remains the most surprising. Observe that for a wide range of stock allocations—between about 40 percent and 70 percent—the safemax is virtually constant. That means an individual with 40 percent stocks in her portfolio cannot expect to safely withdraw more than an individual with 70 percent stocks in his portfolio. A counterintuitive finding, indeed.

FIGURE 13.7 Safemax Versus Large-Cap Stock Allocation (Tax-Deferred Portfolio, Fixed Asset Allocation)
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Note also how steeply the chart drops off on both the left and the right. On the left side of the chart, bonds dominate the portfolio. Clearly, the low returns from bonds seriously reduce the safemax for bond allocations greater than about 60 percent.

On the right side, when stocks dominate the portfolio, the safemax also declines, although not so precipitously as when bonds do. Clearly, the higher returns of stocks are offset by their higher volatility when they’re given allocations greater than about 70 percent. However, judging from the shape of the curve, it appears safer to err with an extremely high stock allocation, than with an extremely high bond allocation.

In earlier figures, I used a 63 percent large-cap stock allocation for our test portfolios without explaining why, but it’s apparent from Figure 13.7  that this stock allocation falls on the magic plateau near the peak safemax, which is why I selected it.


Introducing Small-Company Stocks 

According to the Ibbotson database, small-cap stocks have enjoyed higher returns than large-company stocks since 1926, albeit with much greater volatility. FIGURE 13.8 illustrates how the safemax is affected when small-cap stocks are included in the asset allocation. Each line represents a portfolio with a fixed ratio between small-cap stocks (SCS) and large-cap stocks (LCS). For example, the second line from the bottom of the chart, labeled “10% SCS” represents a portfolio where small-cap stocks represent 10 percent of the equities in the portfolio (not 10 percent of the total portfolio).

The bottom line in the chart is for the baseline portfolio, whose entire equity allocation is dedicated to large-cap stocks. This line serves as a source of comparison with the lines above it, all of which include small-cap stocks to varying degrees. Notice that as the fraction of small-cap stocks increases from bottom to top on the chart, the safemax for the portfolio also increases. For a portfolio in which small-cap stocks represent 100 percent of all equities, the safemax attains a maximum value of about 4.6 percent. This is significantly higher than the peak 4.15 percent safemax for a portfolio with only large-cap stocks.

However, note also that the “100% SCS” line takes a sharp dip at higher equity allocations. This is not a desirable characteristic, in my opinion, and results from the considerably higher volatility of small-cap stocks. Portfolios composed of 10 percent to 50 percent small-cap stocks appear to have a safemax that is less sensitive to overall equity allocation. These portfolios provide a peak safemax of 4.4 percent to 4.5 percent, close to the 4.6 percent peak safemax of the “100% SCS” line, and still signifi-cantly higher than the 4.15 percent peak safemax generated by large-cap stocks alone. That seems to make them more appropriate choices for the retiree. Clearly, including small-cap stocks in a retirement portfolio can significantly increase the safemax. Allocations to small-cap stocks of 10 percent to 50 percent of the total equity allocation appear to represent a good trade-off between lower volatility and a higher safemax.

FIGURE 13.8 Safemax Versus SCS/LCS Stock Allocation (Small-Cap and Large-Cap Stocks, and Intermediate-Term Government Bonds)
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Introducing Treasury Bills 

It makes sense for portfolios that are supporting regular withdrawals to maintain a cash balance at all times. The returns on cash investments, however, are usually low.

How large a cash balance can be maintained in a retirement portfolio without compromising withdrawal rates? As a proxy for cash, I turned to the Treasury bill data series in the Ibbotson yearbook. Since 1926, Treasury bills have generated compound annual returns of 3.7 percent, with expected low volatility. In introducing cash into the portfolio, my plan is to replace intermediate-term government bonds with a like allocation in Treasury bills. The chart in FIGURE 13.9 displays the effect on a portfolio’s safemax of introducing Treasury bills in this manner. The portfolio used the baseline portfolio, with a required portfolio longevity of 30 years.

FIGURE 13.9 Replacing Intermediate-Term Government Bonds With T-Bills (63 Percent Large-Cap Stocks, T-Bills, Remainder Intermediate-Term Government Bonds)
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It’s clear from Figure 13.9 that even cash balances as high as 15 percent of the portfolio value negligibly affect the safemax. In fact, looking deeper, one could make a case for replacing bonds completely with Treasury bills. My conclusion is that using cash in a retirement portfolio, in lieu of up to 15 percent intermediate-term government bonds, has no significant effects on the safemax.


Other Asset Classes 

In addition to the asset classes discussed above, advisers use many others in managing client portfolios, such as real estate investment trusts, international stocks, international bonds, commodity futures, long-term bonds, and Treasury inflation-protected securities. For most of these asset classes, there is no long-term database comparable to Ibbotson’s, so I have not included here an analysis of their effects on retirement portfolios. Their exclusion does not mean their use is inappropriate. In fact, it’s likely that the safemax can be increased by adding some or all of these asset classes, although the effects of diminishing improvement with increasing numbers of asset classes probably applies.

When it comes to long-term bonds, however, my studies have indicated that they add no value to retirement portfolios, in that they do not improve the safemax.




Raising Safemax Through Alternative Withdrawal Schemes 

Most clients want to maintain their lifestyle, and thus their real spending, throughout their lifetime. What if a client is willing to accept lower real spending later in retirement, so that he can withdraw more money earlier in retirement? Alternatively, what if a client is willing to roll the dice on her investment returns, hoping that she’s not affected by a major bear market in stocks during retirement? Let’s explore these possibilities.


Spending More Now, Less Later 

In The Prosperous Retirement: Guide to the New Reality (Emstco, 1998), Michael K. Stein postulates a model of retirement spending with three phases: active retirement (higher spending because of travel and the like), passive retirement (lower spending, less activity), and a transitional phase between the two. For an individual retiring at age 65, the active and transitional phases each lasts 10 years, followed by the final, passive phase of the client’s life, which could extend for many years.

It seems reasonable to assume that lower levels of withdrawals later in retirement would permit higher levels of withdrawals earlier in retirement. I adapted Stein’s model to my methodology to test that assumption. In creating the modified prosperous retirement (MPR) model, I used the assumptions of our baseline model, including 30 years’ longevity. In addition, I allowed expenses to increase with the CPI in years 1 through 10 and years 21 and later, but in the transitional phase, expenses increased an arbitrary 3 percent less than the CPI each year. This resulted in a gradual ratcheting down of real withdrawals during the transitional phase.

FIGURE 13.10 1955 Retiree: Safemax Withdrawals for Modified Prosperous Retirement and Baseline Model (Tax-Deferred, 63 Percent Stocks (Fixed), 37 Percent Intermediate-Term Government Bonds, 30 Years Portfolio Longevity)
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FIGURE 13.10 shows the results of these computations for an individual retiring January 1, 1955. Annual withdrawals (based on an initial portfolio value of $100,000) are shown for both our baseline model and for the MPR model. For the sake of clearer comparisons, only the first 20 years of withdrawals are depicted. The safemax for the MPR model is 4.59 percent, higher than the 4.15 percent for the baseline model. This is an increase of approximately 10 percent, which many clients would consider significant.

Notice that MPR withdrawals remain higher than baseline withdrawals for the first 13 years (age 78 for the client), after which they cross over. In the 20th year (1974) MPR withdrawals are $6,667, about 17 percent less than the baseline withdrawal of $8,030 for the same year. This is the price paid for the higher withdrawals early in retirement. Only the client can determine if the price makes sense. Spending less later in retirement in order to spend more at the start can result in a considerably higher safemax,  but the client must have the discipline to reduce spending later in life.


Performance-Based Withdrawals 

Consider a scheme in which each year’s withdrawals are based on a fixed percentage of the prior year’s ending portfolio value. This would permit clients who had the good fortune of a long bull run during their retirement to enjoy escalating dollar withdrawals, as illustrated in FIGURE 13.11.

This chart displays the real (adjusted for inflation) value of withdrawals for a client who retires on January 1, 1955. Consider the line labeled “Fixed-percentage withdrawal.” It represents the real value of withdrawals computed by applying an arbitrary 5 percent to the value of the portfolio on December 31 of the preceding year (starting portfolio value is $100,000). We see that through early retirement the client’s withdrawals climb significantly, eventually peaking at about $6,500, or 30 percent higher than the first year’s withdrawal. However, due to the far-reaching effects of the 1973-1974 bear market, those withdrawals drop precipitously in later years. At their low point, the real value of withdrawals is only about 50 percent of their initial value of $5,000—a very large and disconcerting change in lifestyle.

FIGURE 13.11 1955 Retiree: Real Value of Withdrawals (Tax-Deferred, 63 Percent Large-Cap Stocks [Fixed], Initial Withdrawal = 5 Percent of Portfolio)
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Figure 13.11 also illustrates an alternative withdrawal scheme, which I consider less risky. This scheme imposes a floor and ceiling on the real values of the client’s withdrawals. I have chosen to depict what I consider to be a near-optimum set of parameters: withdrawals are permitted to rise no higher than 25 percent above the initial value of $5,000 ($6,250) and fall to no more than 10 percent below the initial value ($4,500). As Figure 13.11 shows, a client employing this strategy would have enjoyed most of the rise in withdrawals experienced by a client using the unrestrained “fixed-percentage” approach, but would have been spared much of the subsequent severe decline.

The safemax associated with the -10 percent floor, +25 percent ceiling withdrawal model is 4.58 percent. This represents an improvement of almost 10 percent over the baseline safemax of 4.15 percent. I believe many clients would find “floor-and-ceiling” an attractive approach to withdrawals from their portfolios, although it does entail some record keeping on the part of the financial adviser to track the real value of withdrawals over time.




Raising Safemax Through Investment Returns 

So far we have assumed returns that match the market returns for the various asset classes employed in the client’s portfolio. Many advisers do, in fact, use index funds and other passive forms of management designed to yield average returns that match the market, so that assumption is broadly applicable. However, other advisers strive to outperform the market. What are the effects on a client’s withdrawal rate of being successful in the latter endeavor, and what are the consequences of failure?

FIGURE 13.12 provides some answers to these questions, using our baseline portfolio. It was constructed by adding fixed percentages to the annual returns of large-cap stocks (that is, the Standard & Poor’s 500 index) and computing the safemax for a 30-year portfolio longevity. Although no money manager would in fact experience such regular returns relative to the index, this approach provides a simple format to analyze the problem.

The baseline portfolio appears as the 0 percent bar, indicating that the equity returns in that portfolio matched those of the S&P 500 index. A “superinvestor” whose stock returns consistently exceeded those of the S&P 500 index by 2 percent annually (a compounded annual return of 12.2 percent annually) would permit his clients to safely withdraw 4.80 percent of their portfolio the first year. That represents withdrawals 15 percent greater than those afforded the client whose stocks earn average market returns. Obviously, the benefits to the client of superior stock returns are substantial.

FIGURE 13.12 Safemax for “Superinvestor” Large-Cap Stock Returns (63 Percent Large-Cap Stocks, 37 Percent Intermediate-Term Government Bonds, Tax-Deferred, 30-Year Longevity)
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The chart also demonstrates that earning below-market returns carries considerable risk. An investor whose stock returns fall only 1 percent below those of the S&P 500 index (9.2 percent compounded annually) limits his clients to initial withdrawals that are 8 percent less than those of the baseline portfolio, or 3.85 percent.

I won’t contribute here to the debate on passive versus active investing, but given the risks and rewards of active investing, it behooves the adviser to take special care. A mistake in assumptions about achievable investment returns can obviously have draconian consequences for the client.




Bequests 

The calculations of safemax so far have assumed that in the worst case, the client’s portfolio could be completely exhausted at the end of 30 years. But what if the client wishes to leave a guaranteed bequest to his or her heirs? To explore this issue, we first ask the client to specify the minimum nominal value his or her portfolio should have at the end of 30 years, which will be the intended bequest. Then the safemax is recomputed using that nonzero value as a worst-case constraint.

The results are depicted in FIGURE 13.13, for a variety of terminal values of the portfolio, which is assumed to have an initial value of $100,000. We can see that if a client wishes to guarantee a bequest of $100,000, equal to the initial nominal value of his portfolio, he would have to accept a safemax of 3.92 percent, about 5 percent less than the safemax for the baseline portfolio. That does not seem a particularly onerous sacrifice, but as always, the client must determine that.

Naturally, as the desired bequest increases in size, the safemax must concurrently decline. For a $500,000 bequest, clients must shave withdrawals by more than 40 percent. This reduction may not be objectionable, however, if the client is not depending on his portfolio for the bulk of his income during retirement. In that case, the portfolio can be regarded primarily as a wealth-building instrument.

One word on the construction of Figure 13.13: the period of 1926- 1932 in the Ibbotson database was excluded from the analysis. That’s because the severe stock market decline of that time period introduced distortions in the results that I thought best to omit from serious consideration.

FIGURE 13.13 Safemax for Planned Bequest (63 Percent Stocks [Fixed], Intermediate Long-Term Government Bonds, Tax-Deferred, 30-Year Longevity)
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Equity Allocations During Retirement 

So far, we’ve assumed that the total equity allocation of the portfolio will remain fixed throughout retirement. However, it may seem intuitively advantageous to reduce clients’ exposure to stocks as they age, so as to reduce portfolio volatility. FIGURE 13.14 shows the effect on the safemax of reducing equity allocation (and increasing the bond allocation) by 1 percent each year during retirement, for a variety of initial equity allocations (in large-cap stocks only).

The maximum safemax for the 1 percent phasedown approach is 4.09 percent, which is marginally less than the 4.15 percent for the baseline scenario (also shown on the chart for comparison). Notice, though, that the “magic plateau” of maximum safemax is much narrower for the 1 percent phasedown curve than for the baseline curve. The conservative client may have to choose between adopting a more stock-heavy portfolio than preferred and accepting a significantly lower initial withdrawal rate.

What’s more, not shown on the chart is the negative effect on accumulated wealth of reducing stock allocation over time. Space is too limited here to discuss the issue in full, but the effects are quite significant. This is another, larger trade-off that a client would have to countenance in adopting an equity phasedown plan.

FIGURE 13.14 Safemax for Fixed Stock Versus 1 Percent Annual Stock Phasedown (30-Year Longevity, Tax-Deferred, Large-Cap Stocks, Intermediate-Term Government Bonds)
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Because of these limitations, unless the client is extremely conservative, I would not recommend reducing equity allocation during retirement if the client has significant long-term needs for withdrawals. If he does reduce equity, he may have to adopt a withdrawal rate lower than the optimum safemax.




Advising Clients on Sustainable Withdrawals 

Over the years, I’ve used my research in my practice to guide the decisions of my clients on retirement withdrawals. Unless the client is unusually conservative, at age 65, I recommend an initial withdrawal rate of 4 percent to 5 percent for a tax-deferred account (somewhat less if the primary account is taxable). Although that is considerably higher than the safemax for the baseline portfolio, I justify it on three counts:•  I employ asset classes other than large-cap stocks and bonds in client portfolios, which should elevate the safemax.
•  I counsel clients to reduce withdrawals temporarily during a bear market, which has an effect similar to the “floor-and-ceiling” withdrawal scheme examined earlier in the chapter.
•  Most clients are satisfied with a 90 percent to 95 percent probability of success with their withdrawals and do not require the 100 percent assurance of the safemax.



Together, these three factors make a higher initial withdrawal rate seem comfortable. Naturally, if the client strongly desires to leave an inheritance, I recommend an appropriate adjustment to the initial withdrawal rate. When stock values seem fair, I recommend a withdrawal rate near the upper end of the range, or 5 percent. If stocks are considerably overvalued, I may recommend a lower initial withdrawal rate. However, these recommendations are never routine, because valuation is, to a certain extent, a matter of judgment.

During retirement, I monitor the client’s withdrawal rate versus current portfolio value, making sure that reasonably safe levels are not exceeded. I advise the client to reduce withdrawals during periods of apparent danger. Although it depends on the client’s sensitivity to portfolio volatility, I usually recommend a fixed equity allocation of 60 percent to 65 percent, lying on the magic plateau. This maximizes the withdrawal rate, while also providing significant opportunities for growth of wealth during retirement.

As always in giving financial advice, I present the options to clients and let them make the final decisions. Their psychological comfort is paramount.
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 CHAPTER 14

Tools and Pools Strategies for Increasing Retirement Cash Flow

ROBERT P. KREITLER

 

 

 

 

Before they retire, most clients concentrate on rates of return and on how much portfolio volatility they can live with. At and near retirement, however, their objectives change. They become concerned with how to maximize the size of the check in the mail each month and ensure that those checks will continue to arrive throughout their lifetime.

Advisers need to make the same philosophical and psychological shifts to meet the changing objectives of their retiring clients. To redesign their clients’ portfolios, they need to understand the tools available that may increase retirement income in ways that will not prematurely exhaust capital. The next step is to help their clients manage their total assets in ways that meet multiple retirement objectives. They can accomplish that by assigning a separate pool of financial resources to support each objective and by using the tools to create a separate investment strategy and cash-distribution strategy for each pool.

This chapter reviews some of the traditional approaches to retirement-income distribution still used today, discusses their limitations, and offers methods that can make planning retirement income a far less risky business.




Conflicts and Hazards 

As advisers consider how to help retiring clients restructure their portfolios, it’s useful for them to understand that their clients may have two frequently competing objectives for using their assets: First, retirees want  to live off income and leave principal for their heirs. At the same time, they want to create maximum lifetime income, and they’re willing to consume principal to achieve this.

To achieve the first objective, retirees consume only the income from their portfolios, which can include dividends, interest, and portfolio appreciation. This is the total-return approach in which all categories of earnings are available for distribution. It’s logical to adjust for inflation and calculate income and principal left to heirs in real terms.

With the second objective, retirees strive to maximize lifetime income and are willing to consume principal, leaving nothing for heirs. Logically, consuming capital maximizes cash flow. All other approaches provide less income. Many retirees will choose a combination of these two objectives.

Retirees and their advisers face three unknowns, or risks, as they plan lifetime income:•  The cost of future living expenses, including medical expenses
•  Future portfolio returns
•  Longevity risk, or how long each retiree will live



Clients face these risks at every stage in the life cycle, but they are particularly important for retirees, who have few options to restore capital once it’s spent.

Living expenses. Future retirement costs are a function of future inflation, changes in lifestyle, and future medical advances and their costs, all of which are, of course, unknown. These costs can vary tremendously. The risk of cost increases is borne by the retiree, supporting family members, prior employers, and the government.

Employers and the government increasingly find that assuming the risk for these future costs is untenable and that doing so may even threaten the survival of the entities providing such benefits. Few employers index pensions for inflation, and most now cap medical insurance assistance. The government is also concluding that accepting unlimited risk for inflation and medical costs creates too large a burden for taxpayers. We are in the midst of a national debate about shifting some of these costs back to retirees through Social Security, Medicare, and Medicaid reforms. The net result is that retirees bear much of the risk for these future costs and their share of the risks will likely increase.

For those still saving for retirement, the solution for handling the risk of future increases in living expenses is to amass as large an asset base as possible before retiring. For retirees with a fixed asset base that isn’t going to increase, the solution is to maintain flexibility. That means making as few irreversible decisions as possible. Fixed costs should be kept to a minimum. Expenses should be kept discretionary. Portfolios should be kept as  large as possible. Once money is spent, it cannot be spent again at a later date to meet another need.

Portfolio returns. Future portfolio returns are unknown. The adviser and the retiree do not know how much future income can be drawn off a portfolio to live on. Long-term bonds or guarantees by insurance companies can provide some certainty, but their rates are well below what many retirees will wish or expect to receive from their entire portfolios. The rates are low, of course, because the entity issuing the bonds or the guarantees assumes the investment risk.

Like protecting against the risk of unknown future costs, the primary tools for protecting against unknown future portfolio returns are to maintain flexibility in making cash distributions and to keep surplus resources. Techniques that lock in portfolio management or distributions do not provide the flexibility retirees need to deal with unexpected events.

Longevity risk. Longevity risk arises because no one knows how long an individual will live. Retirees may live longer than they anticipate, and outliving their resources has severe consequences.

Longevity risk is one of the three risks that a third party is willing to assume. Insurance companies are uniquely capable of handling these risks by spreading the risk over a large number of individuals.

Advisers must deal with these three risks when designing strategies for retirees. Ironically, the first two risks discussed require maintaining flexibility, whereas protecting oneself against longevity risk can be handled by purchasing an immediate annuity from an insurance company, an irrevocable decision. Whether or not to make an irrevocable decision such as this is one of the many trade-offs a retiree will have to make. Advisers need to understand how to help their clients weigh the consequences of these trade-offs.




Tools 

Financial advisers use two basic techniques to help create retirement cash flow:•  Withdraw only income from the portfolio.
•  Withdraw both income and a portion of principal, doing so in a way that will not put the retiree in danger of outliving the principal.



Advisers and retirees need to fully understand all the tools available to implement one or more cash flow strategies. Some tools increase distributions more than others. Some are more complex than others. Financial advisers need to help retirees choose the specific implementation tools that best meet the retirees’ objectives.


Taking Income From the Portfolio 

1. The unplanned approach: Taking withdrawals as needed. Using this tool, retirees take what they need without regard to the ability of the portfolio to generate cash flow. This approach is entirely without a plan. Some retirees will spend too little, penalizing themselves with too little income and leaving too much for heirs. Others, in their early retirement years, are likely to spend at levels that the portfolio cannot sustain, leaving themselves impoverished in their later years. The unplanned approach, however, may work for very wealthy retirees whose portfolios’ income-generating capability exceeds their income needs.
2. Living off dividends and interest. This is the approach followed by many of our parents and grandparents, who believed they should “never use capital.” If the retiree never uses capital, he or she will most likely never run out of capital. If interest rates are about 5 percent and dividends are 2 percent, a portfolio’s distribution will be between the two amounts, depending on the portfolio’s mix of stocks and bonds. Annual distributions will vary based on many factors, but they’re likely to be relatively stable and predictable. Over time, if stock appreciation adds to the portfolio’s value, the retiree receives an increasing cash flow as dividends grow and through increased interest after rebalancing to buy more bonds. Other benefits of the approach include the built-in bias for long-term appreciation and the ease of understanding and implementation.The primary disadvantage of this approach is that annual cash distributions are likely to be significantly lower than other options provide and lower than what the portfolio is capable of distributing. Greater cash flow is very important to many retirees, so this disadvantage can be significant. To generate more current cash flow from their portfolio, retirees may overweight bonds, which, over longer periods, historically have provided lower rates of long-term return than stocks, and thus reduce the total return of the portfolio, a second disadvantage.


3. Taking a fixed dollar amount. A retiree using this tool regularly withdraws a fixed amount from the portfolio. For example, a retiree might withdraw $50,000 annually from a $1 million portfolio. Once set, this amount may remain unchanged for many years. Because individuals frequently have greater trouble making decisions as they grow older, adjusting this number up or down may be difficult to do later in life even if such a change will better a client’s situation.The approach does have advantages, however: it’s easy to administer and it makes it easy for the retiree to budget expenses. Because future returns are unknown, however, retirees either will take out less than the portfolio can sustain and thereby increase the amount they leave to heirs,  or they will take too much from the portfolio in their early retirement years and face reduced income in their later years.


4. Taking a fixed amount and adjusting withdrawals for inflation.  This tool takes the fixed dollar amount in tool 3 and increases it each year by the amount of inflation. In doing so, the retiree retains the benefits of the fixed-dollar approach but also receives increased income to offset inflation.This option receives wide recognition in the literature. There are many articles discussing how an individual with a $1 million portfolio invested approximately 60 percent in stocks and 40 percent in bonds can withdraw $40,000 to $50,000 per year plus inflation and have a 90 percent chance of not exhausting principal. Monte Carlo simulations are used to support this conclusion. The analysis has a bearing on determining appropriate stock/bond allocations for retirement portfolios and helps one calculate how much should be saved before retirement begins. The distinction, however—and it’s critical—is that this analysis is not useful for determining how much cash should be withdrawn from a portfolio each year once retirement has begun. The approach is rigid and inflexible.

Because of the frequency with which this tool is discussed in professional magazines, let’s look at a similar problem to show why the approach may not be practical. When NASA prepares to launch a rocket, it runs massive computer models to determine the parameters such as direction and thrust needed to make the launch. This preparation is similar to using Monte Carlo simulations in determining the amount of assets needed before retirement and in establishing the initial portfolio composition and withdrawal rates.

Once the rocket is launched, NASA monitors its progress and periodically adjusts its course. NASA does not launch the rocket and consider its work done. Without ongoing adjustments, the rocket has little chance of reaching its destination. Monitoring and adjusting are necessary for managing retirement portfolios, just as they are for sending rockets into space. In an ever-changing world, periodic adjustments must be made so that retirees can stay on track for meeting their objectives.

The problem with inflexible tools is that they do not allow for those periodic changes needed to meet real-life dynamics. Because future events such as annual returns are unknown, sticking to a rigid, predetermined formula virtually assures retirees will either withdraw too little or too much, either of which means less-than-optimal use of their retirement resources.

Maintaining flexible withdrawals, as do the tools described below, makes it likely that retirees over time will be able to exceed the withdrawal rates projected by the Monte Carlo simulations. Flexibility, meaning the retiree’s ability and willingness to cut back on spending in poor  markets, helps assure that excessive withdrawals will not prematurely deplete the portfolio. The 90 percent odds of success—or 10 percent odds of failure—projected by Monte Carlo simulations are not good enough. Financial advisers must do better.


5. Withdrawing a constant percentage of the portfolio. Using this tool, a predetermined percentage of the portfolio value—6 percent, for example—is withdrawn each year. Because the withdrawal rate is fixed, the amount withdrawn changes as the portfolio value changes. After a series of bad years, the withdrawal amount will have dropped. Similarly, retirees will benefit from increased distributions after a series of good years. Although the income reductions may cause discomfort, the retirees should never exhaust their principal. The challenge is to determine an appropriate withdrawal rate. Choosing a low rate is likely to lead to increasing portfolio value over time, with commensurate increases in annual distributions. Choosing a high rate runs the risk that the portfolio will drop in value, with a commensurate reduction in annual distributions.
6. Following the IRS minimum-distribution rules. This tool applies only to an individual retirement account and begs the question of what to do with a taxable account. On the positive side, retirees who have all of their assets in IRAs and follow the new minimum-distribution rules to help determine their retirement cash flow are not likely to exhaust the principal in their IRAs. For example, assume that a husband and wife with a $1 million IRA take $37,736 at age 70½ as their first-year distribution. If their portfolio returns 7 percent per year, by the time they are 80, the withdrawal amount increases to $65,358, and when they’re 90, it will be $90,914. Because of the low distribution rate in early years, the value of the IRA is likely to grow to a maximum of $1,335,000 by age 85 before beginning to drop.For most retirees, there is a difference between the withdrawal amount the IRS requires and the optimal withdrawal needed for living expenses. Some may want to consume their IRA capital at a higher rate to meet their needs. Others could reinvest the excess withdrawals not needed to meet expenses in a taxable account and save the money for future expenses. The minimum distribution required by the IRS is not usually equal to the retiree’s needs.


7. Varying the annual distribution, based on portfolio performance.  Retirees willing and able to periodically adjust cash distributions to reflect portfolio performance can make higher withdrawals over time while still avoiding most of the risk of prematurely exhausting their capital.One way of doing this is to set up two separate distributions. The first, a base payment, is an amount that the portfolio can sustain even in bad times. The second, a performance distribution, is based on how a portfolio performs. The performance distribution is higher in good years and cut  back or even eliminated in bad years. To simplify administration, the performance distribution can be based on the prior year’s performance and, therefore, always would lag portfolio performance by a year.

Developing a Flexible Formula for Determining Annual Withdrawals of Dividends and Interest

The client and adviser determine an annual withdrawal formula that includes:• A percentage of the portfolio’s value that will be taken as a base payment
• A percentage of portfolio returns in excess of the base payment to be taken as a performance payment



Returns in excess of this base payment are reinvested in the portfolio. For example, if a client decides to withdraw:• A base payment of 4 percent and
• A performance payment of 40 percent of the returns in excess of the base, then



Portfolio value × 0.04 = Base annual payment

(Portfolio value increase in excess of 4 percent × 0.40 = performance payment

(portfolio value increasein excess of 4 percent) × 0.60= increase in portfolio value

If the retiree’s portfolio value for the year is $1 million, then:

	Retiree’s base annual payment	$1,000,000 × 0.04 = $ 40,000
	Portfolio annual return Increase inexcess of	$1,000.000 × 0.12 = $120,000
	4 percent annual base	$120,000 -$40,000 = $ 80,000
	Performance returns distributed to retiree	$80,000 × 0.40 = $ 32,000
	Increase in portfolio value	$80,000 × 0.60 = $ 48,000
	Retiree’s cash withdrawals for this year 
	$40,000 base + $32,000 performance bonus = $ 72,000 







For example, a retiree with a $1 million portfolio sets a base withdrawal of $40,000 per year, or 4 percent of the portfolio’s value. The retiree budgets his or her fixed expenses based on this amount. In bad markets, he lives on only this amount. There are many ways of setting a formula for the additional performance distribution. The retiree could distribute 40 percent of the annual return that exceeds the 4 percent base amount. The retiree could use this performance distribution for discretionary expenses, such as a new car, travel, or gifts to children and charity. The remaining 60 percent is left in the portfolio to add to capital to offset losses in bad years or to build the portfolio so as to provide higher base distributions in years to come.

If the total portfolio return in the example in the sidebar was 12 percent, the performance distribution would be $32,000, providing a total distribution including the base of $72,000. Total return is 7.2 percent—higher than what most advisers would typically consider a prudent withdrawal when using a rigid system.

A flexible distribution system can be structured in many ways. The retiree’s flexibility and willingness to cut back in bad years protect the portfolio against the damage that occurs when large withdrawals are made from a portfolio after it has dropped in value.

The primary disadvantage with this option is that it requires the retiree to be willing and able to cut back in bad years. Many may not be in a position to do that. Flexibility permits one to take out larger amounts, with the understanding that cutbacks must be made when bad markets occur.


Consuming Capital 

The way to maximize retirement cash flow is to consume capital. Most of the tools discussed below assume the retiree desires a cash flow that’s guaranteed for a lifetime. There may be situations, however, in which retirees plan to consume a particular sum for a specific number of years and not for their entire lives. If retirees are assured lifetime income, they may see depleting a portion of their surplus capital as a logical choice for generating additional retirement cash flow.

Many retirees who want to consume capital want assurance that they won’t outlive their capital. Providing guaranteed lifetime income requires finding ways to manage longevity risk—the risk of outliving one’s financial resources. Insurance companies are prepared to assume that risk. By spreading out the risk over a large number of individuals, insurance companies can make a profit and still assume the risk that some people will live long lives. The product they offer to manage longevity risk is called an immediate annuity. It’s the reverse of life insurance. People buy life insurance when they are concerned about dying early. They buy an immediate annuity when they are concerned about living too long.

Many people, including many financial advisers, view consuming capital as a financial sin. Therefore, they automatically reject the use of immediate annuities or any other retirement tool that calls for capital consumption. This attitude is by no means universal, however. At universities, where the employees are accustomed to 403(b) plans, annuities, and the concept of annuitization, potential retirees are far more receptive to using immediate annuities. As baby boomers with limited resources begin to face retirement, buying an immediate annuity or annuitizing a deferred annuity will become a much more interesting option for them to consider.

The increase in income from an immediate annuity can be significant.  FIGURE 14.1 compares the cash flow from an immediate fixed annuity with the cash flow from a 25-year government bond. Because underlying investments are similar (high quality with fixed payments guaranteed by the issuer), the example shows the increased income resulting from consuming capital with lifetime payment guaranteed by an insurance company. The immediate annuity for a couple, both age 65, provides 37 percent more income than the government bond.

If a 70-year-old couple purchases the annuity, the increase in income is 50 percent. The older the retirees are, the greater the increase in income they can realize. At age 80, the increase would be 101 percent.

With today’s interest rates considerably lower than they were several years ago, annuity payments have dropped. However, the return on government bonds has also dropped and the relative advantage of the immediate annuity is still substantial.

FIGURE 14.1 $100,000 Investment: Joint Survivor With Husband and Wife, Life Only, Current 25-Year Treasury Bond Is 4.85%*
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Age 65 is probably the earliest a retiree should purchase an immediate annuity. The increased payment from capital consumption before this age is too small to offset the disadvantages of making the irreversible decision of consuming capital to buy the annuity. The increased cash flow from depleting capital is spread over so many years that it becomes questionable whether the small increase in payment is worth the loss in flexibility inherent in buying an immediate annuity. Two kinds of immediate annuities are available: fixed and variable.

Immediate fixed annuities. With an immediate fixed annuity, the insurance company sets and guarantees the amount of a retiree’s monthly payment for life. The insurance company manages the funds and assumes both the investment risk and the longevity risk. Payment is an obligation of the insurance company and cannot change, no matter what happens to interest rates.

Immediate variable annuities. With an immediate variable annuity, the insurance company assumes the longevity risk, but the policyholder picks up the investment risk. The retiree chooses among investment options that the insurance company makes available in a way similar to the choices offered under deferred variable annuities. Monthly payouts vary according to how the selected investments perform.

The primary reason for choosing an immediate variable annuity rather than a fixed variable annuity is the expectation that the retiree, by picking up the investment risk, will be able to do better than the guarantee provided by the insurance company. The insurance company has higher internal costs, so the return must be high enough to cover these and still do better than the immediate fixed annuity.

Immediate variable annuities provide the benefits of allowing the investor to maximize cash flow and receive a lifetime guarantee while still managing a portfolio invested in stocks and bonds. Depending on how the investments perform, this can be good or bad.

Comparing the immediate variable products offered by the insurance companies can be difficult and complex. The offerings have many moving parts and the insurance companies add a lot of bells and whistles, making it difficult to understand what the contracts actually cost. The adviser may need to go beyond a simple reading of the prospectus and conduct independent analysis to fully understand how various products compare. (FIGURE 14.2 provides one way to compare two policies.) Because of this, when structuring a portfolio that contains both traditional assets and immediate annuities, my preference is to use immediate fixed annuities to fill the retiree’s needs for both fixed income and income that can’t be  outlived and use immediate variable annuities only if even more guaranteed lifetime income is desired. Shopping for immediate fixed annuities is relatively easy: find out the monthly payout that similarly rated insurance companies quote for the same investment and take the best deal, while retaining a preference for using only a quality insurance company.

FIGURE 14.2 Immediate Variable Annuity Comparison
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Figure 14.2 shows the projected 15-year payouts for immediate variable annuity illustrations provided by two popular insurance companies (A and B). Comparing immediate variable annuities is best done by looking at their performance over time, not just for one year. That’s because salespeople have tricks for making the first-year numbers look good.

In buying an immediate variable annuity the client selects an assumed investment rate (AIR). The insurance company then quotes what the initial payout will be for that AIR. Future performance determines what the future payouts will be. If the actual performance over time (net after costs) is better than the AIR, the payouts will exceed the forecast. Similarly, if the performance is worse, the payouts will be less. Choosing a high AIR will make the product look good in the first year but will likely lead to disappointment in future years. For the illustration in Figure 14.2, the AIR is set at 5 percent for both Company A and B. In creating projections, the adviser also must select a predicted gross return of the underlying portfolio. In this example, the gross return is assumed to be 7 percent. Costs are 2.1 percent to 2.3 percent so net performance is a little below 5 percent. What can we learn from this chart?

First, because the monthly payouts projected over 15 years for the two companies are relatively close, we can conclude that these two products have a similar design. The selection of one company over the other would, then, depend on other factors such as the underlying investment choices, the credit rating of the insurance companies, and the quality of service the companies provide. Second, the payouts for both drop over time. This implies that the gross return on the funds will need to be higher than 7 percent to maintain the original payout. Costs are slightly higher than 2 percent, the difference between the 7 percent predicted gross return and the 5 percent AIR, and thus, with a net return below 5 percent, the payout drops over time.

Figure 14.2 shows the initial payout ($559 to $568 per month), a cash return of 6.7 percent, is considerably higher than could safely be withdrawn from a traditional portfolio. No surprise there; this is a characteristic of an immediate annuity. What’s interesting is that the payouts from the immediate variable annuity are approximately the same as the $554 per month from the riskless immediate fixed annuity (Figure 14.1). A retiree should think pretty hard about whether he or she wants to take the additional risk inherent in these immediate variable annuities, because they require at least a 7 percent return to match the guarantee of the immediate fixed annuity.

This multiyear analysis technique also can be used to compare the performance of a base policy against a policy with enhanced provisions to show the cost of the enhancements. A client might question whether an enhancement with 3 percent in total costs requiring at least an 8 percent  gross return to maintain a 5 percent AIR is worth purchasing.

Writing about immediate annuities in The Investment Think Tank,  edited by Harold Evensky and Deena Katz (Bloomberg Press, 2004), Ibbotson, Henkel, and Chen used efficient-frontier software to integrate the asset-allocation question and the question of how much of a portfolio should be annuitized (both fixed and variable). They concluded that immediate annuities are an effective way to address longevity risk and that their use reduces the odds of prematurely exhausting principal. This should not come as a surprise, because managing longevity risk is the function of immediate annuities.




Managing Cash Flow 

Using financial-management tools can make a dramatic difference in a retiree’s life. Those entering retirement with portfolios that are smaller than they would like will find these tools particularly helpful, as they provide ways to maximize the retirement cash flow from their limited resources. Those with limited resources have little room for error and have the most to benefit from sound planning. Using the tools to increase a retiree’s cash flow, however, doesn’t complete the job of retirement planning. By dividing the retiree’s cash flow into several pools—each managed to help the retiree meet a specific goal—an adviser can help that retiree successfully achieve multiple objectives.


Pools 

The pools system is a method for using the tools described earlier to structure and manage a portfolio to meet a client’s multiple retirement objectives. Creating an investment portfolio strategy when there are multiple and often conflicting objectives is challenging, and it’s frequently impossible for an adviser to create an optimum strategy. Segregating a retiree’s different objectives and dedicating a separate pool of assets to each objective make this problem manageable.

Clients like the pools system. Psychologists have found that people are comfortable segregating their assets based on the expected use, and using the term “buckets” or “pools” to describe the system has widespread appeal. Financial planners can use the pools concept to create financial plans that are not only more likely to meet multiple objectives but also easier for clients to understand.


Identifying the Pools 

Creating a separate pool for each of the retiree’s objectives is the start of the process. The investment strategy for each pool is then customized for  its objective. No longer does an adviser have to struggle to make a single portfolio strategy meet multiple objectives.

Creating pools is a very flexible technique. To develop the optimal mix of pools for the individual, advisers need to help each client articulate his or her goals and concerns. Each individual will be different, but there are five pools that I find cover most retirees’ basic objectives.

Pool 1: Lifetime income. This pool is designed to provide guaranteed income for life, with the capital depleted at death. Maximizing income with the guarantee that the retirees can’t outlive their capital is the primary objective. Nothing is left for heirs. Social Security, pensions, and immediate annuities are in this pool. Any guarantees are by the issuing entity.

Pool 2: Preserved capital. Pool 2 is a traditional investment portfolio, typically holding stocks and bonds, which is designed to provide income for life. Retirees usually do not intend to exhaust the capital in this pool and desire to leave it to heirs.

Pool 3: Medical reserve. This pool contains the asset reserve designed to meet medical expenses that may be incurred late in life. The funds may be in a portfolio, or the retiree may have purchased long-term care insurance.

Pools 4 and 5: Capital consumption. These pools provide ways to increase cash flow by consuming capital. Because distributions include not only income but capital being depleted, pools 4 and 5 increase cash flow considerably (typically by 30 to 50 percent or more) compared with the amount the assets would generate in a traditional portfolio.

Pool 4 provides additional guaranteed lifetime income typically by taking capital from pool 2 to purchase immediate annuities. The benefits are increased cash flow and income for life guaranteed by an insurance company.

Pool 5 contains surplus capital that remains after all other financial needs have been covered using pools 1 through 4. These surplus funds can be spent for such things as travel, home improvements, or gifts to family and charity. Creating a surplus pool that generates increased distributions is the retiree’s reward for successfully accumulating assets over his or her lifetime.

Using pools increases the importance of life planning and helps reduce the need for estate planning, a change that most clients welcome.




Creating an Investment Strategy 

An investment strategy must be created that will dictate how each pool will be invested and how the pool will generate cash flow. Although specific for each pool, the strategies for each pool must also work together as a whole. I prepare an overall strategy for each client that contains separate sections for each pool. The strategy for each pool must cover: •  Cash distributions
•  Asset allocation
•  Use of qualified versus nonqualified money
•  The amount to be invested in immediate annuities (and thus consumed)
•  Use of fixed versus variable immediate annuities



Creating this strategy is the work financial advisers are paid to do. Much of it is art, and there is no simple formula.

Pool 1: Lifetime income. This is the easiest pool to manage. Typically, there are no investment decisions to make because Social Security, company pensions, and annuities have already been put in place. The retirement decisions required include questions such as when to start receiving payments, how to treat a surviving spouse, and whether the retiree wishes a time-certain option (guaranteeing payment for a certain number of years) should the retiree or spouse die prematurely.

Pool 2: Preserved capital. Pool 2 is the traditional portfolio with stocks and bonds and holds the assets that the retiree intends eventually to leave to heirs. These also are the assets the retiree can turn to if the assets in the other pools do not provide sufficient cash flow. Because pool 2 is not the primary source of income (pools 1 and 4 are the retiree’s primary sources of income) and the time horizon is long, with the assets eventually expected to pass to heirs, its investment strategy may be more aggressive than is usually considered prudent for a retiree. The strategy may use a higher allocation to stocks and seek a higher long-term rate of return. There is no reason to be aggressive in setting the cash-distribution rate. Distributions can be based on dividends and interest or be set at a conservative 2 percent to 3 percent of the portfolio’s value. Because the assets in pool 2 will likely be passed on to heirs, it’s the logical location for IRAs, which can be passed to another generation tax efficiently.

Pool 3: Medical reserve. This pool holds the asset reserve designed to meet medical expenses. If a long-term care insurance policy is the primary source of funds to meet these costs, no assets are held and no investment management is required. Medical costs in excess of what is covered by long-term care insurance would be covered from other pools. If medical expenses are to be funded from the pool, the number of years expected to elapse before the funds are needed will dictate the asset allocation. If pool 3 assets are never used, they can be merged with pool 2 and passed on to heirs using “stretch” IRAs.

Pools 4 and 5: Capital consumption. Pool 4 is used to increase monthly distributions to supplement distributions from pool 1. Clients who want additional guaranteed cash flow for life can take money from pool 2 to buy an immediate annuity, thereby increasing cash flow without the risk of exhausting principal prematurely. If they want to control the investment decisions, they can buy an immediate variable annuity. Otherwise they should purchase an immediate fixed annuity or some combination of fixed and variable. Buying annuities over time (for instance at ages 65, 70, and 75), like dollar-cost averaging, reduces the risk of locking in at the wrong time. Additionally by staging purchases at five-year increments, the retiree can buy immediate annuities at older ages and benefit from significantly higher payouts that come with shorter life expectancies. Using taxable money to buy an immediate annuity may be the preferred approach because a portion of the distribution is the nontaxed return of principal. Immediate annuities purchased with IRA funds retain their character as IRAs, and the distributions are fully taxed.

 FIGURE 14.3 Sample Investment Strategy
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Pool 5 is for surplus assets that are to be spent down. Since this spending is probably going to be done in the next five to 15 years, the funds should be invested conservatively so that the money will be available when needed. A laddered bond portfolio might make sense, with maturation dates tied to periods when the retiree plans to spend the money. This pool is a logical place for taxable money, because accessing it will have fewer tax consequences than distributions from IRAs.
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A Trial Portfolio 

Once advisers have spent time listening to clients, helping them define their retirement objectives, and discussing the available tools for creating retirement cash flow, the next step is to put together a proposed investment strategy that includes a pool for each objective. They should review this with the retiree and present a table similar to the one in FIGURE 14.3, which shows how the retiree’s assets are allocated to the various pools and how much income is projected from each pool. I find clients provide the best guidance when they have something concrete to respond to.

With a table like the one in Figure 14.3 at hand, an adviser can review questions similar to those suggested below to determine how well the draft investment strategy fits the client’s objectives:1. Are you comfortable with the guaranteed monthly income? Do you want more?
2. Are you comfortable with the asset allocation of each pool and its expected volatility or risk?
3. Have we adequately protected against inflation?
4. Are we making too many irreversible decisions?
5. Have we reserved adequate resources to cover long-term health care expenses?
6. Have we kept sufficient emergency reserves?
7. Do we have the right trade-off between consuming capital and leaving assets to heirs?


Based on the client’s answers and reactions, the adviser can change or fine-tune the overall strategy or the strategy of an individual pool to meet the client’s objectives more closely. Seeing the strategy on paper may also help indecisive clients become clearer about their objectives. Combining the available tools with the concept of pools gives advisers the means to dramatically improve the quality of their clients’ lives in retirement.




 CHAPTER 15

Creating Portfolios With Lower Volatility

LOUIS P. STANASOLOVICH

 

 

 

 

If you’re not losing money somewhere in your portfolio, you’re not diversified enough. This test of diversification may seem a little silly at first glance, but good diversification means having investments in a portfolio that have low correlation or negative correlation to every other investment in the portfolio. In a truly diversified portfolio, one where all the investments have low correlations to one another, some investments will rise, others will not rise as much, some will move sideways, and still others will lose money. If each investment in the portfolio is essentially equally weighted and periodically rebalanced, the portfolio should perform so that steep peaks and deep valleys are eliminated or at least substantially curtailed. In fact, designed correctly, such a portfolio should reduce yearly volatility to levels similar to that of—yet provide substantially higher returns than—an intermediate-term bond fund. In fact, returns should be akin to those of equities (8 percent to 12 percent) over a 10- to 15-year period. This structure is called a lower-volatility portfolio.




The Best of Both Worlds 

Imagine portfolios that may go down only a few percent (a three standard-deviation event, by the way) when the stock market, as represented by the Standard & Poor’s 500 index, decreases 20 percent. And when the S&P 500 rises substantially (20 percent or more), the same portfolio would not rise nearly as much. This would enable the portfolio to have a smoother long-term return. After all, virtually no investor likes a portfolio to plummet,  regardless of what the stock market is doing. Most investors will accept significantly smaller losses for lower returns in any one year when the markets rise substantially. Every behavioral science study known to man supports this theory. However, investors still would like to have a chance at earning those double-digit long-term returns. Lower-volatility portfolios, if created correctly, allow investors a chance to have both.




Navigating the Pitfalls of Overvalued Markets 

Before we discuss how lower-volatility portfolios are constructed and how they work, it’s important to consider why we should use portfolios that have a nonvolatile pattern of return and why do so now, when, after all, the stock market crash has come and gone. Won’t the market continue on its pattern of steady yearly returns above 10 percent, just as it did in the 1980s and 1990s? Doesn’t the market always increase at slightly more than 10 percent over periods of 10 to 20 years? The answer to both questions is no.

Unfortunately, financial markets are at a point that hasn’t been seen since the mid-1960s—very low interest rates (in fact, before the Federal Reserve Board began increasing interest rates in May of 2004, the Federal-funds rate was at a 46-year low) and sky-high price-to-earnings ratios as measured by a 10-year normalized P/E ratio on the S&P 500. That combination produced from 1966 to 1982 a 17-year secular bear market for the S&P 500. Historically, a secular bear market generally provides little, if any, return over inflation and generally lasts from 15 to 20 years. True to form, the 1966 to 1982 period produced a 6.73 percent pretax compound return while inflation compounded at a 7.24 percent rate. Imagine a period lasting 17 years during which an investor lost almost 0.5 percent per year to inflation pretax. Yet, according to investing legends such as Robert Arnott, Jeremy Grantham, Bill Gross, Cliff Asness, John Hussman, Steven Leuthold, Robert Schiller, and even Warren Buffett, that’s exactly the type of real returns (after inflation) we may experience during the next 10 to 15 years.

The 1966-1982 period also brought five cyclical bull markets and five cyclical bear markets. Each cyclical market move upward or downward generally lasts anywhere from 1½ to 2½ years. When people talk about a full market cycle over a five-year period, they’re talking about a cyclical bull and then a cyclical bear market. A full secular market cycle is probably a 35- to 40-year period that incorporates a secular bull and a secular bear. During these secular bear markets, there are usually more than a few steeply declining markets with losses of 30 percent or more (cyclical downturns) as well as corresponding upswings. In other words, we’re likely to have a great deal of volatility during the next 10 to 15 years.


Interest Rate Direction and the Bond Market 

In August 2005 the Federal Reserve Board increased the Fed-funds rate to 3.50 percent. The historical norm is 4.50 percent to 5.50 percent. However, long-term rates have yet to rise, and it appears the Fed will continue to raise the Fed Funds rate until long-term interest rates rise. To what degree and how fast is anyone’s guess. However, with coupons on bonds as low as they are, they provide little protection for total return if interest rates rise another 2.0 percent. Hence PIMCO managing director Bill Gross’s prediction of a 4.0 percent nominal return on bonds during the 10-year period ending 2015. Others second that prediction.

How dramatic an effect can such returns have on a portfolio? For an answer, we must look back. Long-term government bonds from 1937 to 1981 had negative total returns for 15 out of 45 years. For that entire period, long-term bonds underperformed inflation before taxes. What most people don’t know, however, is that intermediate government bonds with five-year maturities did not perform well either (see FIGURE 15.1).

From 1937 to 1981, a period of 45 years, five-year-maturity government bonds produced a total pretax return of 3.60 percent while inflation was 4.30 percent. As a result, these bonds lost 0.70 percent per year to inflation pretax for 45 years. However, that includes the high-inflation years of the 1970s. From 1946 to 1965, a 20-year period, inflation was just 2.80 percent, which is very similar to inflation rates of recent years and the rate in 2005. However, during that time frame, the pretax compound total return for government bonds was 2.20 percent while inflation was 2.80 percent, providing a negative real return (after inflation) per year for 20 years. In other words, five-year government bonds lost 0.60 percent to inflation before income taxes over 20 years during a low inflationary period. Yields during that time actually rose from 1.03 percent to 4.90 percent. From 1955 to 1959, inflation was just 1.90 percent. Normally, an investor would expect bonds to do relatively well in a period like that, except that intermediate government bonds with five-year maturities, pretax, lost not only to inflation but they also lost principal four out of five years. Yields rose from 2.80 percent to 4.98 percent. The compound total return during that five-year period was just 1.0 percent. Only one year with an exceptionally positive 15 percent-plus total return prevented a complete washout.

FIGURE 15.1 Intermediate* Bond Returns in Rising Interest Rate Markets

Source :Ibbotson Associates, Stocks, Boonds, Bills and Inflation 2004 Yearbook
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Current conditions are ripe for that kind of performance between 2005 and 2010. As a result, bonds are likely to be a mediocre investment in the years ahead. We were in a nirvana economy during the late 1940s, 1950s, and early 1960s. There was full employment, or at least as full as it gets, balanced federal budgets, trade surpluses, a rising dollar, and very low inflation. Interest rates, however, were rising during that time. That’s because the Federal Reserve was trying to keep inflation in check. In short, even though the economic situation was much better than it is today, bonds still did not fare well.


An Overvalued Stock Market 

Believe it or not, the stock market is still at one of its highest valuation points in history.

FIGURE 15.2 is called a five-year normalization. Those spikes up and down are not the stock market moving up and down; they are P/Es moving up and down as earnings and price levels move. Put simply, a normalized P/E in this example is the average of the last five years’ worth of earnings before a particular point, divided into the current price of that investment at that same point. A normalized P/E allows earnings to be smoothed because earnings are cyclical and can swing widely in any one- or two-year period. Each five-year period calculated in Figure 15.2 comprises four and a half years of actual earnings and six months of forecasted earnings. FIGURE 15.3 is a 10-year normalization. In Figure 15.2, the spike within the first gray circle to the left is the end of the third quarter of 1929, 12 days before the crash. The stock market essentially fell for the next 2¼ years. Figures 15.2 and 15.3 depict P/Es falling, not the stock market. However, stocks for the most part rose and fell with the P/E, especially when there was a sharp change in valuation. The market fell through the end of 1931 more than 60 percent, peak to trough. What happened when really low P/E ratios were reached? The market for three out of the next four years, 1932 through 1936, increased more than 30 percent each year; the one year it didn’t, it was down only 0.20 percent. As a result, the stock market went from one giant bubble to a great buying opportunity in 1932, then back to the next bubble in 1935 and 1936. What happened in 1937? The market fell 35 percent.

 FIGURE 15.2 S&P 500: P/E Ratios, Five-Year Normalized Earnings, 1926 to Date (316 Quarters)

Sourca :© The Leuthold Group 2005
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FIGURE 15.3 Normalized P/E Ratios, Based on 10-Year Normalized Earnings, 1926 to Date

Sourca :© The Leuthold Group 2005
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From 1937 to 1941, the market was negative every year but one. The stock market bottomed out after the attack on Pearl Harbor, and then as the United States recovered economically and the Allies won World War II, P/Es peaked in 1946 (note that in 1945, inflation was 18 percent). What happened in 1946? The armed forces came home. The economy started to slow down because the federal government was not borrowing $500 billion for the war effort—an amount that was astronomical in comparison to the size of the economy at that time. P/Es slowly dropped down to the low point of 1949. The total return of the stock market from 1929 to 1948, a secular bear market, was 3.10 percent. That actually wasn’t terrible in terms of real returns because inflation increased only 1.70 percent during that time because of the Depression. From 1901 to 1921, a secular bear market returned zero over inflation for that 20-year period. A phenomenal secular bull market followed from 1921 to 1929. The stock market compounded at 27 percent per year during that short period, which led to the infamous 1929 bubble. The secular bull market of 1949 to 1965 was a period of generally rising interest rates that started with very low P/Es—much different from today.

As the stock market peaked in 1966, interest rates were relatively low and P/E ratios were relatively high, although a bit lower than in 1929. From 1966 to 1982, as mentioned earlier, a secular bear market occurred, during which we had several cyclical bear and bull markets. In 1972, a cyclical bull bubble market (the era of the Nifty 50 stocks where P/Es ranged from 40 to 70) led to a 45 percent drop during 1973 and 1974. The stock market continued to move up and down during the late 1970s as interest rates skyrocketed, peaking in 1982. P/E ratios dropped to 10 on a five-year normalized basis. The period 1949 to 1965 brought a secular bull market. Although interest rates were generally rising, the market had low P/E ratios. From 2003 to 2005, interest rates continued to rise, but valuation points were the highest in history, as indicated in Figure 15.2. This double whammy of low interest rates and historically high P/Es did not give the stock market a very promising outlook.

At the secular bubble market peak in late 1999 to early 2000, the five-year normalized P/E was 38. From April 2000 to mid-October 2000, the S&P 500 fell 45 percent peak to trough. Then in October 2002, the market began to rise again. At that point, P/Es also rose to their 2005 level, on par roughly with 1966 and approximately equivalent to those of 1929 on a five-year normalized basis.

In Figure 15.3, a 10-year normalized P/E chart provided by the Leuthold Group, everything looks similar to the five-year normalization chart in Figure 15.2, with the exception of the 1935-1936 bubble, which doesn’t look quite as expensive, and the 1999-2000 bubble, which is more expensive at a 43 P/E, the highest of all time. Here’s what’s most disturbing: the year 2005 marks the second-highest point in history on a 10-year normalized basis. We can also observe from the 10-year normalization chart in Figure 15.3 that soon after each one of the peaks, stock market value declined significantly.


The View From Here 

FIGURE 15.4 shows how the stock market has historically performed in the ensuing 10-year period after inflation once the stock market attains a certain P/E level.

P/E levels are normalized on a 10-year basis and divided into quintiles. For a purchase of the S&P 500 at an inexpensive P/E—for example, in the bottom 40 percent—returns over the next 10 years exceeded approximately 11 percent per year on average, compounded after inflation. Obviously, these two least expensive P/E ratio quintiles provided the best-performing returns. The last quintile is the one with the most expensive P/Es and consequently the lowest returns. In fact, there is virtually no return after inflation. Based on the 10-year normalization chart in Figure 15.3, 2005 marks the most expensive quintile. And what could be worse? It is not merely in the top 20 percent of the most expensive P/E ratios in history; it’s actually in the top 10 percent.

FIGURE 15.4 Quintiles of Market Average P/E to Predict 10-Year Returns

Source :GMO.Standard & Poor’s data for 1926-2003
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FIGURE 15.5 Seven-Year Asset Class Return Forecasts*

Source : GMO

[image: 129]

FIGURE 15.5 is an internal forecast of what you can expect for returns going beyond 2005 after a 2.5 percent inflation rate for the following seven years, according to Grantham, Mayo, Van Otterloo & Co. (GMO). In other words, the returns are net of inflation.

To obtain a nominal return, simply add 2.5 percent to each return on the chart. Expected returns for both large and small U.S. stocks are expected to be minuscule. Large and small international stocks are expected to perform somewhat better but are still nothing to write home about. Emerging-market stocks offer the best equity-return opportunities but are not considered a mainstream holding to replace the majority of traditional equities. The forecast for bonds is not a whole lot brighter. Every category, except for emerging-market bonds, is forecast to provide nominal returns  of approximately 4 percent or less. In fact, short-term (30 days to two years) U.S. Treasury securities, essentially money market funds, look more attractive for the long term. This outlook echoes Gross’s forecast for bonds.

What can we conclude from this information? Simply this: if one is going to invest in the traditional 60 percent domestic stock/40 percent domestic bond model, then in all probability the portfolio is not going to earn much more than 3 percent over the next seven years.




Viable Alternatives 

Real estate investment trusts (REITs) have probably been the best-performing asset class since the beginning of 2000 (see Figure 15.5). Their forecasted return is approximately what will be delivered in the form of a dividend. Managed timber can be used as a forecast for what commodities will provide because managed timber and commodities are the most attractive asset classes in terms of potential return. Jeremy Grantham, portfolio manager at GMO, has stated that he likes hedge funds. He believes that they will earn their historical range of returns of 8 percent to 12 percent per year long term.

In considering how to invest in such a difficult period, it’s prudent to look at how innovative investors are investing. Some of the most innovative investors are college endowments. One of the leading college endowment programs is run by Yale University. In 2004, Pensions & Investments Age reported on a study Harvard University performed on Yale’s endowment that found that 77 percent of Yale’s portfolio was not in U.S. stocks, U.S. bonds, or cash. Harvard itself now has more than 60 percent in investments other than U.S. stocks, U.S. bonds, and cash. In fact, Harvard has $2 billion of its $21 billion portfolio in timber. The Wall Street Journal  reported in 2004 that Princeton had about 53 percent of its endowment directed to these alternative investments, with a goal of increasing that to 60 percent. The University of Chicago had approximately 40 percent in alternative investments two and a half years ago, and MIT directs more than 40 percent to alternative or nontraditional investments.

College endowments are purchasing alternatives or nontraditional investments such as private equity, real estate, commodity plays, managed futures funds, hedge funds, venture capital, managed timber, et cetera. They also use emerging-market equities and emerging-market bonds to drive some of their returns. Lower-volatility portfolios incorporate many of these same investments. Why? Because they have such a low correlation to one another. And low correlation—if the portfolio is constructed correctly—prevents major losses and provides a steadier return.


Uncovering Correlations 

Earnings yield is a key component of determining returns on equities. If a stock has a P/E of 20, for example, that means the earnings yield (earnings divided by the price of the stock) is 5 percent. Investments, historically, have moved in lockstep as one investment adjusts to other investments over a few years. If the stock market is in equilibrium before interest rates actually rise, stocks then have to ratchet up their earnings yield. That means their P/Es have to come down. How do they come down? The stock price falls and/or the earnings grow. But earnings do not grow in the long run at spectacular rates. Since 1886, corporate earnings have never grown more than 7.5 percent nor less than 4.0 percent during any period of five consecutive years. It’s also important to keep in mind that the pricing of every investment relates to where interest rates are, especially in the long run.

The strategic asset allocation of most portfolios is poorly constructed, at best. Many portfolios are constructed using the four-corners approach to equity investing by buying mutual funds that purchase equities in the small-value, small-growth, large-value, large-growth categories, as well as adding some bonds and maybe a dash of international equities. The problem is most domestic equity and international equity investing styles correlate highly with one another.

To prove this point, let’s first examine the domestic equity correlation of several domestic equity indexes (see FIGURE 15.6).

FIGURE 15.6 Domestic Style Correlation

Sourca : Legend Financial Advisors, Inc. 2005
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FIGURE 15.7 International Mutual Funds Versus S&P 500 Index

Sourca : Legend Financial Advisors, Inc. 2005
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We can readily see that the lowest correlations are in the 70 percent- plus range, which is considered by Morningstar to be highly correlated and, as a result, poorly diversified. International mutual funds versus the S&P 500 fare no better. FIGURE 15.7 indicates that all correlations are in the 70 percent-plus range or higher even with the S&P 500.

FIGURE 15.8 indicates that investors do obtain a great deal of diversification by investing in fixed-income investments. In short, fixed-income investments are a great diversifier because they have no correlation with equities.

The problem with traditional bond funds is that they can lose money when interest rates rise. Bank loan funds, on the other hand, receive increased interest on the variable-rate loans that they make to corporations as rates rise. Therefore, unlike bonds, principal losses are likely to be very small unless there is a default on one of the underlying loans, which is possible since the loans are senior secured loans to companies with ratings below investment grade. The Eaton Vance Prime Rate Reserve Fund is a bank-loan fund. It also has a low correlation to the stock market as well as to all types of bond funds. It’s an excellent diversification investment that will make money when interest rates are rising.

FIGURE 15.8 Fixed-Income Mutual Funds Versus S&P 500 Index

Sourca : Legend Financial Advisors, Inc. 2005

[image: 132]

Some advisers say REITs are not truly real estate investments. Our definition of an asset class is an asset that provides a dissimilar price movement to that of other asset classes. FIGURE 15.9 lists a number of REIT mutual funds.

All of the funds in Figure 15.9 have a very low correlation to the S&P 500 and have a very high correlation to each other. There are several reasons for this. First of all, the universe of REIT funds to invest in is narrow. Fewer than 200 investable REIT securities are available. Many of the REIT mutual funds own 30 to 70 of them. The funds, therefore, echo each other quite a bit. Investors who own two or three REIT funds in their portfolio are not obtaining a great deal of diversification among them. An investor will obtain a great deal by buying the first REIT mutual fund, but no additional diversification is gained by adding more REIT funds.  FIGURE 15.10 shows true portfolio diversification.

FIGURE 15.9 REIT Fund Comparison

Sourca : Legend Financial Advisors, Inc. 2005
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Some of the investments in Figure 15.10 even have negative correlation, such as Caldwell and Orkin Market Opportunity Fund, which is a long-short fund. In fact, several of these funds short in some way, except for Cohen and Steers Realty Shares Fund and the commodity fund. As a result, fairly low correlations among most of these funds are evident. However, Leuthold, for example, had a higher correlation for a period of years because, within its Core Investment Fund, it increased the number of domestic equities for the period 2002-2005 (although the number has fluctuated during that time), causing the fund to perform a lot more like an S&P 500 fund. In 1998 or so, the fund might have had only 40 percent in equities and was actually shorting some equities. This fund shorts both equities and fixed income at times. It periodically owns REITs, commodities, high-yield bonds, emerging-market bonds, and equities, among many other investments. It invests in multiple asset classes. If this were a hedge fund, it would be considered a macro fund. The Merger Fund invests in announced merger arbitrage deals. It uses a hedge fund strategy, except it doesn’t have the leverage. The Merger Fund has one of the lowest historical risk profiles of any mutual fund in the Morningstar universe since 1989. It has had only a 6.2 standard deviation over time. These types of investments offer substantially more diversification than the run-of-the-mill equity mutual funds.

FIGURE 15.10 Truly Diversified Portfolio Correlation

Sourca : Legend Financial Advisors, Inc. 2005
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Exchange-Traded Funds 

Can a lower-volatility portfolio be built with exchange-traded funds? The answer is generally no. When evaluating exchange-traded funds, it is important to note the bulk of them are based on U.S. indexes that correlate highly to one another and are capitalization weighted. In other words, the biggest stocks are worth the most. General Electric, at last count, was approximately 650 times the size of the smallest stock in the S&P 500. In other words, the top 50 stocks are driving the S&P 500, unless an equally weighted S&P 500 index is used. There is one exchange-traded fund that is constructed in this manner, the Rydex Fund. Since 1961, the equally weighted index has outperformed the S&P by 2 percent per year compounded. There were times throughout history it underperformed substantially, namely in the late 1990s. Since 2000, though, the equally weighted index has performed significantly better than the capitalization-weighted  index. A capitalization-weighted index is flawed because an investor is investing a disproportionate amount of money in stocks that have already appreciated. Equal-weighted indexes prevent the investor from owning too much of a good thing, such as tech stocks in 2000 or oil in 1981. Therefore, when using a domestic large-cap index, to minimize risk and increase returns, it’s best to use an equally weighted S&P 500 index.

Another new development in the world of exchange-traded funds is the commodity-based funds. We expect to see broadly diversified commodity-based index funds in the near future. Cohen and Steers run a REIT-based ETF. However, actively managed ETFs that use hedging strategies appear to be a long way off.




Designing a Lower-Volatility Portfolio 

The goal of designing a lower-volatility portfolio is to attempt to earn “equity-like” returns with almost only “bond-like” risk. For the purposes of the illustrations that follow, portfolios are rebalanced annually back to targets at year-end. In real life, if a client adds or withdraws a substantial sum relative to the portfolio’s size, the portfolio is rebalanced. All calculations in the following illustrations are performed in the same manner that Morningstar performs its calculations. All performance numbers are net of our fee schedule.

Lower-volatility investing is designed to minimize or even avoid loss. Although no investment periods are ever exactly alike, the years 2000 through 2002 illustrate how well lower-volatility portfolios protected capital during these three negative years. FIGURES 15.11 through 15.14  illustrate four of Legend Financial Advisors’ model portfolios. In each case, the portfolios had minimal losses or, in some cases, all gains in each of those three years.

During that three-year period, the stock market as represented by the S&P 500 dropped approximately 45 percent peak to trough. An index must appreciate 82 percent to get back to breakeven. If an investor has even a 10 percent loss during this time period, the gain needed to break even is 11 percent. In other words, if losses are minimized, huge wins are not needed to attain good long-term returns.

In Figures 15.11 through 15.14, each lower-volatility portfolio has a standard deviation roughly equivalent to that of bonds while producing returns that match or exceed those of equities. (Technically, standard deviations are not directly comparable to one another. Instead, they measure the volatility around the arithmetic mean return. The point, however, is that the volatility is low.) As Figures 15.11 and 15.14 show, for the period  1996 to 1999, the lower-volatility portfolios trailed far behind the S&P 500 especially in 1998 and 1999. Diversification will never work in a euphoric market where one asset class (the S&P 500 in this case) dominates all other asset classes. In the longer run, the more the period lengthens, the better diversification works.

The real measure of success is in the reward-to-risk ratio calculation shown in Figures 15.11 through 15.14. This calculation is derived by simply dividing the compound return by the standard deviation. This allows dissimilar portfolios to be compared on a risk-adjusted basis. In all cases, the lower-volatility portfolios’ reward-to-risk ratios substantially exceed that of the S&P 500 (cap weighted). To provide the reader with a historical perspective, the S&P 500’s reward-to-risk ratio since 1926 has been approximately 0.5. In fact, the only investments that have approached the reward-to-risk ratios of the lower-volatility portfolios have been investment-grade bonds (1.0), junk bonds (1.3), and convertible bonds (1.3).

The reduced volatility for these portfolios shows up clearly in the monthly returns shown in each figure when each portfolio is compared with the S&P 500. Casual observation reveals how much less volatile the returns are than the S&P 500’s. Yet the long-term return of the lower-volatility portfolio (as illustrated by the growth of the $1 million section of each of the figures) is comparable to that of the S&P 500 for the portfolios in Figure 15.11 (Average Return, Minimal Risk) and Figure 15.14  (Ultra-Low Risk, Comparative Return). The lower-volatility portfolio substantially outperforms the S&P 500 in the portfolios in Figures 15.12  (Optimal Return, Below-Average Risk) and Figure 15.13 (High Return, Low Risk).

Lower volatility is what most investors want. Yet by properly constructing a lower-volatility portfolio, it is not necessary to give up equity-like long-term returns to maintain it.

FIGURE 15.11 Average Return, Minimal Risk, Lower-Volatility Model Portfolio

Source : Legend Financial Advisors, Inc. 2005
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FIGURE 15.12 Optimal Return, Below-Average Risk, Lower-Volatility Model Portfolio

Source : Legend Financial Advisors, Inc. 2005
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FIGURE 15.13 High Return, Low Risk, Lower-Volatility Model Portfolio

Source : © Legend Financial Advisors, 2005
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FIGURE 15.14 Comparative Return, Ultra-Low Risk, Lower-Volatility Model Portfolio

Source : Legend Financial Advisors, Inc. 2005
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 CHAPTER 16

Reverse Mortgages in Distribution Planning

ROXANNE ALEXANDER AND
 MICHAEL J. ANDERSON

 

 

 

 

Mark and Ann Davenport are one of the many baby boomer couples approaching retirement. He’s 50, she’s 53, and they have moderate savings. They’re planning to retire soon and are visiting their financial planner for consultation on their retirement goals. They wish to determine whether their current assets can sustain them for their entire retirement. Jane Smith, their financial planner, reviews with the Davenports their current goals, assets, income, liabilities, and projected asset depletion and constructs a Monte Carlo analysis. Using moderate assumptions, she determines that their assets are likely to be able to sustain them throughout their retirement.

Smith does have some concerns, however, and she shares them with the Davenports: What if there are significant unforeseen expenditures that deplete the Davenports’ funds? What if the market’s doldrums extend even beyond the odds shown in the Monte Carlo analysis? What if … ? What if … ? Given these concerns, Smith wishes to model other options for the Davenports to consider.

The Davenports have mentioned to Smith that they want to live in their house throughout retirement. It is an asset of significant value. She wonders about the possibility of tapping into the equity in the house without taking out a home equity loan for which the Davenports would be required to make current payments. One way to do that, Smith realizes, is a reverse mortgage.




The Reverse Mortgage: A Viable Option? 

Used properly, reverse mortgages may be a valuable retirement-planning tool, adding a significant income stream from most clients’ biggest asset: their home. This chapter offers essential information about the issues—both basic and advanced—associated with reverse mortgages. It also presents a strategy analysis—designed to uncover both positive and negative consequences—for use in planning a reverse mortgage.

During the past few years, home equity has become a large part of the asset base of most home owners. In some areas of the country, housing prices have increased by as much as 126 percent since 2000 and are expected to increase in the future (see FIGURE 16.1 for a table of major cities).1

With home prices experiencing such substantial growth since 2000, many home owners have secured home equity loans or lines of credit to finance large purchases. In several parts of the United States, housing returns exceeded the average stock or bond investment gains, especially during the tumultuous markets that marked the turn of the century.  FIGURE 16.2 offers a profile of the returns of the major market indexes from December 31, 1999, to December 31, 2004.

FIGURE 16.1 Housing Price Increases in Major Cities

Source Fiserv CSW
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FIGURE 16.2 Major Market Indicies: Year-End 1999 to Year-End 2004

Source: Morningstar Principle
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As the population ages, many retirees are finding that their homes may be the only hope of funding the cost of longevity. A reverse mortgage is a planning option available for people over age 62 who have limited cash (or who have used up their liquid assets) and have a large equity position in their home. Although this option has existed since the mid-1980s, less than 1 percent of qualified home owners actually had a reverse mortgage as of 2001.2


What Is a Reverse Mortgage? 

Reverse mortgages allow home owners to borrow against the equity in their home while still maintaining home ownership. Unlike a conventional mortgage, no monthly payments are involved. Instead, the lender makes payments to the borrower. The borrower must completely own the home or be able to use the initial proceeds of the reverse mortgage to pay off any small existing debt on the property. The borrower does not have to sell his home, and he may use the proceeds for any purpose, including medical expenses or day-to-day living expenses. The Federal Housing Administration (FHA) sets a borrowing limit of approximately $312,000, which may be received as a lump sum, monthly payments, or a line of credit.3 Lines of credit and monthly payments may be combined. Borrowers may obtain larger sums from private lenders, depending on the value of the home.


Types of Reverse Mortgages 

Several types of reverse mortgages are available. They’re offered by different organizations and may have different eligibility requirements. Essentially, there are three types of reverse mortgages:•  Federally insured home equity conversion mortgages (HECMs), administered by the Department of Housing and Urban Development (HUD)
•  Single-purpose reverse mortgages, offered through state or local government
•  Proprietary products, offered by banks, mortgage companies, or other private lending institutions.



HUD encouraged an expansion in the reverse mortgage market with the introduction of the HECM program, through which the agency insures reverse mortgage loans made under the terms of the program’s rules.4 The HECM resulted from the National Housing Act of 1987. The other proprietary reverse mortgage products are also commonly available through Fannie Mae (Home Keeper) and loan originator Financial Freedom Senior Funding Corporation.5


Home Equity Conversion Mortgages 

The FHA home equity conversion mortgage (HECM) is the most common form of the reverse mortgage.6 It’s available through many different lenders, and it’s the only one insured by the federal government. HECMs have no asset or income limitations to qualify.7

Section 203b (HUD). This section of the National Housing Act sets home value limits by county. For 2005, the HECM loan limits ranged from $172,632 to $312,895. If a home is worth more than these limits, the geographic county limit is used to determine the eligibility amount. For example, if a county limit is $172,632 and the house is worth $250,000, then the assumed value is $172,632.


Fannie Mae Reverse Mortgage Products 

Fannie Mae developed its proprietary reverse mortgage products in the 1990s. One—Home Keeper—is used to provide an income stream based on equity in a current residence; the other—Home Keeper for Home Purchase—is used to provide an income stream to purchase a residence. Home Keeper for Home Purchase allows a homeowner to use the equity in the current home to directly purchase a new home, as well as to establish a line of credit to draw down the equity in the new home. This process can decrease costs because it’s completed with one transaction.8 The eligibility requirements for the Home Keeper reverse mortgages are almost identical  to those for the HECM. The differences between the two lie more in the FHA insurance that backs the HECM and in the calculation of the loan cap amount.9


Financial Freedom Products 

Financial Freedom Senior Funding Corporation is among the larger and most prominent reverse mortgage loan originators in the country. Its proprietary product, called the Financial Freedom Cash Account, has a variety of options that allow seniors to access equity in their homes.10 Both Financial Freedom and Fannie Mae lenders may also originate HECMs, but each has its own proprietary products.


Eligibility Requirements 

To be eligible for each of these products, the borrower must•  be at least 62 years old
•  own the property being mortgaged
•  occupy the property being mortgaged as his primary residence
•  receive counseling regarding reverse mortgages from a counselor approved by the HECM program or by Fannie Mae (for the HECM or Fannie Mae products)



Financial Freedom allows counseling to be provided by an independent counselor.11 FIGURE 16.3 summarizes the eligibility requirements for all three product categories.

The property being mortgaged must also meet certain criteria:FIGURE 16.3 Borrower Eligibility Requirements
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•  The mortgaged property must be a one-family residence, a detached home, or a structure with no more than four “home” units (for example, a conjoined townhouse).
•  If the property is a cooperative or mobile home, it must meet HUD standards.
•  Overall, the property must meet minimum local ordinances for repair/cleanliness standards. If it does not, the borrower may fund the repairs from the reverse mortgage payments.12 




Key Product Differences 

Although similar in most respects, the three product categories are different in certain key ways:•  The HECM is the only one that’s government insured.
•  All of the products offer a variety of ways for the borrower to receive the funds, including a lump sum, a credit line, monthly payments, or a combination of these. The major differences lie in the interest rates charged: the HECM uses a variable Treasury bill interest rate plus an added margin rate, the Fannie Mae products use variable certificate of deposit rates plus a margin rate, and the Financial Freedom products use a variable Libor (London interbank offered rate) plus margin.
•  The maximum benefit a borrower can receive from HECM is $312,895, depending on the geographical area.13 The Fannie Mae Home Keeper maximum benefit is $359,650,14 and the Financial Freedom Cash Account loan amount maximum is approximately 30 percent of the home value. (For example, on a $3 million home, this amount can be significantly more than the maximums allowed with HECM or Fannie Mae products.)
•  The HECM and Fannie Mae products do not affect Social Security or Medicare eligibility; nor do they generally affect Supplemental Security Income (SSI) or Medicaid benefits (payments must be spent within a reasonable time after receipt). (See “Tax Issues,” page 293.) The effects of using the Financial Freedom products with respect to Social Security, Medicare, SSI, and Medicaid benefits are typically also negligible. To avoid compromising eligibility for Medicaid or SSI, borrowers should avoid accumulating the payments.



FIGURE 16.4 summarizes how the features of the three product categories compare. Note that the Financial Freedom products are not available in every state, but the HECM and the Fannie Mae products are.


Maximum Mortgage Amounts 

The amount that may be borrowed through a reverse mortgage depends on a variety of factors across the different products. For HECM and Fannie Mae—whose maximums are $312,895 and $359,650, respectively—the driving factors are the maximum claim amount (derived by the location and the value of the home), age of the borrower, and interest rate. The amount that may be borrowed on Fannie Mae products is derived by a formula that factors in age of the borrower, the value of the home, and the adjusted value of home. “Adjusted value of home” is a key difference between HECM and Fannie Mae, because Fannie Mae bases its lending limit on the average home price in the United States and not on regional prices. Financial Freedom product maximums have a much higher cap, but it works out to approximately 30 percent of the home value.

FIGURE 16.4 Key Features
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To illustrate the differences, let’s consider an example. Suppose a client, age 75, has a $3 million home in Seattle (ZIP code 98122). Approximately, how much may he borrow with each of the three products? All of the different agencies and lenders have a variety of reverse mortgage calculators. We found Financial Freedom’s calculator to be the most user-friendly.  FIGURE 16.5 shows how much this client may borrow.

FIGURE 16.5 Loan Maximums

Source: Reverse Mortgage Calculator at www.financialfreedom.com
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Reverse Mortgage Costs 

The largest differences among the reverse mortgage products available are the costs of each product and the maximum benefit each provides.

The costs break down as follows:•  Interest rate applied to the loan
•  Mortgage insurance (HECM)
•  Origination fees and/or points
•  Service fees (annually or monthly)
•  Closing costs (inspections, appraisals, credit checks, et cetera)
•  Restructuring fees
•  Shared-appreciation fee
•  Attorney and title fees
•  Shared-equity (“maturity”) fees



HECM reverse mortgages charge an up-front mortgage insurance premium equal to 2 percent of the loan amount and a 0.5 percent annual service fee. The lender also typically charges an origination fee (no more than $2,000, or 2 percent of the maximum loan amount). None of these includes the interest that is added to the loan balance, typically done monthly.

To get a better sense of these costs, let’s consider an example. Assume a client with a $500,000 home decides to get a HECM. He can borrow $100,000 on the home. The up-front cost will be $2,000 plus an annual fee of $500 (2 percent up front, 0.5 percent annually). These costs do not include any interest accrued on the loan balance or any origination fee, which could come to an additional $2,000. Assume also that the current interest rate for a HECM is 5.3 percent: 2.3 percent (three-month T-bill rate) + 3 percent margin interest rate. In the first year, $5,300 will be added to the existing balance. This amount will increase with the value of the home; the amount that can be borrowed will likely increase as well. All reverse mortgage products have adjustable rates, but the rates are typically capped to limit how much they can be adjusted during the loan’s lifetime. A restructuring fee of $20-$35 applies if the borrower decides he wants to change the amount borrowed or how he receives the funds. Unlike other products, a HECM offers the flexibility to make such changes frequently. The borrower would also have to pay for an appraisal. One big advantage of the HECM and part of the reason for its greater costs is that HUD will pay the lender the difference between the home value and the loan balance when the owner dies or if the owner sells the property (in cases where the loan exceeds the value of the property).15

Fannie Mae Home Keeper product costs are slightly different than those of HECM. Loan origination and closing costs may be financed by the loan. The products we researched require no mortgage insurance, and the origination fees are no more than $2,000 or 2 percent of the property’s appraised value. In addition to obtaining an appraisal, the borrower must get the home inspected. The lender may also check the borrower’s credit and charge other miscellaneous closing costs.

Financial Freedom offers the widest variety of cost options in its proprietary products. Its Cash Account product has three options: the Simply Zero option, the Zero Point option, and the Standard Option. Costs are as follows: FIGURE 16.6 Product Costs
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•  Simply Zero has no origination fee and no closing costs (except for local or state taxes), but it has a semiannual adjustable rate: Libor + 5 percent margin.
•  The Zero Point option has no origination fee, with closing costs not to exceed $3,500 (excluding local or state taxes), and it has a rate of Libor + 5 percent adjustable semiannually. The difference here is that the Zero Point option includes an unused line of credit growth rate of 5 percent, and the borrower is required to draw only 75 percent of the amount available (versus 100 percent with the Simply Zero option).
•  The Standard Option’s origination fee is a scaled percentage of the home value (maximum 2 percent). This is an open-ended revolving line of credit—the unused portion grows by 5 percent. Again, it’s an adjustable rate, for which the cap in 2005 was approximately 13 percent.



FIGURE 16.6 summarizes the costs of the different products.


Obtaining the Loan 

If you’ve determined that your client actually needs a reverse mortgage, how does he go about getting one? The process is fairly similar to that of getting a home mortgage. The big difference is that reverse mortgage lenders require the borrower to attend a form of counseling before getting the loan. As part of the counseling, potential borrowers learn about other options and receive information to help them determine whether a reverse mortgage is right for them, although one would hope that the choice has already been discussed with a financial adviser. Once the borrower completes the counseling, a certificate is awarded to the prospective borrower. This certificate (issued by either HECM or Fannie Mae Home Keeper) will give the borrower access to a lender.

The next step is to select and contact a lender and set up a loan interview. Approved lenders are available on the agency websites or by phone for each of the major products (HECM, Fannie Mae, and Financial Freedom). The lender will provide the borrower with a loan application, a loan agreement, a good-faith estimate, and any other required documents. Once these documents have been filled out and submitted, the lender will typically set up an appraisal, followed by an inspection. The lender will also help the borrower research to see that the property has a clear title and check for any other encumbrances. Typically, once the loan process has been finalized, the borrower will have a set time period within which to close out the loan. The borrower should keep in mind that all rates on reverse mortgages are adjustable.


Cost-Benefit Analysis 

Because of the high fees associated with the transaction, reverse mortgages should be used only as a last resort. These types of loans are costly because they’re rising-debt loans, meaning interest is added to the principal balance each month. And lenders charge several fees, including origination fees, and closing costs can add more than $15,000 to the total costs. As a result of the capped loan amount, the fees in some cases can end up being a large percentage of the actual loan (ranging from 10 percent to 15 percent), depending on the loan amount and the fees required by the lender.16

The loan does not have to be paid back until the borrower moves out of the residence or dies. This payback clause extends to the living spouse of the original borrower. The provision may be a disadvantage to the borrower’s family members, however, if they can no longer inherit the home or cannot afford to pay off the loan at the time of death and need to sell the home to do so. In some circumstances, the better option for the borrower may be to trade down into a lower-cost home and pocket the difference. The borrower should evaluate the possibility of selling the home and renting versus taking the reverse mortgage.

In many cases, while the reverse mortgage is in effect, the value of the home may increase over and above the principal borrowed plus added interest. The heirs may refinance the gains or sell the home to pay off the reverse mortgage. It’s important to read the shared-appreciation provision in the contract. This provision gives the lender a share of the appreciation in the property between the date the loan is closed and the date it ends. In cases where the value remains the same or declines, the lender ends up owning most or all of the home equity, although the owner is still responsible for maintaining the property and for paying the taxes and insurance. If the borrower fails to pay these expenses, the reverse mortgage lender may require repayment. Contrary to popular belief, the lender does not want the actual home as repayment.17

The decision to leverage a home may have negative psychological effects on the borrower. Many elderly people have saved extensively to pay off their home, and they may have emotional attachment to the property. They may wish to pass on the home to heirs and prefer to maintain debt-free ownership. The thought of borrowing money early in their retirement and possibly needing extra cash flow for medical expenses later on is not very comforting.

Of course, reverse mortgages also bring benefits. For example, the debt may not be passed on to heirs, and none of the borrower’s other assets are affected by the reverse mortgage loan. The amount the borrower owes may not exceed the value of the property at the time of repayment. If the borrower  lives longer than the actuarial table predicts, he continues to receive payments.18

Reverse mortgages may be worth considering if the borrower does not wish to leave his current home or cannot find suitable alternative living quarters. Comparable properties are likely to have appreciated significantly over time. If the borrower does not plan to leave the residence to heirs, then a reverse mortgage may be an option. Reverse mortgages are relatively expensive for the first two to three years, so it’s important to evaluate life expectancy and how long the borrower plans to keep the loan.

When it comes to interest rates, points, and payment terms, the yard-sticks used to analyze reverse mortgages are similar to those used for traditional mortgages. However, reverse mortgages are more complex, and the eventualities are not always obvious.


Tax Issues 

Proceeds of reverse mortgage loans are tax-free and do not affect Social Security or Medicare benefits because the proceeds are not considered income. However, the effect on need-based public assistance (Medicaid, SSI) has been debated. If the borrower retains or saves the proceeds beyond the month of receipt, a potential problem could arise if this money is counted as an asset for eligibility purposes.19 Unlike the interest on conventional mortgages, interest on the reverse mortgage loan may be deducted only in the year the loan interest is paid, which is at the end of the loan. The borrower does not get a yearly interest deduction as do holders of conventional mortgages.20




Checking for Fit 

Situations often arise when it may be quite appropriate for planners to consider the use of a reverse mortgage to address the cash flow needs of their clients. These mortgages are clearly a valuable solution for seniors whose only asset is their home and who have no other sources of income to draw on as their bills are rising. They’re likewise a suitable choice when other sources of income are not keeping up with living expenses. But other circumstances aren’t quite so clear-cut. The following examples offer ways of assessing whether a reverse mortgage is the right choice.


A Reverse Mortgage? Yes 

Let’s have a look into the future. The Davenports—the couple we met at the beginning of the chapter—are now ages 74 and 77 and retired. They have weathered the last 25 years modestly, but recent down markets have reduced their assets significantly. Adding to the unexpected depletion,  Mark recently took $150,000 out of their accounts and bought a one-third interest in a penthouse condominium, but its value has dropped to $50,000 (the condo market finally went bust).

Jane Smith, the Davenports’ financial planner, has since retired, and her protégé, John Doe, has taken over her practice. Servicing the Davenports as clients has become a very simple matter. They come in only once a year to review their overall investments. Since Doe took over the practice, it has become more investment oriented and he rarely reviews the Davenports’ capital needs to see how they’re doing. The Davenports have been reviewing their information and are starting to become concerned that they may not have sufficient assets to maintain their lifestyle of $100,000 per year after tax. This prompts a visit to John. After taking the Davenports’ current information, John decides to give Jane a call out of retirement to help him, as capital needs are not his strongest area.

The Davenports’ assets, income, and other assumptions are as follows:•  Mark’s IRA: $320,000
•  Ann’s IRA: $65,000
•  Joint investment assets: $230,000
•  Checking/savings: $75,000
•  Home value: $900,000
•  Portfolio is currently 50 percent equity investments and 50 percent bonds
•  Annual after-tax need in today’s dollars: $100,000
•  Total Social Security benefits approximately: $42,000
•  Annual shortfall: $58,000 after taxes
•  Live in Seattle (ZIP code 98122)



John and Jane analyze the Davenports’ information and assume a 7 percent nominal rate of return (or 4 percent real) on the Davenports’ portfolio. They plug the Davenports’ data into their planning software and come up with a potential shortfall when Mark reaches age 87. Mark and Ann’s families have a history of longevity, so John and Jane use a mortality estimate of 92 for Anne and 90 for Mark. FIGURE 16.7  illustrates the results of Mark and Ann’s simple straight-line estimate of expenditures.

Figure 16.7 shows that even if the Davenports earn the assumed rate of return, with no fluctuation, they will likely see a shortfall when Mark is age 87 and Ann is 90. If they have subpar returns over the next few years, the potential for problems will be even greater.

John and Jane consider the Davenports’ options. They could recommend increasing the equity allocation for potentially higher long-term returns. Jane feels the Davenports will not like this option because the change will also increase the volatility of the portfolio and the potential investment losses could be greater. John convinces her to rerun the analysis, using a higher rate of return (8 percent) by increasing the equity portion to approximately 80 percent. FIGURE 16.8 shows the results.

 FIGURE 16.7 Estimate of Expenditures

Source: MoneyGuidePro, Portfolio Value Chart
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FIGURE 16.8 Estimate of Expenditures, With Higher Equity Allocation

Source: MoneyGuidePro, Portfolio Value Chart
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At best, the increased equity allocation gives the Davenports an extra year of required income. A basic Monte Carlo analysis on both scenarios sets up the probability of success at less than 40 percent, with a greater than 60 percent probability of failure for both the original investment mix and the increased equity allocation.21 Even if the Davenports lower their income need to 90 percent of their current expenditures, the probability of success in both scenarios is less than 40 percent.

The Davenports have always wanted to stay in their home—their most valuable asset. Jane and John consider possible reverse mortgage options for the Davenports to increase their income stream enough to make a difference in the future. The Davenports will be able to borrow approximately $185,890, using a HECM mortgage through HUD, $114,904 through Fannie Mae, and $223,935 through a Financial Freedom Cash Account reverse mortgage.22 Let’s assume they choose the Financial Freedom product because of the amount available to borrow and the growing credit line. Jane and John also add back in the $50,000 condo investment since Mark is sure he can sell it. If the Davenports let the credit line grow for 10 years to $383,005 before drawing on it, the odds are much more favorable that they will not outlive their assets and still retain ownership of their home (see FIGURE 16.9, pages 298-299 ).

With the reverse mortgage as part of the plan, Jane feels more comfortable about the Davenports’ long-term outlook than she does without it. Monte Carlo analysis provides a 60 percent probability of success once the buffer from the reverse mortgage is factored in. If the Davenports spend only 90 percent of the forecast—which is feasible because as they age more they will travel less—the probability that they will be able to accomplish their goals goes up to 90 percent. For the Davenports, a reverse mortgage is a viable solution.


A Reverse Mortgage? Maybe Not 

Doris Green, married for more than 50 years, was recently widowed. She is 82. She has lived in her present Florida home for the last 15 years and is emotionally attached to the home because it’s on the water and has appreciated significantly in value over the years. She remembers paying about $200,000 for it; it is now worth well over $1 million. She would like to leave the house to her 48-year-old daughter, Carole, who lives in New York. Doris is very proud of her daughter, who is her only child.

Doris believes that Carole will be ready to move to Florida shortly because she has been practicing law for more than 20 years, has accumulated a large amount of savings, and is ready to slow down. Doris thinks Carole will have about $2 million in assets once she sells her apartment in New York. Carole is divorced with no children.

FIGURE 16.9 Estimate of Expenditures With Reverse Mortgage Loan

Source : MoneyGuidePro
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Doris has $250,000 in savings invested in a taxable money market account, but, of course, she is not sure how long she will live. Doris is not averse to investing in the stock market, but she doesn’t know how. She has had minimal health problems and has a very old long-term care policy, which she doubts she will need to use. Her parents died at 85 and 73 of natural causes. Her father died of a heart attack, and Doris suspects that she will pass on the same way. She is thinking of taking out a reverse mortgage just in case she runs out of money, but she spends only about $30,000 per year and most of this goes to maintenance and property taxes on the house. She receives $850 per month from Social Security.

Doris has several options available to her other than taking out a reverse mortgage. Because Doris may not need extra cash flow over and above her money market fund (other than to provide a psychological cushion), the costs of obtaining a reverse mortgage outweigh the potential value. Because Carole has significant assets and will be inheriting the home, Doris could arrange for Carole to pay the property tax and maintenance on the home in the meantime and thereby free up extra cash for Doris.

FIGURE 16.10 Current Versus 60/40 Allocation

Source : MoneyGuidePro
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If Doris lives another 13 years and her needs continue as they’ve been, one of her options could be to change her allocation from 100 percent money market to at least a 60/40 fixed/equity mix (let’s assume an approximate total return of 7 percent) to have any reasonable cushion. She should avoid taking a reverse mortgage unless she has a large unforeseen medical problem or a large expense, because she will likely manage to live on what she has and be able to leave the home to her daughter free and clear. She can also take comfort in the fact that she has this large asset—her home—available if absolutely necessary, but she does not need to access equity at this time as long as she changes her investment allocation.  FIGURE 16.10 shows reasonable attainment of Doris’s goals, given an increased equity allocation to her portfolio. The current plan shows Doris leaving her money in money market funds only. Scenario 1 results reflect the changes to a 40 percent stock allocation.

FIGURE 16.11 shows the flow of Doris’s assets and goals, with her portfolio invested at 60 percent fixed income and 40 percent equity (7 percent total return).

For Doris to fund approximately 90 percent of her goals, a Monte Carlo analysis shows the probability of success at 95 percent if she changes her allocation to a 62 percent fixed, 38 percent equity allocation.23 This mix would enable Doris to meet her goals without having to tap into home equity.

FIGURE 16.11 Assets and Goals

Source : MoneyGuidePro
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Proceed With Care 

Although the many reverse mortgage products on the market are very similar, there are numerous differences that borrowers and advisers should be aware of before going forward. Reverse mortgages can be a useful planning tool for clients who have limited or unviable alternatives, but given the high costs and lack of history on the outcomes of these loans, they should be used as a last resort.

There are several options available for advisers and their clients to consider before taking equity out of a home and having to incur the associated costs.

•  Plan for other options, such as giving equities a greater weight in the investment allocation mix, if the client’s risk tolerance permits.
•  If the client plans to leave the home to heirs who have liquid assets, have the heirs lend the client money in return for the asset on death.
•  Sell the home, downsize, and either invest the difference or use it for current needs.
•  Consider suitable annuity products that may provide the income stream needed without the high costs.

In certain situations, however, there may be little choice. A reverse mortgage may be the best answer, for example, for clients who cannot manage to move because of disability. Or it may be impossible for them to find a comparable home for a lower price. If a reverse mortgage is selected, advisers and clients should be aware of all of the costs. Although some costs often can be “hidden” away within the loan, others are quite clearly spelled out and must be considered. Most important, advisers and clients must educate themselves about the risks and potential pitfalls before making the decision to use reverse mortgages.
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Life Insurance Benefits—No Waiting

DOUGLAS HEAD

 

 

 

 

In the viatical and life-settlement industry, revolutions are not uncommon. There is little to indicate that the days ahead won’t change this industry as radically as it has changed in the recent past. But this is a book meant to inspire thought. So here is the radical thought: life insurance has value like other assets and consumers ought to know what their policies are really worth.

When you talk to people about life insurance—in fact, even when you talk to a life insurance salesperson—the discussion generally revolves around the idea that the policy sold today will pay a claim when you die. When the producer of life insurance, the agent, discusses the value of insurance, he will emphasize that point. If you have a concern about the value of your life or the retention of your assets, you’ll consider the purchase soberly and seriously.

In this discussion, the agent will tell you a few other things too. There are different kinds of life insurance. Some of them involve premiums for the loss of life only. Others can serve as investment vehicles, and still others have purposes associated with the need to pass assets on to the next generation. But the essential idea is that in purchasing a policy, the buyer is a good citizen, thinking about his future and his family’s welfare.

Generally, the idea behind insurance, for many generations, has been to spread the risk. A few people will die early, in accidents or from disease. Most of us will survive and our premiums and the investments made by the insurers will allow for claims by those who do not make it to old age, along with some capital accumulation for those of us who do.

That is the theory. Here are a few facts.

•  Large numbers of insurance policies lapse with no claim ever being filed.
•  Many people acquire small policies at their place of work.
•  Many others acquire policies designed to ensure that their children attend college.
•  Some acquire policies for business when they’re taking out large loans that must be repaid through business activity or from the policy.
•  Some acquire policies to ensure that they’ll have enough money to cover the taxes on their estates.
•  A few acquire policies solely for emotional reasons, sales that are inappropriate or just plain wrong for the consumer.




Stuff Happens 

Premiums go up on many policies over the years. What happens when the reasons for acquiring insurance or life circumstances change? That is clearly what happened for the many young Americans who died from AIDS in the early part of the 1990s. They were just beginning their lives and, in many cases, did not expect even to have an interest in life insurance. But often their employers offered a policy or their families made certain they had one. Confronted with desperate financial circumstances and a desire to see the benefit from the insurance, these policyholders had policies that were of no use to them. Despite their desperate circumstances, they could realize the value of the policy only by selling it for less than the face value.

That was the plain vanilla option for many victims of AIDS in the 1990s. Dying, without heirs, desperate for medication, and often too young to have accumulated many other assets, these victims sold their policies—and the viatical industry emerged. But changes occurred in the 1990s in the field of AIDS medication just as fast as in the life insurance industry, reshaping the industry yet again.

Here’s what happened:•  In 1990, virtually no policies could be exchanged for value.
•  In 1995, about $500 million in policies were sold by people with terminal illness, most of them with AIDS.
•  By 1997 an odd assortment of people had taken out policies that were loosely underwritten on the lives of people with AIDS, while insurers struggled to revise applications and underwriting procedures.
•  In 2000, the AIDS epidemic had lost its intensity and the viatical market for policies of both sellers and buyers shrunk to perhaps $100  million. Investors in AIDS policies were complaining to regulators at all levels because their investments were not maturing on schedule.
•  By 2005, a thriving new industry called the life-settlement business had emerged.



Here’s why.

In 2000, at a meeting of the National Association of Insurance Commissioners, the phenomenon of the new life-settlement industry was described. In testimony to the assembled insurance regulators, industry representatives from a large, institutionally funded company outlined its new business. They described to the regulators and other observers a market whose numbers did not appear to make sense. Policies of selected seniors whose life expectancies were impaired could be purchased for a percentage of the face value of the policy, and the purchasing company could profit from the fact that these policies were underpriced. At the same time, the policies were no longer needed, wanted, or of interest to the sellers.

Which policy owners were not interested? Who would sell? Thousands of policies were not wanted, not needed, not of interest. Lapse rates for insurance policies and cash redemption of the policies had always been factors in insurers’ pricing policies. Actuaries for the insurers reported these lapse rates to regulators, and the regulators determined that the insurers’ predicted lapse rates and policy pricing was appropriate.

Still, they were not lapsing. They were not being redeemed for cash value. They were simply sitting on the books with new owners paying the premiums. The problem of impaired life expectancies persisting on the books had begun to dawn on the insurers. Some of them faced it head on, but many avoided the discussion. One insurer told regulators there was a real need to get cash surrender values up so that the problem could be managed.

But thousands of Americans began to gradually become aware, however mysteriously, that their life insurance policy was an asset worth money  before their lives ended. This being a factor, and a lucrative one to sellers and people who arranged the sale as well as to buyers interested in the new asset class, the sales occurred. Lots of them.




How the Market Works 

In most situations, people with life policies rely on their professional advisers to help them review their assets. If they have a life insurance agent with whom they’ve worked for years, they will rely on that agent for advice in all sorts of matters. But they especially rely on the agent to “negotiate” for them the insurance contracts they carry.

For many insured individuals, their needs over a life of coverage change  annually. Many insurers are developing new products to meet these needs. For example, right now, life insurers are seriously focused on new markets resulting from the rising concern of Americans about paying for their long-term care. Others are looking to develop alternative insurance instruments that meet the needs of clients with products geared to investment markets or related to annuities. Unpredictable events—including the horrific hurricanes of 2005, for example—cause major changes in the lives of many Americans daily. Given the tenuous strength of the government’s ability to deal with the changes, more and more Americans want to be offered every possible opportunity to prepare for their own destiny with the advice of people they trust.

The growth of the life-settlement market has necessarily involved the ability of thousands of agents all over America to look out for the interests of their clients. The life-settlement business is driven by these professionals, who are in a position to evaluate and, most important, to negotiate the best insurance coverage for their clients. They have a huge range of options available to them from insurers. The insurers’ new products are innovative and varied. But in a variety of circumstances, insured individuals just do not find that another insurance product meets their needs. And in a whole variety of other circumstances, the insurance industry does not have a product available that fits the needs of a seller. Remember that the insurance industry could not meet the needs of the AIDS-afflicted sellers of policies in the 1990s because the set of circumstances was unique. Despite the efforts of insurers, such as the emergence of advance death benefits, the products were insufficient to meet the needs.




Suitable for Sale 

Which policies is an insured consumer actually able to sell?


Term Insurance 

Term insurance does not have a lot of value in the life-settlement market. The policy has to be renewable if the insured is likely or potentially going to live beyond the current term, and the conditions under which it might be renewable must be consistent with the potential purchaser’s underwriting policy. The circumstances under which these policies are sold are generally associated with the characteristics of the old viatical industry—short life expectancy and the inability of the seller to pay the premiums.


Whole Life 

Whole life policies are not often sold in the life-settlement market. The cash value can be accessed and used for premium maintenance, or their benefits can be reduced and restructured. Generally, as some studies have  shown, the premium structure and potential of a whole life policy may make the sale of the policy economically inadvisable for the insured, who can access the cash value of the policy to adjust its parameters.


Universal Life 

Most policies sold in the life-settlement market are universal life policies. Their assumptions of interest rates, premium value, and financial plans of the insured allow for so many variations in circumstances that they are frequently used in financial plans that are designed to accommodate life changes. Such changes are exactly the circumstances that may lead a policyholder to encounter new needs that his policy does not meet. Regulators in Florida warn the public: “A combination of low interest rates and the rising cost of insurance could result in future elimination of your policy’s death benefits and cash value. Make sure you ask your agent about this possibility. Also be sure you understand which cash values are guaranteed and which are not.”1 For an investor in a universal life policy, the attractive element is the fixed nature of the insurer-guaranteed death benefit.


Variable Life 

Many policies sold in the market are variable life contracts. But the agents who deal in the sale of such policies must also be qualified as securities representatives. Complexity renders these policies more difficult to move in the settlement market.

Today, there are still many variable life policies that are just not a good fit for the owner. It is an ongoing concern for insurers. Reevaluate your needs, they advise consumers of insurance. For a whole variety of reasons, other options may be better. Tens of thousands of policies lapse each year, and tens of thousands of policies each year are surrendered to the insurer for cash value.




Preventing Lapses 

The life-settlement industry’s position is that no policy should lapse or be surrendered without a quick check of its value in the settlement market.

Regulation has radically altered this market. Some states have extensive regulation; others have none. Some regulations are hostile to the process; others are receptive and helpful. But there are costs associated with the transactions, and some of the regulations have costs. Some policies cannot be sold because the transactions would make no economic sense. Given the costs associated with the estimation of extended life expectancy and the costs associated with raising capital, buyers of policies are just not always able to buy a policy, and when they can, the policy will most likely have a face value in excess of $100,000.

Some people think that the life-settlement industry is simply wrong. After all, it involves investing in the life insurance of a stranger for eventual return. That objection was put to rest in the 1990s as the public considered the desperate circumstances of the policy seller with a predicted life expectancy of a year or two and no assets to pay premiums and immediate needs. But the argument resurfaces each time some observers claim that people should not invest in this market. They claim that the life-settlement industry is antithetical to the public interest in insurance and to the interests of sellers. But sellers and their financial advisers have found that there are a boatload of circumstances that are not and cannot be met by their policies, and so they sell.




Facing Controversy 

In 2005, a new, problematic trend in the industry became apparent. Some policies are now obtained by entities or individuals who have little relationship to the insured. The policies are, in effect, issued for reasons that are not traditionally associated with the appropriate uses of insurance. This issue deserves serious public discussion, although it is not central to the life-settlement industry as it functions now. Nevertheless, insurers are deeply concerned about this trend and for good reason. Controversy has emerged as insurers’ efforts to deal with this new challenge have led them to make dramatic statements about the “purpose of insurance” and the real needs of people who purchase it. They’re scrutinizing charity-owned, company-owned, and investor-owned life insurance policies. The life-settlement industry shares their concern about sales in which the buyer has no insurable interest connection with the life of the insured. Regulators are struggling with this problem, and the life-settlement industry has distanced itself very strongly from these improper schemes. So in the revolutionary world of settlements, more changes are no doubt ahead.

This is not the first criticism the industry has faced. Opponents of the industry have argued for years—and argued for the insureds of the AIDS era—that the policies were worth more than the value for which they were sold. “Just hold the policy,” they said. “Pay the premiums and your heirs will have a good deal.” But the reality is that people sold because their current interests did not correspond to the long-term benefit represented in the policy.

That fact is just as true today in the settlement industry as it was in 1990: policies have value. If consumers need help figuring out the value of a policy, they can check with the life-settlement industry.

 

Chapter Notes
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Longevity Risk Insurance
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The standard of living of the elderly depends on total retirement income, which comes from three main sources: Social Security benefits, defined-benefit pensions, and personal savings. Although Social Security and pensions continue to provide a foundation for retirement income, retirement savings plans and other personal savings are expected to become the main sources of retirement income. This shift in retirement funding from professionally managed defined-benefit plans to personal savings vehicles means that investors need to make their own decisions about how to manage risks and generate income in retirement.

Our discussion of the three risk factors investors must confront when making saving and investment decisions for their retirement portfolios appears in chapter 15 of The Investment Think Tank (Bloomberg Press, 2004), edited by Harold Evensky and Deena Katz. They are: financial market risk, longevity risk, and the risk of not saving enough. In this chapter, we review the importance of taking longevity risk into consideration in planning retirement income and extend longevity-risk analysis to the various types of income sources and investment instruments to determine their effectiveness in alleviating that risk. Using Monte Carlo simulations, we illustrate the benefits of including lifetime-payout annuities—including immediate fixed- and variable-payout contracts—in retirement portfolios to help manage the risk of outliving one’s assets. Also covered are the various types of insurance guarantees offered with payout annuities and how investors can differentiate them in terms of suitability and use.




Lasting a Lifetime 

Longevity risk is the risk of outliving your assets. As life expectancies continue to increase, retirees must be aware of the possibility of a long lifetime and adjust their financial plans accordingly. This is especially important for those who retire early or have a family history of long lives.

Increasingly, today’s retirees will need to balance income and expenditures over a longer period of time than did retirees in the past. This change results in part from the long-term trend toward earlier retirement. Nearly half of all men now leave the labor force by age 62, and almost half of all women are out of the workforce by age 60. Moreover, the decline in the average retirement age has occurred at a time of rising life expectancy for retirees. Since 1940, falling mortality rates have added almost four years to the expected life span of a 65-year-old male and more than five years to the life expectancy of a 65-year-old female. The probability that an individual retiring at age 65 will reach age 80 is greater than 70 percent for females and greater than 62 percent for males. Combined with the life expectancy of a spouse, the odds reach nearly 90 percent that at least one of the partners will live to age 80. For a broader sense of the potential longevity risk,  FIGURE 18.1 illustrates the survival probabilities of 65-year-olds. The first column shows the probability for married couples that at least one partner will survive to age 80, 85, 90, 95, and 100. The second column shows the probability that an individual (regardless of marital status) will survive to various ages. For married couples, in 78 percent of the cases, at least one spouse will still be alive at age 85.

Many investors use simple approaches to retirement planning that ignore longevity risk by assuming the investor needs to plan income only to age 85. Although 85 is the average life expectancy for a 65-year-old, we know that roughly half will live longer. For a married couple, the odds are almost 80 percent that one or both will live past 85. If advisers use an 85-year life expectancy to plan a client’s retirement-income needs, many clients will use up their retirement resources (other than government and corporate pensions) long before they die.

FIGURE 18.1 Chance of 65-Year-Olds’ Living to Various Ages

Source: Society of Actuaries, 1996 U.S. Annuity 2000 Mortality Table
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This longevity risk—the risk of outliving one’s resources—is substantial and is the reason why lifetime annuities (payout annuities) should be an integral part of many retirement plans.




Sources of Retirement Income 

Social Security benefits, defined-benefit pension plans, and personal savings (including defined-contribution plan savings) are the main sources of retirement income. This section looks at their effectiveness in alleviating longevity risk.


Social Security and Defined-Benefit Pension Plans 

Traditionally, Social Security and defined-benefit pension plans have provided the bulk of retirement income. For example, the Social Security Administration reports that 39 percent of income for persons 65 and older came from Social Security income in 2001 and 18 percent came from defined-benefit pensions. According to 2003 reports from the U.S. General Accounting Office, retirees received about 60 percent of their retirement income from Social Security and traditional company pension plans, whereas today’s workers can expect to have only about one-third of their retirement income funded by these sources.1

Longevity insurance is embedded in Social Security and defined-benefit pension benefits. These benefits are paid out for as long as the investor (and typically the spouse) lives. The U.S. government is responsible for funding Social Security retirement benefits. In defined-benefit pension plans, the employer (as plan sponsor) agrees to make future payments during retirement and is responsible for investing and managing the pension-plan assets, thus bearing the investment and longevity risks. Because a defined-benefit pension plan typically covers a large number of employees, the overall longevity risk of the plan is significantly mitigated for the employer.

Retirees who rely on Social Security and defined-benefit pension plans for retirement income do not need to worry about longevity risk. The risk is effectively eliminated by the guarantee from the government and the employer. However, there has been a continuing shift from defined-benefit plans to defined-contribution plans since the early 1980s.2 Along with this continuing trend, the percentage of private-sector workers who participate  in a primary defined-benefit plan has decreased, whereas the percentage of such workers who participate in a primary defined-contribution plan has increased consistently since the early 1980s. Today, the majority of active retirement-plan participants are in defined-contribution plans, whereas most were in defined-benefit plans in 1980.


Defined-Contribution Plans and Personal Savings 

Increasingly, workers are relying on their defined-contribution retirement portfolio and other personal savings as their primary sources of retirement income. With these changes, workers must now bear the longevity risk because there is no promise from their employer or the government that money will be available during retirement. Reliance on such sources of income also exposes workers to greater longevity risk than ever before. Moreover, they have to manage this risk themselves.

There are two ways to use personal savings to fund retirement income. A retiree may choose to receive a lump sum directly from the plan as a cash settlement and then invest and withdraw from the portfolio during retirement. This is typically referred to as a systematic withdrawal strategy. Alternatively, retirees who receive lump sums may purchase a lifetime-payout annuity with some or all of the proceeds, thereby preserving their assets and ensuring a stream of income throughout retirement. This approach is typically referred to as annuitization.


A Lifetime-Payout Annuity 

Living a long life means more resources are needed to fund the longer-term income needs. Rational investors may decide to take on more financial risk, hoping to gain more return—if they can tolerate the risk. On the other hand, investors would also want to hedge against longevity risk because this type of risk exposure carries no potential financial reward.3 In other words, investors should be willing to pay an insurance premium to hedge the longevity risk. The arrangement is very similar to the concept of homeowner insurance, which protects against hazard to one’s home. Lifetime-payout annuities provide investors with the longevity insurance that so many retirees now require.

A lifetime-payout annuity is an insurance product that converts an accumulated investment into income that the insurance company pays out over the life of the investor. Payout annuities are the opposite of life insurance. Investors buy life insurance because they’re afraid of dying too soon and leaving family and loved ones in financial need. They buy payout annuities because they’re concerned about living a long time and running out of assets during their lifetime. Insurance companies can provide this lifelong benefit by spreading the longevity risk over a large group of  annuitants and making careful and conservative assumptions about the rate of return earned on their assets.

Spreading or pooling the longevity risk means that individuals who do not reach their life expectancy, as calculated by actuarial mortality tables, will subsidize the payouts for those who exceed it. Investors who buy lifetime-payout annuities pool their portfolios and collectively ensure that everybody will receive payments as long as they live. The unique longevity insurance features embedded in lifetime-payout annuities enable them to play a significant role in many investors’ retirement portfolios.


Systematic Withdrawal Versus Annuitization 

Payout annuities and systematic withdrawals present different advantages and risks to retirees. A life annuity, whether received from an employer-sponsored pension plan or purchased directly from an insurance company ensures that a retiree will have an income no matter how long he or she lives. However, if a retiree dies soon after purchasing an annuity, he or she would likely receive considerably less than what a lump sum and systematic withdrawal strategy would have provided. Also, income from an annuity might be inadequate to pay for unexpected, large expenses, and the investor will also be unable to leave the annuity as a bequest.

Retirees who choose to systematically withdraw lump sums have the flexibility to preserve or draw down these assets as they wish, but they risk running out of assets if they live longer than expected, withdraw assets too rapidly, or suffer poor investment returns on their assets. Payout annuities offer a way to mitigate much of the financial uncertainty that accompanies living to a very old age, but they might not necessarily be the best approach for all retirees. An individual with a life-shortening illness, for example, might be less concerned about the financial needs that accompany living a very long time.




Types of Payout Annuities 

Two basic types of payout annuities are available: fixed and variable. A fixed-payout annuity pays a fixed nominal dollar amount each period. A variable annuity’s payments fluctuate in value, depending on the performance of the underlying investments chosen by the annuity contract holder. Payments from both types of lifetime-payout annuities are contingent on the life of the investor. Other payout options are available with guaranteed payments for a specified period of time or with refund guarantees. Many retirement and insurance experts advocate the use of payout annuities indexed to inflation, which provide protection against cost-of-living increases.


The Fixed-Payout Annuity 

FIGURE 18.2 illustrates the payment stream from an immediate fixed annuity. With an initial premium, or purchase amount, of $100,000, the annual income payments for a 65-year-old female would be $616 per month, or $7,392 per year.4 The straight line represents the annual payments before inflation. People who enjoy the security of a steady and predictable stream of income may find a fixed annuity appealing. Despite the benefits of longevity insurance and fixed payout amounts, a retirement portfolio that consists only of fixed immediate-payout annuities has several drawbacks.

The first disadvantage is that the fixed annuity’s payments are the same in nominal dollars year after year. That means real purchasing power is eroded by inflation as the annuitant gets older. The second, descending line in Figure 18.2 represents the same payment stream after a hypothetical 3 percent inflation rate is factored in. The annuitant receives the same nominal payment amount year after year, but adjusted for purchasing power, the value of that payment is much less over time. An investor contemplating a fixed-payout annuity needs to keep this in mind because the nominal value of the payment will remain fixed for the rest of the investor’s life.

The second drawback of fixed annuities is that investors often cannot trade out of the fixed-payout annuity once it has been purchased.5 Also, when an investor buys a fixed annuity, payments are locked in based on the interest rates current at the time of purchase. Payout rates from today’s fixed-payout annuities are at historical lows consistent with current interest rates. A 65-year-old female might have received as much as $1,150 per month in the early 1980s in exchange for a $100,000 initial premium. In 2005, that same $100,000 buys only $600 per month.

FIGURE 18.2 Fixed Immediate-Payout Annuity Income Per Year

Source : Ibbotson Associates, Inc.
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The Variable-Payout Annuity 

A variable-payout annuity is an insurance product that exchanges accumulated investment value into annuity units that the insurance company pays out over the lifetime of the investor. The annuity payments fluctuate in value depending on the investments held. To better understand variable-payout annuities, think of an equity-based mutual fund whose current net asset value (NAV) is exactly $1 per unit. The unit fluctuates every day. In any given day, week, month, or year, the price can increase or decrease relative to the previous period.

With a variable annuity, instead of getting fixed payments, investors get a fixed number of fund units. For example, each month, the insurance company promises to send 500 fund units, instead of 500 U.S. dollars. The insurance company converts these fund units into U.S. dollars at the going NAV value at the end of the month to determine how much to pay the investor. Therefore, the cash flow from the variable-payout annuity fluctuates with the performance of the funds chosen.

FIGURE 18.3 illustrates the annuity payment stream, in real terms, from a portfolio of 60 percent stocks/40 percent bonds, using a life-only payment option in an immediate variable annuity. A Monte Carlo simulation was created to illustrate the various payment scenarios. The simulation is generated using historical return statistics of stocks, bonds, and inflation from 1926 to 2004; a $1 million initial portfolio; and a 3 percent assumed investment return (AIR).6 The initial payment at age 65 is estimated to be $66,150.7 The lines in the chart show the 10th, 25th, and 50th percentiles from the Monte Carlo simulations constructed. As Figure 18.3 indicates, there is a 10 percent chance that annual inflation-adjusted annuity payments might fall below $25,000 at age 100, a 25 percent chance that they might decrease to $50,000 or higher, and a 50 percent chance that they might grow to $106,000 or higher.

FIGURE 18.3 Variable Immediate-Payout Annuity Income Per Year

Source : Ibbson Associates, Inc.
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Single- and Joint-Life Payout Annuities 

When considering retirement security, retirees need to consider the retirement income needs of their spouses. For example, if a married couple converted their savings into a single-life payout annuity for the husband, upon his death, payments would stop and his widow would experience a substantial decline in income. That problem can be solved by purchasing a joint-life annuity. Unlike a single-life annuity, which pays out only as long as the individual is alive, a joint-life annuity is structured to provide income for as long as either member of a couple is alive. Because a joint-life payout annuity on average makes payments for a much longer period than a single life-payout annuity, the joint option reduces the income payment each year. Depending on the couple’s preferences, the annuity may be designed to provide the same income after the death of a spouse or a reduced income.

FIGURE 18.4 illustrates the different payments from a fixed-payout annuity for a single-life male, a single-life female, and a joint payout with 100 percent survivor benefit. The payment amount is calculated with an initial premium or purchase amount of $100,000. For a 65-year-old male, the payment would be $654 per month (or $7,848 per year). For a female, the payment would be $616 per month, or $7,392 per year. For a joint payout with 100 percent survivor benefit, the payment would be reduced to $6,492 per year.

FIGURE 18.4 Fixed Immediate-Payout Annuities
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FIGURE 18.5 Fixed Immediate-Payout Annuities with Period Guarantees
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Payment Period Guarantees 

Annuities also vary in terms of the period for which payments are guaranteed. Some retirees who wish to purchase annuities may be concerned that early death could result in a short period of annuity payments; in that event, they would like a portion of their original premium payment made available to their heirs. They can arrange that by purchasing payout annuities with payment-period guarantee options. These guarantees ensure either a minimum number of monthly payments regardless of the age of death or a partial return of premium upon death. Choosing a guarantee period decreases the amount of income payout each period to the retiree.

FIGURE 18.5 presents the payment differences among fixed immediate life annuities with no guarantee, with a 10-year payment guarantee, and with a 20-year payment guarantee.


Guaranteed Payment Floors 

Guaranteed payment floors may be added to immediate variable annuities. These floors guarantee that the monthly payment will not drop below a certain percentage of the first payment (for example, 80 percent). The goal is to ensure a minimum monthly payment without giving up the potential increase in payments provided by an immediate variable annuity. A guaranteed minimum income benefit (GMIB) is typically offered as an optional feature or as a rider to a variable annuity contract for an additional charge, generally ranging from 0.30 percent to 0.75 percent of the contract’s account value.


Appropriate Level of Longevity Insurance 

A life annuity can provide a higher level of income for a longer period than nonannuitized investments can because the assets of annuitants who die earlier than average are used to provide income to those who live longer than average. To make this possible, annuitants give up the right to include the annuitized money in their estates when they die. In other words, the annuitized resources cannot be bequeathed to the contract holder’s heirs. Of course, individuals who wish to leave an inheritance can simply place the portion of their assets they would like to bequeath in some other investment vehicle and annuitize only the assets they expect to use for their own consumption.




Investors’ Choices 

An immediate life-payout annuity is clearly an effective way to manage longevity risk in retirement. However, life-payout annuitization is not an all-or-nothing decision; the choice is part of the broader question of how much to set aside for systematic withdrawal and how much to allocate for annuitization. Combining nonannuitized assets with annuitized assets can help investors manage financial market risk, longevity risk, and bequests for heirs. Chapter 15 of The Investment Think Tank illustrated that by annuitizing 50 percent of a retirement portfolio, investors can significantly reduce the probability of running out of money during their lifetime. Many other researchers have also analyzed the benefit of annuitizing a portion of a retiree’s portfolio. For example, Ameriks, Veres, and Warshawsky (2001) found significant improvement in the likelihood that a retiree will maintain a target level of income with some annuitization. A retiree with a conservative asset allocation of, say, 20 percent stocks, 50 percent bonds, and 30 percent cash has a 33 percent chance of maintaining annual withdrawals of 4.5 percent of the initial account balance (adjusted each year for inflation) for 30 years. By annuitizing 25 percent of the portfolio, the probability of maintaining this level of annual income increases to 53 percent. Annuitizing 50 percent of the account balance increases the probability to 81 percent. A retired investor with a more balanced allocation—40 percent stocks, 40 percent bonds, and 20 percent cash—would see the likelihood of success increase from 76 percent with no annuitization to 85 percent with annuitization of 25 percent of assets. The likelihood climbs to 95 percent with annuitization of 50 percent of assets.

Investment strategies involving payout annuities to manage longevity risk during retirement—when most investors are spending rather than accumulating assets—need to be highly individualized. Many factors affect the amount of payout annuities an investor should buy to hedge against  longevity risk. Obviously, the Social Security and defined-benefit pension benefits an investor expects to receive in retirement are key factors. The more an investor expects to receive from these sources, the less the need for longevity-risk management through payout annuities. The amount of retirement-portfolio assets relative to retirement needs is also important. Investors who accumulated more wealth have less need for longevity insurance because they have a lower probability of running out of money in retirement. Other factors include bequest preferences, age, financial-risk tolerance, and the investor’s health and family health history. Investors with more modest bequest intentions might invest more in immediate life-payout annuities. Of course, investors who are not in good health have less need for annuities. Chen and Milevsky (2003) presented a model based on the classic utility-maximization framework. The optimal mix of annuitized and nonannuitized assets is determined by the investor’s age and risk tolerance, the desire to leave an estate, and the fees and expenses of the products chosen.8

The percentage of retirees who purchase individual life-payout annuities is still small. There are several reasons for this: the availability of these annuities is limited, individual life annuities have associated administrative and other expenses, and immediate fixed annuities generally do not provide protection against inflation. The demand for payout annuities should grow as the market continues to develop innovative annuity products that appeal to consumer preferences. For example, demand for individual variable annuities that offer the potential for higher income payouts based on underlying portfolio returns is growing. Furthermore, as the baby boom generation approaches retirement in tandem with the trend toward individual responsibility for managing retirement assets, the demand for individual life annuities is likely to increase.

 

 

AS RETIREES RELY more and more on personal savings to finance retirement, fewer of them will receive pension income guaranteed to last throughout retirement. The growth in the number of defined-contribution plans means that retirees will face greater responsibility and choices for managing their pension and other assets at and through retirement. Retirees will be at greater risk of outliving their assets and having insufficient income to maintain their standard of living through their retirement years. Such longevity risk suggests the need for additional longevity insurance through the purchase of immediate-payout annuities. We hope the information presented here will help investors who are looking to create a comprehensive investment strategy that ensures adequate income for a lifetime.
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Chapter Notes

1   U.S. General Accounting Office, Report to Congressional Requesters: Private Pension (June 2003); and Employee Benefit Research Institute, 2000 Retirement Confidence Survey.
2   The Department of Labor reports that private-sector employers sponsored more than 56,000 tax-qualified defined-benefit plans in 1998, down from more than 139,000 in 1979, while the number of tax-qualified defined-contribution plans sponsored by private employers more than doubled from more than 331,000 to approximately 674,000 during the same period.
3   Living a long life is desirable in many respects; we are focusing only on the financial aspects of longevity in this study.
4   All quotes for immediate-payout annuities were obtained from www.immediateannuities.com on June 12, 2005, assuming a 65-year-old female living in Illinois and a $100,000 premium.
5   Payout annuities are available that allow the investor to withdraw money from them, but the investor typically has to pay a surrender or market-value-adjustment charge.
6   The AIR is an initial interest rate assumption that is used to compute the amount of an initial variable annuity payment. Subsequent payments will either increase or decrease depending on the relationship of the AIR to the actual investment return.
7   The initial payment is estimated by Ibbotson Associates.
8   Ibbotson Associates has a patent pending on the method of selecting optimal combinations of stocks, bonds, and other assets with annuity products while satisfying both retirement-income needs and bequest desires.
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Immediate Annuities Structure, Mechanics, and Value
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Having passed the hurdle of accumulating assets during working years, the next risk faced by retirees is living longer than their assets can sustain them and becoming financially dependent on others—children, relatives, friends, or the government. If we knew how long we would survive, we could invest our assets appropriately to support ourselves for this known period. In reality, length of life is a random variable, producing longevity risk.

Income annuities provide a sound solution to that risk. The annuity contract owner pays a premium and the annuitant receives regular, periodic annuity benefits regardless of how long he lives. Some annuitants may survive only a short time, whereas others will live well beyond age 100. Although the length of life for a single individual is unknown, the length of life for a large collection of annuitants is more predictable. For example, the survival curve for 1,000 females age 65 resembles the pattern in FIGURE 19.1.

The law of large numbers enhances predictability and permits individuals—who cannot safely absorb longevity risk—to transfer that risk to companies that can, by using a mortality pooling function. A state regulatory framework ensures that reserves held for annuity benefits not yet paid are sufficient to support these contractual obligations.

Working separately from Social Security and corporate defined-benefit pension plans, immediate annuities provide lifetime income that involves transferring all mortality risk away from the individual. In the United States, only insurance companies are authorized to write life-contingent immediate annuities.

FIGURE 19.1 Annuitant Population: Survival Curve for 1,000 Females, Age 65

Source :Annuity 2000 Basic Mortality Table, Society of Actuaries
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A distinguishing feature of immediate annuities is that the annuitant receives income for life from (a) his principal, (b) appreciation thereon, and (c) mortality credits that redirect value from individuals who no longer require longevity insurance to those who do. Because the third component is absent in self-managed and systematic withdrawal programs, immediate annuities have the capacity to provide a meaningfully higher level of income guaranteed to last for life than do any alternative instruments. That is, investments inside an immediate annuity produce income superior to identical investments outside an immediate annuity. Immediate annuities obviate the need to determine how to systematically spend down principal.




Structure 

An immediate annuity is a contractual arrangement whereby a contract owner pays a premium to an insurance company in exchange for a series of regular, periodic annuity benefits. The owner is the person who has authority to exercise ownership rights within the immediate annuity contract, such as election of an annuity payout option and designation of beneficiary. The annuitant is the recipient of the annuity benefits and, for life-contingent annuity options, the person on whose life the annuity benefits are based. The beneficiary is a person designated to receive residual  benefits, if any, following death of the annuitant. Immediate annuity contracts offer a variety of annuity payout options, whose terms define the duration, level, and frequency of income and the number of lives covered.


Types of Annuities 

There are several types of immediate annuities. Immediate fixed annuities provide future benefits whose dollar amount per benefit is fully known at the time the contract is issued, although the duration of payments may depend on how long the annuitant lives. Single-premium immediate annuity (SPIA) is a generic name for this type of product offering.

Immediate variable annuities (IVAs) provide future benefits fully known in advance as to number of annuity units per benefit at the time the contract is issued. The amount of the benefit payments varies based on investment performance. Single-premium immediate variable annuity (SPIVA) is a generic name for this type of product offering.


Payout Options 

Annuity payout options are categorized as non-life contingent, single-life contingent, and joint-life contingent. Non-life-contingent options include installments for a designated period of time and installments of a designated amount.

Single-life-contingent annuity option benefits are predicated on the continuing survival of a single annuitant. For the most basic life-only or  straight-life annuities, benefits are payable for the lifetime of the annuitant and cease at death. This provides the maximum annuity benefit level among single-life options. Additional guarantees may be layered onto the life annuity, such as the option called life with n years certain, which provides that a fixed number of payments will be made regardless of how long the annuitant lives. A guarantee that promises that at least as much value will be paid out in benefits as was received in premium is called a cash-refund  option when any residual upon the annuitant’s death is paid to the beneficiary in a lump sum. It’s called an installment-refund option when paid in continuing periodic installments. Such additional guarantees serve to lower the benefit amount.

Joint-life-contingent annuities have benefit payments predicated on the lives of two or more annuitants, often a married couple. Annuity options covering two lives provide benefit payments lower than for one life of comparable age because the benefit duration is potentially longer. A joint and x percent to survivor option provides annuity income while both annuitants are living and x percent of that level after the death of either the annuitant or joint annuitant. Common values of x percent are 66 percent and 75 percent, based on the thinking that living expenses reduce on the  first death but by less than half. A joint and x percent to survivor with n years certain option provides the analogous additional guarantee. A joint and x percent to secondary annuitant option provides lifetime income for the named primary annuitant, which reduces to x percent for the lifetime of the secondary annuitant should the primary die first.

Numerous other common annuity options exist. Unique, customizable immediate annuity options may also be created for traditional retirement income, pension plans, state lotteries, magazine sweepstakes, and plaintiffs granted structured settlement damage awards.

A common objective of an immediate annuity is to provide maximum periodic income guaranteed to last a lifetime. Logically, inclusion of additional guarantees or refund features is hard to justify. If bequeathing assets to a beneficiary is also an objective, other ways are available to transfer wealth that are more efficient than an immediate annuity. Psychologically, the inclusion of additional guarantees that diminish income add comfort for prospective purchasers. Financial advisers play a role in preparing clients to use appropriate instruments to most efficiently achieve targeted objectives.


Immediate Fixed Annuity 

Immediate fixed annuity benefits can be (a) level, (b) arithmetically increasing, (c) geometrically increasing, or (d) irregularly patterned. The same premium can fund the different annuity benefit patterns illustrated in FIGURE 19.2.

The graph in Figure 19.2 shows fixed annuity benefits payable at the beginning of the year for a designated period of 20 years, assuming a $500,000 premium and 8 percent interest. The benefit patterns are level, 4 percent arithmetic increase, and 4 percent geometric increase. As is true of all fixed annuities, the dollar amount of each payment is fully known at the time of purchase.

Since inflation compounds and its corrosive effect on purchasing power is magnified over a multidecade retirement horizon, a geometrically increasing annuity whose benefits similarly compound (for example, at 3 percent to 5 percent annually) may produce more constant real income than one with level or arithmetically increasing benefits.

To price immediate fixed annuities, insurers project the annuity benefits they expect to pay. For life-contingent annuities, the projected benefit stream reflects the probability an annuitant will survive to receive a payment. The insurer constructs a portfolio of fixed-income securities of suitable quality that replicate the payout pattern. Based on currently available yields at the time of purchase, the insurer uses this information to derive a present value, called the net premium. The net premium together with the interest it earns is sufficient to provide annuity benefits and to cover administrative expenses, taxes, and profit. Loading to cover financial adviser and wholesaler compensation, contract issue, state premium tax, and other acquisition expenses is added to arrive at the gross premium.

FIGURE 19.2 Fixed Annuity Benefits: Level Versus Increasing
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Immediate fixed annuity prices—the premiums that convert to specific benefit amounts—change periodically, often monthly. Once an annuity contract is purchased, however, the benefit promised is guaranteed and is unaffected by any future changes in interest rates.

Immediate annuities with benefit levels that change annually in response to changes in a specific consumer price index (CPI) reflective of a market basket of goods and services purchased by retirees have been slow to become commercially available. This is because of the uncertainty inherent in projecting future benefit payments. Newer investment tools may foster such offerings.


Immediate Variable Annuity 

What chiefly distinguishes immediate variable annuities from immediate fixed annuities is that with immediate variable annuities (a) the annuity owner determines how the premium is invested and (b) bears investment risks and rewards via changes in retirement-income benefits, which fluctuate with investment performance. The contract owner allocates the premium—both initially and subsequently—among investment subaccounts  in the immediate variable annuity product. These, in turn, are invested in underlying funds analogous to but distinct from retail mutual funds. The underlying investment funds—domestic and international common stock, bond, money market, and specialty funds—may be managed by one investment manager (single-manager IVA) or by multiple investment managers (multi-manager IVA).

In contrast to immediate fixed annuities with level benefits, IVAs offer annuitants the prospect of retirement income that preserves purchasing power. For example, common stock subaccount performance—while not moving in lockstep with inflation—offers the potential over the course of one’s retirement for an income stream that keeps pace with or outpaces inflation.

Another contrast to immediate fixed annuities, for which the rate of return on the underlying fixed-income securities portfolio that replicates the annuity payout stream is known, is that future rates of return on variable investment subaccounts are unknown. To address this, the contract owner selects a benchmark rate of return (often 3, 4, or 5 percent) known as the assumed investment rate (AIR). The initial annuity benefit afforded by the given premium is set so that the projected series of future income benefits at that level—based on the annuitant’s age, sex, and the annuity option elected—when discounted at the AIR produce a present value equal to the net premium. If actual investment subaccount performance equals the AIR, annuity benefits will remain level because exactly the rate of return assumed in pricing the annuity is achieved. In this sense, the immediate variable annuity works exactly like an immediate fixed annuity.

The distinction of a variable annuity reveals itself when actual investment performance differs from that assumed. There must be some compensating mechanism, which is the benefit level. To the extent actual subaccount performance exceeds the benchmark rate of return (AIR) for the period between any two consecutive annuity benefit payments, greater value is achieved than was assumed, allowing the annuity benefit to rise. Similarly, if actual subaccount performance for the period is less than the benchmark return, the benefit falls. FIGURE 19.3 summarizes this relationship.

One objective of an immediate variable annuity is to provide a rising level of income to offset the ravages of inflation. The lower the AIR elected, the more readily that objective is achieved. The lower the level of benchmark return chosen, the easier it is for actual subaccount performance to exceed it and drive annuity benefits higher.

The lower the benchmark return chosen, the lower the initial benefit but the steeper the rise of future benefits. Financial advisers are well positioned to educate their clients to think long term and to elect a lower AIR that is more likely to generate an income stream that compensates for inflation. For example, 7 percent actual subaccount performance with a 3 percent AIR increases income roughly 4 percent in one year, enough to offset 4 percent inflation. Seven percent actual subaccount performance with a 7 percent AIR leaves income flat.

FIGURE 19.3 Investment Performance Affects Benefit Level
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Although a higher AIR provides higher benefits early, an objective is to deliver an appropriate income stream well into the future, for the entirety of the annuitant’s life. FIGURE 19.4 compares annuity benefits using AIRs of 3 percent, 5 percent, and 7 percent.

Figure 19.4 shows variable annuity benefits payable at the beginning of the year for a designated period of 20 years, assuming a $500,000 premium and a constant 8 percent investment subaccount return. Although this graph is directly comparable to the earlier immediate fixed annuity graph, the fixed annuity benefits will progress as smoothly as illustrated whereas the variable annuity benefits will in fact fluctuate with actual subaccount performance.

FIGURE 19.4 Variable Annuity Benefits: Effect of Assumed Investment Rate
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FIGURE 19.5 Annuity Benefit Equation
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Note that although the three income streams in Figure 19.4 are different, they share identical present value when discounted at the actual rate of return realized by the investment subaccount—that is, all annuity options share the same present value of benefits, with no annuity option more valuable than any other for a given amount of premium. Annuity option selection should therefore be predicated on the preferences of the annuitant.

Mechanically, the progression of IVA benefits is determined using  annuity units. The same number of annuity units is paid on each benefit-payment date. The annuity unit value changes daily with subaccount performance. The dollar amount of annuity benefit payable equals the number of annuity units multiplied by the annuity unit value on the valuation date used to determine that payment (see FIGURE 19.5).

Annuity unit values increase by realized and unrealized capital gains, dividends, and interest income. They decrease by mortality and expense risk charges and asset-management fees. In contrast to accumulation unit values, which measure subaccount performance during the accumulation phase of a deferred annuity, annuity unit values used with an immediate annuity also reflect the AIR. That’s because the annuitant has already received investment credit to the extent of the AIR because it was assumed in determining the first annuity benefit that any premium not yet paid out in benefits would perpetually earn the AIR. As such, if the subaccount actually earns the AIR for a period, actual investment performance equals the assumption and no compensating benefit adjustment up or down is needed.

FIGURE 19.6 Annuity Unit Value Equation
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FIGURE 19.7 Example: Subaccount Performs at 7 Percent During First Year
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The formula in FIGURE 19.6 shows how one annuity unit value is determined from another one year earlier.

For example, suppose the annuitant receives the value of 1,000 annuity units on each payment date. Further suppose that the initial annuity unit value is $1, the AIR is 3 percent, actual fund performance is 7 percent, and annuity benefits are paid annually. FIGURE 19.7 shows how to determine the second annuity benefit.

When the contract owner invests in multiple subaccounts whose collective performance governs annuity benefit payments, the process is the same. The number of annuity units payable per subaccount is multiplied by the annuity unit value for that subaccount and the resultant dollar amounts are summed to determine the total annuity benefit for that period.

The contract owner may reallocate the percentages of each subaccount that govern annuity benefit payments. This may result in a different number of annuity units payable per subaccount, but again the number of annuity units payable per subaccount remains constant between such real-locations.

The mechanics of immediate variable annuities described here should not preclude financial advisers from recommending this longevity-risk-management  instrument any more than from recommending mutual funds that use NAVs to determine value. In both instances, a number of units is multiplied by a unit value to arrive at a dollar amount.




The Right Fit 

Investors accumulating assets generally diversify across asset classes. One rationale is that performance of the asset classes is less than perfectly correlated, resulting in the investor’s aggregate portfolio experiencing lower volatility than the individual asset classes within it.

Another rationale is simply that investors have multiple objectives. They may desire capital appreciation, income, and safety of principal, with the relative balance among these three objectives varying based on the investor’s psychological makeup and life stage. As a result, they may invest in common stocks, corporate and government bonds, and bank certificates of deposit, respectively.

In retirement, investor objectives may include (1) inexhaustible lifetime income, (2) income that keeps pace with inflation and allows the investor to maintain his standard of living, and (3) liquidity to meet emergency medical needs. Immediate annuities—whether fixed or variable—meet the first objective. Immediate variable annuities and geometrically increasing fixed annuities offer the potential to meet the second objective. Neither traditional variable nor fixed immediate annuities meet the third objective.

Like any financial instrument, degree of use depends on the objectives to be satisfied. To the extent the objectives include inexhaustible lifetime income and the potential to maintain standard of living, assets may be allocated to immediate annuities to the appropriate degree.

One should allocate sufficient assets to an immediate annuity instrument for it to make a meaningful contribution to the targeted objectives. Because investors have additional objectives, there exists some maximum percentage of assets that should be allocated to immediate annuities. As a general guideline—and not intended as investment advice, because each individual’s needs and circumstances must be evaluated individually—allocating a range of 20-50 percent of investable retirement assets to fixed and variable immediate annuities is sometimes suggested.

There is a sweet spot of investable net worth that makes an individual a suitable candidate for an immediate annuity. With investable net worth that’s too small, one is unlikely to be able to sustain oneself economically for the whole of life, and although an immediate annuity may stretch income to the maximum extent feasible, liquidity needs for day-to-day expenses may prevail. With sufficiently large investable net worth, one may be able to maintain a standard of living simply from dividend and  interest income without ever having to systematically liquidate principal. In between these endpoints resides the population subset that represents suitable immediate annuity candidates.

Note, however, that high investable net worth correlates positively with above-average longevity because of access to quality health care, education about healthy lifestyle, and other factors. The result is that wealthy individuals who may not need immediate annuities for income generation may nevertheless find them attractive investments. Investments inside an immediate annuity produce income superior to identical investments outside an immediate annuity because the former consists of principal, appreciation, and mortality credits whereas the latter enjoys only the first two of these components; therefore, immediate annuities produce a superior rate of return for longer-lived annuitants than other investments.

Immediate annuity investors tend to reside in states with high concentrations of individuals age 60 and older. In 2003, top states for annuity benefit payments were New York, California, Connecticut, Florida, and Pennsylvania. Individuals between the ages of 55 and 71 are the primary target market for immediate annuities. Some individuals elect early retirement at age 55. In tax-qualified markets, mandatory distributions commence by age 70½. The most common issue age is 65.

Clients with assets in retirement savings programs like individual retirement accounts or 401(k) plans may have earmarked those assets from the start for the purpose of generating retirement income. As such, these may be the easiest assets to deploy in the form of immediate annuities. Nonetheless, a retirement-income financial plan—backed by the latest academic research on optimizing retirement income—should be created to determine which assets to deploy where. The factors investors consider when contemplating the purchase of an immediate annuity include the dollar amount of benefit payments, stability of the insurance company issuing the contract, product features, financial adviser recommendation, fees, and company brand name.


The Role of the Financial Adviser 

The choice of an immediate annuity is not a simple one: the individual’s standard of living during retirement years may be at stake; the purchase often involves large sums of money; and the election is irrevocable. For these reasons, even well-educated, financially sophisticated individuals may seek the counsel of a financial adviser knowledgeable about annuity options, AIRs, subaccounts, taxation, and contract structure.

Immediate annuity investors understand they’ve reached a point in their lives when they may not wish to return to work to produce new retirement assets or may be physically unable to do so. They cannot afford  to make financial mistakes during the asset-liquidation phase of their lives. The gravity of decisions made to deploy an individual’s lifetime retirement savings optimally is considerable.

Misconceptions about immediate annuities once retarded their sales. Some financial advisers mistakenly believed that annuitants who died early in the program forfeited the reserve held for that liability to the insurer, who reaped a windfall. Rather, the reserves released by deceased annuitants are a natural consequence of program construction and are redeployed to sustain longer-surviving annuitants.

Certain advisers believed that an immediate annuity sale represented the last commission they would ever earn on those assets because the premium could not be repositioned into other products later. In reality, the sale of a lifetime annuity to a client may now produce an annuity of trail commissions for the adviser equally as long as the lifetime annuity benefits for the client, effectively bonding the adviser-client relationship to an even stronger degree.

Some financial advisers believed that investors lost control of assets deployed into immediate annuities. What they actually lose is access to ad hoc lump-sum withdrawals beyond regularly scheduled annuity benefits. Contract owners still exercise elements of control, including the right to reallocate among investment subaccounts—whose performance governs annuity benefit payments—and to do so tax-free. They also have the right to name a new beneficiary and to vote on proxy matters associated with the investment funds underlying the subaccounts.

Interestingly, the pendulum is now swinging in the other direction. Financial advisers, upon further study, increasingly believe the highest and best use of annuities resides with immediate annuities.


Explaining the Advantages of Immediate Annuities 

For the dual objectives of maximizing income and minimizing the probability of outliving it, an immediate annuity offers a compelling solution. Such a solution is easily amenable to visual comparison with alternatives, using charts and graphs to convey important information to clients clearly.

For example, consider a 65-year-old female contemplating application of $500,000 to the purchase of either a mutual fund or an immediate variable annuity. Assume both are invested identically. She wishes to achieve the maximum amount of income possible under the stipulation that she is willing to accept only a very low probability of outliving the income. Her financial adviser indicates that if she is willing to risk a 5 percent probability of outliving her income, she can initially receive $2,157 monthly from the mutual fund. With a 0 percent probability of outliving her income, she can initially receive $3,275 monthly from the IVA. Both benefits will  increase annually by an equal percentage. She both increases income and eliminates any possibility of outliving it by selecting the IVA. If she elects the mutual fund, she gives up more than one-third of potential income and still risks running out of money.

FIGURE 19.8 shows the amount of monthly income from a mutual fund achievable for various probabilities of outliving the income that the $500,000 is capable of generating. It compares this income to the monthly income from an immediate variable annuity. Note that even if the client is willing to accept a 50 percent chance of running out of money by using a mutual fund for retirement income, she still receives less income than with the annuity.

Data from the shaded row in the chart in Figure 19.8—giving the client a 5 percent probability of outliving mutual fund income—appear in  FIGURE 19.9.

FIGURE 19.8 Pretax Monthly Income Funded by a $500,000 Initial Investment for a Female, Age 65
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FIGURE 19.9 IVA Versus Mutual Fund Income Comparison: $500,000 Initial Investment for Female, Age 65

Source : Jeffrey K. Dellinger, the Handbook of variable income Annuities (John Wiley & Sons, 2006)
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With rigorous mathematical analyses like that shown in Figure 19.9, financial advisers can demonstrate that immediate variable annuities provide real value to investors who want assurance of lifetime income.




Income Taxation 

Internal Revenue Code Section 72(u)(4) defines an immediate annuity as an annuity purchased with a single premium or annuity consideration, with an annuity starting date no later than one year from the date of purchase and providing for a series of substantially equal periodic payments to be made no less than once a year during the annuity period. This code section and associated regulations govern personal federal income taxation of immediate annuities.

Non-tax-qualified immediate annuities—those for which the premium is paid with after-tax dollars forming a positive cost basis—contain a tax-excludable portion of each benefit equal to the investment in the contract divided by the number of years for which the annuity payments are expected to be made (see FIGURE 19.10). For life-contingent annuity options, the number of years annuity payments are expected to be made is determined by actuarial tables promulgated by the Internal Revenue Service. Once the cost basis is recovered, all future annuity benefits are fully taxable.

FIGURE 19.10 Excludable Portion Equation
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If a lifetime annuity contains a refund feature or a certain period, the value of this feature is subtracted from the investment in the contract for tax purposes. This adjusted investment in the contract is then used to determine the tax-excludable portion of each annuity benefit. For a life-only annuity, if there is unrecovered investment in the contract at the time of the annuitant’s death, it is allowed as a deduction to the annuitant in his last taxable year.

Tax-qualified immediate annuities—generally those for which the premium is paid with pretax dollars and form a zero cost basis—have 100 percent of each annuity benefit taxable as ordinary income because neither the premium nor any appreciation thereon has ever been taxed.

Immediate annuity income is taxed at ordinary income rates, so retirees may consider applying traditional IRA or 401(k) tax-qualified account money to purchase their immediate annuities, because this money is already going to be taxed at ordinary income rates. Nonannuity investments held to provide liquidity during retirement may be better invested in taxable accounts, which enjoy lower tax rates on capital gains and dividends.




Comparing the Choices 

Key to a client’s decision-making process should be consideration of the question of how well an immediate annuity offering can achieve its basic mission. Satisfactory payout rates, prudent investment management, low cost, and financial strength of the insurer over many decades are important assessment factors.

Product features that are only peripheral to the core mission—those an insurer may use to differentiate its product from many comparable offerings in the marketplace—should be critically scrutinized because they may result in a lifetime of additional expense. Clients should evaluate whether additional benefits (for example, long-term care features) are  worth the reduction in retirement income and consider whether the same need can be more efficiently satisfied through a separate product specifically designed to meet it.

The riskier the additional promises layered onto the basic immediate annuity product, the greater the need to consider whether the insurer is likely to be able to live up to these promises over many decades, including the periodic economic downturns that inevitably occur. Areas currently receiving attention in immediate annuity product design evolution include those shown in FIGURE 19.11.

Of the four product-development categories, one fundamentally changes the nature of the insurance company enterprise offering the annuity: payout floor guarantees effectively embed a series of put options into the product. Insurers must reserve appropriately and establish adequate risk-based capital to cover such a liability in the vast majority of future economic scenarios that may materialize.

Mortality is a diversifiable risk for insurers. It involves independent risk units, whereby pooling greater and greater numbers of annuitants leads to risk reduction as actual mortality experience moves closer and closer toward true underlying mortality rates.

In contrast, investment performance is a nondiversifiable risk for insurers. If a broad stock or bond market decline would otherwise cause variable annuity benefits to fall below the floor level but for the guarantee, then the insurer issuing the annuity is subject to a large quantity of additional claims simultaneously. Because the investment risks are not independent but rather highly correlated, pooling ever more annuitants will not reduce risk. To the contrary, if an annuity writer issues more such IVA contracts, its exposure to investment market risk stacks up.

Because an annuity writer offering such benefits effectively transforms itself to some degree from an insurance company (which assumes diversifiable risks) to a derivatives issuer (which assumes nondiversifiable risks), investors must analyze the offering and assess the financial strength of the issuer. Although prudent insurers will partially hedge risks of this nature in the derivatives markets, they are exposed to greater risk concentration and earnings volatility than they would be if such features were absent.




Assessing Value 

Immediate variable annuities offer the following benefits:•  Lifetime income, with genuine transfer of longevity risk and freedom from anxiety about outliving assets
•  Potential inflation hedge, with the opportunity for increasing income that keeps pace with or outpaces inflation
 FIGURE 19.11 Payout Floor Guarantees, Liquidity, Income Stabilization, and Underwriting

[image: 170]


•  Asset diversification, professional money management, and freedom from serving as one’s own chief investment officer at a time in life when one may not desire to perform or may be incapable of performing that function
•  Ability to customize an investment mix that determines income level and to reallocate the investment mix periodically—on a tax-free basis
•  Ability to customize longevity-risk protection via a multiplicity of annuity options that can cover one or more lives
•  Tax deferral, with dividends, interest, and realized and unrealized appreciation taxed not as they occur but only when benefit payments are received
•  Non-tax-qualified immediate annuities enjoy immediate-annuity income tax treatment, with part of each benefit being a tax-free return of principal—in contrast to alternative investment vehicles such as deferred annuities where taxable gains come out first
•  Freedom from serving as one’s own pension administrator at a time in life when one may not desire to perform or may be incapable of performing that function, because a properly established IVA meets tax-qualified minimum-distribution requirements
•  Achievement of dual objectives of maximizing income and minimizing probability of outliving income



Immediate fixed annuities—with level or guaranteed increasing income—enjoy certain of the above benefits.

To illustrate the supremacy of immediate annuities in maximizing retirement income while minimizing the probability of outliving income,  FIGURE 19.12 compares IVA income to systematic withdrawals from an alternative investment vehicle (for example, a mutual fund, deferred annuity, or self-directed IRA).

Note how the annuity may provide a series of benefits that increase with advancing age, with no possibility of termination due to exhaustion of an individual’s personal account. In contrast, note how alternative investment liquidation vehicles may provide a decreasing series of benefits at advanced ages under certain IRS required-minimum-distribution rules—even though investment performance is identical to that of the annuity.

The systematic withdrawal program provides a residual account balance to the beneficiary at the death of the owner, whereas the IVA does not.

FIGURE 19.12 Immediate Variable Annuity Versus Systematic Withdrawal

Source: Jeffrey K. Dellinger, The Handbook of variable income Annuities (John Wiley & Sons, 2006)
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AN IMMEDIATE VARIABLE annuity is the optimal instrument for maximizing retirement income while minimizing—to zero—the probability of outliving that income. An IVA is superior to self-management, which fails to provide the mortality credits available through pooling and can result in an individual outliving his income. An IVA is superior to immediate fixed annuities—even geometrically increasing fixed annuities—because fixed annuities fail to invest to any degree in the asset class most likely to best inflation during a multidecade retirement horizon.

To the extent an investor’s objective is to have the maximal inexhaustible lifetime income, that objective is optimally achieved on an expected-value basis by an immediate variable annuity. An investor should allocate a portion of his retirement assets commensurate with his desire to achieve this objective. Immediate annuities are inappropriate, however, for use in  achieving the objectives of liquidity and bequeathing assets to heirs. An investor should allocate a portion of his retirement assets to nonannuity instruments commensurate with his desire to achieve those objectives.

Because investments inside an immediate annuity generate income superior to identical investments outside an immediate annuity, immediate annuities are particularly important for “stretching” inadequate retirement savings. Immediate annuities help individuals achieve greater retirement security than they can achieve on their own. Sales presentation tools unequivocally show the superiority of immediate annuities over alternative financial instruments for satisfying specific objectives.




 CHAPTER 20

The Search for Software

JOEL P. BRUCKENSTEIN

 

 

 

 

Throughout the relatively short history of the financial-planning profession, the question clients most often ask their advisers undoubtedly has been “How much do I need to save for retirement?” That’s about to change, if it hasn’t already. It’s a sure bet that the most common question clients ask financial planners is soon to be: “Which will expire first? Me or my portfolio?”

Advisers who can help clients successfully implement a distribution program during the golden years will be in great demand; those who can’t will probably be looking for a new career. I believe it’s fair to say that solving the retirement-distribution puzzle is the single greatest challenge facing our industry today, and the sheer complexity of the problem puts technology in a central role in arriving at the answers.

When Harold Evensky and Deena Katz invited me to write a chapter about the technology of retirement-distribution planning, I was both encouraged and perplexed. I welcomed the inclusion because technology is often underrepresented in industry literature and at conferences, but I was stumped because right now I cannot discuss a single excellent retirement-distribution software package; I’ve yet to see one.

Over the years, the profession and the software vendors who serve it have developed some reasonably good tools that can help address the retirement savings question; unfortunately, few if any software programs adequately addresses retirement distribution. This really should not surprise anyone. Aside from there being much greater need and demand for distribution tools today than there was in the past, it remains easier to solve the savings problem than  the distribution problem. What’s more, many would argue that it’s easier to make adjustments to the savings plan over the course of the accumulation period than it is to change a distribution plan once it begins.

Thankfully, it appears that we are entering a new era of financial-planning software development, one in which considerable time and energy is devoted to helping clients enjoy a more financially sound retirement. A number of software developers are working on distribution-planning software, either as an addition to traditional comprehensive financial-planning packages or as a stand-alone application. Although it’s too early to gauge how successful this first generation of distribution-planning tools will be, they are certainly a welcome step in the right direction. My guess is that none of the new programs under development will yield totally satisfactory results, but some early feedback I’ve received indicates that a number of these products are on the right track. They should be the beginning of a progression toward better tools for advisers and better advice for clients.

This chapter examines some of the factors that should be incorporated into any future distribution-planning software package and highlights both the challenges and opportunities developing such software presents. I hope it will spark further debate and accelerate development.




The Tech-Averse Adviser 

Before we get into the nuts and bolts of retirement-distribution software, we’ll need to address some broader issues regarding advisers and technology. The first has to do with applied technology—that is, a planner’s use of technology to facilitate the work done for clients. In this regard, technology is seen as a tool, or a means to an end. Many advisers are either afraid of new technologies, confused by them, or just not interested in them. As a result, they tend to ignore such innovations until they become mainstream or until competitive forces force them to come up to speed. Such delays are a big mistake. I suspect that if advisers viewed these advances in terms of applied technology—that is, a means of improving their services to clients—they would make better decisions.

You don’t need to understand the inner workings of a computer’s central processing unit to benefit from a computer any more than you need to understand the workings of an internal combustion engine to drive an automobile, but for some reason many advisers are more cautious about technology than they are about driving. A rational examination of fatality statistics would suggest that advisers have more to fear from their automobiles than their computers.

The second issue has to do with behavioral technology. Behavioral technology is the practice-management art (and science) of creating an  “innovation-friendly” environment—that is, one that welcomes new procedures and new software and hardware. I coined this phrase a while back to draw attention to how sorely lacking the profession and financial advisers are in this area.

Because advisers are a conservative bunch and tend to be cautious in their approach to new technologies, the profession bears an extraordinary opportunity cost, which is often ignored. This opportunity cost manifests itself in a number of ways. The following are just a few examples.

•  A new firm builds a better portfolio-management program—one that compares favorably with today’s market-leading program—and offers it at a lower price. Classic economic theory would suggest that this new company will enjoy immediate success, and that would be the case in many industries, but not necessarily in the financial-advisory business. Advisers will fret that the company is new and unproven. They will worry about its staying power. In the end, inertia on the part of potential customers may doom this promising new firm to oblivion, in spite of its superior product. And it doesn’t end there. The next time an entrepreneur thinks about developing a new product for the industry, he may perform a little market research and come across the story of this predecessor firm. The history of that firm’s failure may persuade the entrepreneur to take his money and skills elsewhere. So one opportunity cost we bear as a result of not supporting innovators is the likelihood of being doomed to less innovation in the future than would otherwise be the case.
•  Firms that do not foster a technology-friendly workplace through investment, training, and incentives bear a much more direct opportunity cost. Imagine two financial-planning firms, firm A and firm B. Both opened up shop in 1995 with almost identical staffs, equipment, and client bases. Firm A invested very little in technology and training. As it grew, it added more staff, more space, and more paper files. The odds are that even if it hired quality staff and they all worked hard, the firm’s margins shrank during the last 10 years. Firm B, on the other hand, grew by educating its staff and leveraging technology. As a result, it was able to grow its business by adding far fewer staff, far less space, and little additional paper. The firm’s processes allow it to service a far larger client base at a lower cost. The owners of firm A may mistakenly think that they have saved money by minimizing the firm’s technology outlays, but in fact they have incurred a huge opportunity cost.

The industry is approaching a major inflection point with regard to technology for advisers. In the past, we probably have not received the best software as fast as we could have, and this is largely due to our own choices. Planners should keep that thought in mind when making future purchasing decisions.




The Retirement-Distribution Challenge 

Here is the problem in a nutshell: the baby boomers are about to retire, but retirement for boomers will not necessarily resemble that of their parents. Twenty or 30 years ago, the “mass affluent”—who now make up 25 percent of the U.S. population, earn a median income of $121,000 per year, and have investable assets of up to $1 million—were much more likely to be counting on a defined-benefit plan for most of their cash flow in retirement. In other words, the previous generation didn’t have to worry about converting a pool of assets into an income stream; they were already assured of an income stream. They just had to make sure they didn’t outspend it. What’s more, some expenses, like medical costs, that might otherwise have upset their budgets were either partially or totally covered by their employers and/or the government.

Today, the picture is much different. During the past 20 years, much of the responsibility for generating retirement income has shifted to the individual. Defined-contribution plans have become commonplace, while as a percentage of the working population, the number of employees covered by defined-benefit plans has steadily decreased. Even those clients who are entitled to a pension, employer-subsidized medical benefits during retirement, and Social Security question the certainty of those benefits continuing throughout their retirement. In short, the number of boomers entering retirement who will be responsible in whole or in part for making their own retirement-distribution decisions is about to explode.

According to Purna Pareek, chief executive officer at AdviceAmerica, “77 million baby boomers will retire over the next two decades. It is estimated that retirees will control a significant asset base—in the neighborhood of $20 trillion.” And in the more immediate future? “In 2006, $10.9 trillion in retirement assets will be held by 60+-year-olds,” says David McClellan, vice president of adviser business development at Morningstar. That adds up to a lot of potential clients in need of retirement-distribution-planning help. Financial advisers must prepare themselves to deal with this deluge of advice seekers.


Advising Clients 

Suppose a client nearing retirement comes to you with a portfolio of, say, $1.5 million and asks for your help in devising a withdrawal strategy. How would you respond? Not all that many years ago, financial advisers made some simple assumptions about rates of return, inflation rates, and income needs, and then projected them out for a period of time. For example, at “CFP school,” they taught us to assume a constant level of income (adjusted for inflation), a constant rate of return, and a constant inflation rate.

The beauty of this model was that it allowed for simple calculations. You didn’t even need a computer; a pocket calculator would do the trick, although a spreadsheet did speed up the process. The problem with this solution, we all recognize now, is that it has little if any basis in reality. The solution may be technically correct, but the scenario is artificial. It assumes that income need, inflation, and returns will remain constant throughout retirement. It also assumes that we know what inflation and rates of return will be throughout the period in question. Finally, it assumes that we know when the client will retire and when the client will die.

Clearly, none of these assumptions is realistic. Clients’ income needs can vary during retirement; rates of return are not constant; and fluctuations in returns and the order in which those fluctuations occur make a critical difference to a client’s retirement savings. And by the way, most people don’t conveniently die when your projections say they will. Only about 4 percent of 65-year-old males die within a time period that coincides with their “average life expectancy.” That means that if you rely on averages, you will be wrong 96 percent of the time. Imagine trying to justify those numbers to your clients, not to mention the regulators.

Perhaps the greatest fault with the earlier methodology was that it solved for a single “right” solution, implying a level of certainty that clearly did not exist. During the past five to 10 years, we’ve improved substantially on the earlier models. Most decent software today can account for uneven cash flows. We can use Monte Carlo simulations to illustrate for clients the impact of varying patterns of returns. We can even deal with issues that earlier models ignored, such as the variable impact of federal and state income taxes and the effect of required minimum distributions on the plan. But even with all of the improvements that have been made, most knowledgeable observers are convinced that the tools we currently use to advise clients about withdrawal rates are woefully inadequate.

So how should we go about helping the client solve the problem of planning income for retirement? For starters, I’m not sure that a single “right” solution exists. When we consider how we’ve “solved” the problem in the past, we see that there are only a limited number of variables, but some of those variables can have a huge impact on the plan. To do a better job, we must introduce additional variables. Doing so complicates the issue and introduces additional uncertainties. To provide meaningful advice to the client, part of the solution must include a method of framing the problem and the solution in a way that emphasizes factors we can’t define as much as those we can. We must help clients embrace uncertainty and plan for it to the extent that they can.

Right now, there is no methodology for modeling the analysis—at least none that’s accepted industrywide. So I’ll offer some suggestions  about how the modeling might be done and some factors that should be included in the analysis. These suggestions are by no means a comprehensive list but rather a starting point for further discussion.


The Risks of Retirement 

Broadly speaking, there are five major areas of risk faced by retirees that any software solution must address:•  Funding risk
•  Investment risk
•  Longevity risk
•  Catastrophic risk
•  Lifestyle risk, or the risk of not spending enough



Funding risk. Funding risk is the risk of not having sufficient funds to retire. Clearly, this risk is better dealt with earlier than later, but even as clients approach retirement age, they can make some decisions to adjust for funding risk such as changing the investment mix and choosing to postpone retirement. In terms of software design, a program must be able to illustrate this potential problem to a client, as well as illustrate the impact of any suggested adjustments. Most good retirement-planning programs can already perform these tasks.

Investment risk. Investment risk, in this context, refers to the impact that negative investment returns or a disadvantageous series of returns can have on a plan. Today’s tools, including Monte Carlo simulations, do a decent job of isolating and illustrating the risks of these factors, but they don’t do a good job of illustrating alternatives, and they don’t take a holistic approach to the entire distribution-planning problem.

Longevity risk. Longevity risk is simply the risk of outliving your retirement savings. I’m increasingly convinced that just arbitrarily setting a retirement period of, say, 30 years for the assets to last is insufficient. Assumptions about longevity, including the timing of deaths and the order of death, can affect the overall plan. We need to do a better job of illustrating these assumptions and incorporating them into the overall plan. Some software programs that are now available are capable of illustrating longevity risk, but they don’t do it particularly well. Either the methodology is unclear or, more commonly, the output to the client (text, charts, or graphs) do not deliver the message in a way that makes the issues understandable to the typical client.

Catastrophic risk. Catastrophic risk can take a number of forms, but for retired folks, the most common catastrophes are health related. A serious physical condition not covered by health insurance, or a condition that requires long-term care (LTC), can easily destroy what are otherwise  sound plans. Some financial-planning software programs—and some advisers—incorporate LTC decisions into their plans, but there is considerable room for technological improvement. For example, if some clients are not ideal candidates for LTC insurance, either because they have too few assets or too many, that should clearly be spelled out to them. For the folks in the middle—the ideal candidates for LTC—better tools to illustrate the risk/reward trade-off may be appropriate. In addition, there may be more than one method of acquiring the insurance (personal versus corporate purchase; annual payments versus single or 10 payments). The software should be able to clearly illustrate the pros and cons of the various approaches. Much of the current software cannot do this.

Lifestyle risk. A number of advisers and their clients are worried about lifestyle risk, or the risk of underspending and thus denying oneself the lifestyle one can afford. Risks are not always symmetrical. For example, behavioral finance teaches us that most clients aren’t risk averse; they’re loss  averse. The typical client requires a $2 gain to balance out a $1 loss. The same can be said of distribution risk—that is, lifestyle risk as it applies to retirement-distribution planning.

In planning for retirement-income distribution, some practitioners try to solve for the highest sustainable withdrawal rate. They fear that if they fly too far under the radar, the client may experience a suboptimal lifestyle throughout retirement. Now, don’t get me wrong: this is a real risk and something that certainly needs to be discussed with the client. Still, I suspect that in most cases clients would not assign the same weighting to the risk of underspending that they would to overspending. If they underspend, they may miss out on a few lobster dinners or a few trips they really wanted to take; if they overspend, they could find themselves destitute. To my mind, at least, that is not a symmetrical risk. The issue has relevance to software design: any comprehensive distribution model must weigh the various risk factors appropriately; a choice appropriate for one client may not be suitable for another. Advisers may also want to weigh the consequences—in terms of practice management and liability—of a client underspending versus a client overspending.


Methodology 

The ideal software package, if it existed, would allow advisers to enter all relevant data, weigh it properly, and solve for the ultimate optimized solution. But as we illustrated earlier in the example of the client nearing retirement with a portfolio of $1.5 million, even small changes to the variables can cause large changes to the results, so a comprehensive software solution that incorporates all of the necessary variables and computes an  optimal solution is beyond our current capabilities. Any dreams of optimization in the short term are just that—dreams.

The best we can do at the moment is to lay out a basic framework for clients and take them through a number of scenarios that illustrate the trade-offs inherent in their distribution decisions. We can start by dividing their needs or expenses into two baskets: essential (or nondiscretionary) and discretionary. The first responsibility of the planner is to make sure that the essential minimal threshold of spending is met. This can be done in one of two ways. Some have suggested gathering all of the assets and income streams together and, from that pool, allocating enough resources to make sure that the nondiscretionary needs will always be met.

Others have suggested that assets and cash flows, like expenses, should be divided into two groups: guaranteed income streams and other income sources. The first group would include things like Social Security income, pension income, annuity payments, and any other stable sources of income that the client will receive during retirement. The other group would include taxable investment accounts, individual retirement accounts, defined-contribution plans, any anticipated employment income during retirement, and other variable sources of income. Under this approach, one would first try to “match maturities.” Essential needs, which may be subject to inflation, would be matched first against guaranteed income sources that are adjusted for inflation, like Social Security payments. Assuming that guaranteed income sources meet or exceed nondiscretionary expenses, the adviser will at least have carved out a minimally acceptable baseline for the client, and the discussion could then turn to how to best deploy the other income sources to generate a reasonable amount of discretionary income. If the essential income needs cannot be met through existing guaranteed income streams, then perhaps the discussion could turn to creating such a stream from a portion of the other income sources. One method of doing so would be to convert part of the investment portfolio into a stream of annuity payments.

Annuities. If the client is at least willing to consider annuitizing a portion of the investment portfolio, another series of decisions must be made. “Making Retirement Income Last a Lifetime,” an excellent paper by Ameriks, Veres, and Warshawsky,1 suggests that adding annuities to the portfolio mix can in many cases improve portfolio longevity.

Many questions remain, however, with regard to the deployment of annuities in the distribution-planning process. Is there an ideal time to annuitize? Should the annuitization take place at once or over a period of time? Is an immediate fixed annuity the only solution, or should a combination of fixed and variable immediate annuities be used? Of course, if you annuitize using only a fixed product, the payments will not adjust for  inflation. How should advisers best adjust for this? I’m not smart enough to tell you how the model should be constructed, but I do know that the need for tools in this area is bound to grow significantly in the future. And it’s worth mentioning—though beyond the scope of this chapter—that there is also a need for new financial products that can better meet the needs of clients. For example, might there not be a demand for an immediate fixed annuity with true inflation protection?

Social Security. A related issue, which is all too often overlooked in the financial planning process, is the decision about when to begin taking Social Security benefits. William Reichenstein, who holds the Pat and Thomas R. Powers Chair in Investment Management at Baylor University, has done some excellent work in this area, and some advisers model various scenarios for their clients, but generally speaking, in the world of financial-planning software, little if any attempt is made to help the adviser guide clients in this decision. Clearly, the tax situation plays a role in the decision, as does the couple’s earnings history, their ages, and their health. In some instances, it’s advantageous for one partner to begin taking benefits under one method, and then switch to a different method at a later date. Wouldn’t it be great if our financial planning software at least alerted us to these opportunities?

Asset allocation. Once the discussion regarding nondiscretionary expenses is concluded, the conversation can turn to the trade-offs inherent in taking more investment risk to fund more lavish discretionary spending patterns. From a strictly empirical point of view, there wouldn’t appear to be any advantage in dividing the income sources into two groups; in fact, one might argue that there are some disadvantages, since the division may result in some inefficiencies. From a behavioral-finance perspective, however, there could be some benefits in dividing the income sources. Numerous studies have shown that clients do actually practice this form of mental accounting, and anything that helps them frame the problem and arrive at appropriate choices should not be overlooked.

People suggest to me that advisers do not take a broad-enough view of asset allocation and that they make faulty decisions as a result. The argument goes that we should be including defined-benefit plans and Social Security in the asset allocation mix. Proponents of this methodology argue that failure to do so causes advisers to underweight equities in the portfolio. If a client has a 20-year life expectancy, we should view the Social Security payments as a 20-year government bond (using an appropriate discount rate) and value the pension as a 20-year corporate bond. The point of this exercise is not to come up with an exact bond-equivalent calculation for the payments but rather to illustrate the impact of this adjustment on the overall asset allocation. For clients who will receive a substantial portion of  their retirement income from Social Security and/or defined-benefit plans, the impact on the overall allocation weightings will be substantial. Quite frankly, I’m not convinced that this methodology makes sense; however, if there are enough advisers out there who want it, software companies should probably include this sort of modeling capability as an option.

As for the actual design of the program, I’d suggest making the buckets of expenses and assets the central focus. Once those are laid out, a planner could employ drill-down menus or wizards to explore some of the individual options (to annuitize or not, how much to annuitize and when) and layer these strategies onto the basic model. There might also be drill downs, or wizards, to work through decisions on such things as choosing a pension lump sum versus an annuity, unlocking home equity through a sale or reverse mortgage, and making tax-optimizing withdrawals.


Where to Go From Here 

By its very nature, distribution planning must be comprehensive. You cannot manage a portion of a client’s distribution strategy the way you can a portion of one’s portfolio. And such management has technological implications. If an adviser takes on the task of helping a client with distribution planning, the adviser will need to have a complete picture of the client’s finances now and in the future, because the plan must be monitored on an ongoing basis. This indicates to me that, at the very least, software integration must improve, and it may be that additional tools, such as data-aggregation services, will be necessary to compile, manage, and update the data regularly.

It’s an exciting time to be a financial planner, and it’s an exciting time to be developing distribution-planning software. Distribution planning entails dealing with many variables and much uncertainty, but the industry must rise to the challenges. Failure to develop better tools is not an option; the current state of the art will not get the job done.

We need to develop software that’s intuitive and scalable, yet sophisticated enough to incorporate all of the variables we’ve discussed here. By experimenting with various methodologies, we can all participate in the developmental process. And when a firm offers a new, promising product, we’d best jump at the chance to purchase it sooner rather than later. If we follow our usual pattern, and wait until a product is well established before making our purchase, both we and our clients will have missed the boat.

 

 

Chapter Notes

1   John Ameriks, Robert Veres, and Mark J. Warshawsky, “Making Retirement Income Last a Lifetime,” Journal of Financial Planning (December 2001): 60-76.
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Continuing Education Exam

EARN 20 HOURS of continuing-education credit by passing the following exam on our website, http://www.bloomberg.com/ce, and entering code  RIR897. The material covered has been previewed by the CFP Board of Standards.

ASSESSING THE RISKS

FIVE: Psychological Impediments to Retirement-Income Planning

1. Which of the following is not one of the misperceptions that contribute to poor retirement planning? a. People tend to overestimate their life expectancy.
b. People expect their investment returns to average the same percentage each year.
c. People assume they can maintain their lifestyles by spending roughly the same amount of money each year.
d. People believe the need for money declines with age.
SIX: Lifelong Retirement Income: How to Quantify and Eliminate Luck


2. Stocks provide an adequate inflation hedge both for long-term accumulation portfolios and for distribution portfolios. a. True
b. False

3. If a retiree is lucky, the start of his retirement will coincide with the start of a secular bull market. a. True
b. False

4. Which of the following was not among the patterns observed in studying the success of a distribution portfolio for different withdrawal rates during a 25-year time horizon? a. The contribution of luck is lowest near the sustainable withdrawal rate.
b. Once past the 6 percent withdrawal rate, the higher the withdrawal rate, the less significant the asset-selection factor is.
c. The longer the portfolio survives, the smaller the cumulative management costs over the life of the portfolio will be.
d. The contribution of asset allocation to the success of a portfolio peaks near the sustainable withdrawal rate. After that, the difference it makes declines sharply.
SEVEN: Balancing Mortality and Modeling Risk


5. Which of the following are ways to incorporate mortality probabilities into the distribution analysis? a. Generate a random sequence of real returns and weight the withdrawal in each year by the probability that a person alive today will still be alive in the year the withdrawal is expected to take place.
b. Set up a distribution system whereby the withdrawal amount each year is a percentage of the nest egg balance. Mortality probabilities can be incorporated into the analysis by establishing a benchmark distribution amount, say $5,000, and calculating the probability that the actual distribution will be higher or lower.
c. Both of the above.

6. Life expectancies are rising for men and women who reach age 65 in 2005, although for men, these increases do not appear to have accelerated from previous rates. a. True
b. False

7. HRS studies show that retired individuals are fairly accurate in predicting their life expectancies. a. True
b. False
EIGHT: Monte Carlo Mania


8. Which of the following statements is true of Monte Carlo simulations?   a. Generally, reported results indicate that for nest eggs dominated by stocks, withdrawal rates of approximately 4.5 percent are sustainable for up to 30 years of retirement at least 90 percent of the time.
b. It tests enough of the possible sequences to generate a statistically meaningful result.
c. In the Monte Carlo calculations, both the sequence of returns and the average return of each iteration vary widely. d. All of the above.
NINE: Understanding Required Minimum Distributions


9. Which of the following statements is false? a. Although tax-sheltered annuities generally operate in the same manner as qualified plans, they are not subject to the “5 percent owner rule.” 
b. Although Roth IRAs are also subject to lifetime minimum-distribution requirements, the owner’s required beginning is calculated differently.
c. For a qualified plan participant who does not own 5 percent or more of the company that is sponsoring the plan, the required beginning date is April 1 of the year after the individual retires if that year is later than the year he or she turns 70½.

10. Which of the following statements is false? a. Although the regulations define “spouse” as an individual who is treated as such under applicable state law, for federal tax law purposes, only a member of the opposite sex may be considered a spouse.
b. The identity of the beneficiary has no effect on the amount or term of a lifetime RMD payout from an individual account.

11. Which of the following statements about annuity distributions is true? a. The requirements for minimum distributions are no different when payouts are made from an annuity rather than from an individual account.
b. A distribution of the annuity contract will itself satisfy the minimum-distribution requirement.
c. Most of the rules that apply to annuities apply whether the annuity distributions are provided under a qualified plan, an individual retirement annuity, or a Section 403(b) tax-sheltered annuity.
d. The general rule for annuity payments is that distributions must be made as periodic payments, at least every six months.
SHAPING THE SOLUTIONS

TEN: Risk Management During Retirement


12. Recent actuarial studies indicate that the probability is that at least one member of a married couple (today each age 65 years old) will survive to a. age 90
b. age 82
c. age 97 d. age 78

13. For most reasonable spending patterns, an aggressive asset allocation will only decrease the risk of running out of money too soon. a. True
b. False
ELEVEN: Withdrawal Strategies: A Cash Flow Solution


14. According to Evensky and Katz, the paycheck syndrome has to do with clients’ resistance to spending money from their nest egg. a. True
b. False

15. Which of the following is not essential to an effective cash flow strategy? a. Cash flow needs to remain consistent.
b. Market volatility must be tolerated.
c. The source of cash flow must be visible and reliable.
d. The strategy must accommodate the client’s tendency to assign money to separate pockets.

16. Which of the following is not one of Evensky’s concerns about the use of Monte Carlo simulations in projecting retirement income? a. Most Monte Carlo simulations may assume that all ranges are normally distributed; in many cases, there is little justification for this assumption.
b. The introduction of probability via Monte Carlo analysis has resulted in unrealistic targets for a “comfort level” of success.
c. Monte Carlo simulations increase the accuracy of retirement projections.
d. Advising clients to radically reduce their standard of living in order to protect against the unlikely probability of three standard-deviation events is inappropriate.
TWELVE: Asset Allocation: The Long View


17. Which statement about the impact on investment returns of compounding over time is true? a. After one year, the distribution is approximately normal, or bell shaped.
b. After 20 years, the distribution is decidedly nonnormal; it is most obviously not symmetric.
c. The distribution becomes more skewed as the underlying annual rates of return become more volatile, so that a 100 percent equity portfolio, for example, generates more skewed terminal wealth than does a balanced portfolio of equities and bonds.
d. All of the above.

18. The distinction between the median and the mean is merely a statistical one; it has no implications for money invested over long periods of time or the likelihood of achieving a retirement target. a. True
b. False
THIRTEEN: Sustainable Withdrawals


19. The recurrence of major bear stock markets explains the failure of the “average rate of return” method of calculation. Such declines are powerful enough to overwhelm a portfolio already stressed by withdrawals. a. True
b. False

20. Which of the following observations about asset allocation and its effect on the safe withdrawal rate is false? a. An individual with 40 percent large-cap stocks in her portfolio cannot expect to safely withdraw more than an individual with 70 percent large-cap stocks in his portfolio.
b. Low returns from bonds seriously reduce the safe withdrawal rate for bond allocations greater than about 60 percent.
c. The higher returns of large-cap stocks are offset by their higher volatility when they’re given allocations greater than about 70 percent.
d. None of the above.
FOURTEEN: Tools and Pools: Strategies for Increasing Retirement Cash Flow


21. Although investment returns and longevity are unknowns, living expenses, when planned carefully, are a predictable factor in planning withdrawal rates. a. True
b. False

22. In planning retirement-income distributions, the principal drawback of taking a fixed amount and adjusting withdrawals for inflation is that a. retirees will take out less than the portfolio can sustain
b. these distributions usually are not equal to the retiree’s needs
c. the method requires the retiree to be willing and able to cut back in bad years
d. the approach is rigid and inflexible
SIXTEEN: Reverse Mortgages in Distribution Planning


23. Which of the following statements about reverse mortgages is false? a. The borrower must completely own the home or be able to use the initial proceeds of the reverse mortgage to pay off any small existing debt on the property.
b. The borrower may not sell his home without written approval of the mortgagor.
c. The Federal Housing Administration sets a borrowing limit of approximately $312,000, which may be received as a lump sum, monthly payments, or a line of credit.
d. Borrowers may obtain larger sums from private lenders, depending on the value of the home.

24. Which of the following descriptions of the differences between reverse home equity conversion mortgages (HECMs) and reverse mortgages obtained through private lenders is inaccurate? a. The HECM is the only one that’s government insured.
b. The major differences lie in the interest rates charged.
c. The maximum benefit a borrower can receive from a private issuer is capped at 150 percent of the government benefit.
EIGHTEEN: Longevity Risk Insurance


25. The probability that an individual retiring at age 65 will reach age 80 is greater than 70 percent for females and greater than 62 percent for males. a. True
b. False

26. Which of the following statements is false? a. Current retirees receive about 60 percent of their retirement income from Social Security and traditional company pension plans, whereas today’s workers can expect to have only 45 to 50 percent of their retirement income funded by these sources.
b. Guaranteed minimum income benefits are typically offered as an optional feature or rider to a variable annuity contract for a nominal additional charge, generally less than 20 basis points.
c. A client’s desire to make significant bequests strongly suggests a significant allocation to immediate annuities.
d. None of the above.
NINETEEN: Immediate Annuities: Structure, Mechanics, and Value


27. Which of the following statements about immediate variable annuities is incorrect? a. A low assumed investment rate (AIR) increases the probability of a gradually increasing payout.
b. Although the income streams will vary depending on the selected AIR, all annuity options share the same present value of benefits, with no annuity option more valuable than any other for a given amount of premium.
c. The annuity owner receives investment rewards via changes in retirement-income benefits, which fluctuate with investment performance. If actual performance for the period is less than the benchmark return, however, the insurer bears the loss rather than the annuitant.
d. None of the above.

28. Which of the following statements about immediate variable annuity payments is incorrect? a. The progression of immediate variable annuity benefits is determined using annuity units. The same number of annuity units is paid on each benefit payment date.
b. The annuity unit value changes on key evaluation dates, in line with subaccount performance.
c. The dollar amount of annuity benefit payable equals the number of annuity units multiplied by the annuity unit value on the valuation date used to determine that payment.
d. None of the above.
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AGE HOME

75 Cityand state: Seatle, WA
County: King
Home value: $3,000,000
Liens: $0
REVERSE MORTGAGE PROGRAMS
FIRAREIAL
FHWHD FANNIEMAE FREEDON
MONTHY  HOMEKEEPER  CASHAGCOUNT
Cash available $18589%0 $136,994 $924,378
or
Monthy income available  $1.215 $1185 NA
or
Creit lne avalable: $185890 $136,994 $924.378
Annualized gowth rate: 5.48% NA 500%
Creditlne value in 5 years  $242,756 $I36994  $1179.767
Credit lne value in 10 years~ $317,020 $I36994  $1505715

Note: Al masmums areestmats.
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INTIAL WITHORANAL RATE

% % 6% 8%
DESIGN SROWTH RATE

Strategic Asset Alocation 8% 52% A% 24%
When combined with other cash flo stategie:

A 59 54 41 %0

B 59 56 43

¢ 75 80 87 103

0 59 61 81 10§
Age-Based Asset Allocation 16 a4 Al
When combined with other cash flow stategie:

A 18 a5 a3l

B 47 5 43 38
Tactical Asset Allocation 55 9 42 35
When combined with other cash flowstategies

A 55 50 43 35

B 56 51 46 40
Trend Following Asset Allocation 48 3 09 03
When combined with other cash flow stategie:

A 19 B 15w

B 50 39 21 03
Gash Flow Strategies
A= 10 percent reduction in peiodic withdrawas inyears when the partfolio

grouth i negative

B= 20 ercent reduction i periodic vithdrawals inyears when the
prtolo growth i negatve

= the lesser of theinftia withdrawal ate of th potfolio growth

D= theesser of the nta withdrawal rae or 5 petcnt ofthe remaining.
potolo vlue
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Government nsurance Yes Yes Yes
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creditline, creditlive,  credit e,
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Intrestrate Thil+ VariableCD + Libor +
margin margin margin
Maimum beneft 12895 359,650 30% ofpropery
value (approe)
Effectson S5/ None: Nove Nore
Medicare berefis
Effectson Nore* None* None™
Medicaid/ss!
Aaiable i all Typically Tpially o
states
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Retiree’s base annual payment $1,000,000 x 0.04 = $ 40,000
Portfolio annual return $1,000.000 x 0.12 = $120,000
Increase in excess of

4 percent annual base $120,000 - $40,000 = $ 80,000
Performance returns

distributed to retiree $80,000 x 0.40 = $ 32,000
Increase in portfolio value $80,000x0.60=§ 48,000

Retiree’s cash withdrawals for this year
$40,000 base + $32,000 performance honus =$ 72,000
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$2,200,000 Capital at Work
83,208 Need
Need/Capital at Work =
Annual Total Return to Meet Goal

e, $83,208/52,200000= 38%
et oo

Formula —]

The Longevity Question!
She is age 59 and healthy
He i age 66 and still plays tennis and golf
How long does the money last?
Inflation @ 3% adjusted for taxes = (3/0.75=) 4%
4% +3.8% =7.8% Total

7.8% is MLI My Life Index)
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BALANCE SHEET

5 o
Pool 1 Lifetime Income. —
Pool2_Preserved Gapital $ 500000 $521,500
Pool 3 MedicalReserve 250000 210000
Pool 4 Inmediate Annuities

Fired 125,000

Variable 7500
Pool 5 Suplus Account 50,000 45,000

Total $1,000,000 842500
CASH FLOW.

6 3

Pool 1 Lifetime Income. $22000 $22880
Pool2_Presenvd Capital 12500 13,188
Pool 3 MedicalReserve =
Pool 4 Immediate Annuities

Fired 7,500 7500

Vaiable 3000 3165
Pool 5 Suplus Account 5000 5000

Total $50000 $51.133
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