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INTRODUCTION

What comes to mind when you think about retirement? Playing golf three days a week? Having a home at the beach? Traveling with your grandchildren? Starting a new business? Building water wells in Africa?

Unfortunately, if you are like many people these days, thinking about retirement might make you want to reach for an antacid—or something stronger. Maybe you can’t forget about how the lives of retired friends and family members changed overnight when the markets crashed in September 2008. After years of hard work and careful saving—poof! Like a bad magic trick, their money disappeared before their eyes. And now you are shaking in your boots, worried that the same thing might happen to you.

The truth is, they didn’t have to lose their ability to enjoy their lifestyle. That’s why I’m writing this book. Though I wish I had a magic wand I could wave and restore the savings and chosen lifestyles of those who lost so much, that’s not reality. What I can do is help you not only avoid similar calamity but also become wiser and learn to protect and sustain your lifestyle throughout retirement.

What has become incredibly clear to me in the last decade, particularly since September 2008, is that people’s confidence in just about everything has been shattered. As a member myself of the baby boom generation, I can relate to every bit of shakiness that comes with a lack of certainty about the future. I think you will agree that, more than anything, we all want to be assured that we will not run out of money before we take our last breath. Almost equally important, we would like to know that we will not become a burden to our children or to society. As retirees, or pre-retirees getting ready to exit the workplace, we can’t help but ask ourselves, “Do I have enough money? Will it last my lifetime? What about my spouse? My children? Is there a chance I will be forced to go back to work? Will Social Security be there when I am eligible to receive it? What about Medicare? Will my pension survive and continue to pay me?” These are all incredibly important questions and ones I am sure you have asked yourself. Though I may not be able to answer these questions for you individually, I feel certain I can help you answer some of them for yourself.

I had one specific goal in mind when I decided to write this book: to restore the lost confidence among the retiree and pre-retiree crowd. It’s no fun working for forty or fifty years, becoming an expert in your field, and then having no faith in your ability to sustain your lifestyle throughout your retirement. I want to show you that if you rethink how you make your investment decisions and adopt a new philosophy about money you can regain some of your lost confidence. I believe you can have the retirement you have always dreamed about. But I also believe many people will not be able to live that dream if they don’t make some major shifts in the way they think about their money and how they manage their investments.

Unfortunately, many people are still investing the same way they have for the past thirty or forty years, not realizing how significantly the world of investing has changed. The old methods clearly won’t work anymore, but many people have no idea what will work. The overwhelming majority of retirement planning and investing is still done with the premise that the stock and/or bond markets will always go up over the long term. But the two most important questions to ask are these: is that always true, and how long is long term? History shows us multiple decades in which this premise has not been the case. If someone is unfortunate enough to retire when the market goes flat or during a protracted down market, he or she faces the real risk of running out of money.

With this book I hope to show you an entirely new way to think about money, investing, and retirement planning. I am going to shatter the myths of Wall Street, which serve their purposes but could be disastrous to you and your retirement well-being. I will expose the failures inherent in traditional methods of retirement planning, and I will give you a new way to think about money and investing, a concept I have created over the last two decades called Lifestyle Driven Investing. You will quickly see how easy it is and how much it can take the guesswork out of investing for retirement.

In the following chapters, I explain why traditional methods of retirement planning, such as taking systematic withdrawals from balanced portfolios, may not work for you. My objective is to teach you how to create your “Preferred Lifestyle.” Your Preferred Lifestyle is the ability to do what you want, when you want and with whom you want, and to sustain it through good economic times and bad. You will learn the difference between “Lifestyle,” “Hybrid,” and “Non-Lifestyle” investments as part of building a purposeful and strategic investment portfolio so you never have to wonder why you own the investments you own.

In the first chapter of this book, you will read my story—the good, the bad, and the ugly circumstances that were dealt to me early in life. Those circumstances gave me the incentive to learn everything I could about money and investing so I could help prevent others from trusting the wrong people and making the same mistakes I made. You will see that I have spent the better part of my life learning what works and what doesn’t work. Keep in mind I have often had to go against the grain in order to maintain what I refer to as an agnostic point of view when it comes to investment product recommendations. When I use the term “agnostic,” I am not referring to my religious beliefs but to taking a totally unbiased view of product solutions for the clients who come into my office.

In order to retire, you are going to have to put your money somewhere. Your choice may be to hide it under your mattress, to bury it in a tin can in your backyard, or, if you are a little more mainstream, to put it in financial instruments such as bank accounts, stocks, bonds, and real estate. I understand that changing the way you think about money and investing takes time. When you have finished reading this book, I hope you will think differently. I hope you will feel empowered to challenge the status quo. I want you to be able to ask your financial advisor why he thinks his method of investing is still viable and how he thinks his advice will allow you to retire with the confidence that you will not run out of money. I want you to know why you own what you own, and I don’t want you to blindly take anyone’s advice, ever again. I believe you will love the world of Lifestyle Driven Investing, which has been designed so you won’t run out of money before you run out of time.


CHAPTER 1
 [image: ]

WHAT DRIVES YOUR DECISIONS?

If you are like me, your life and the way you make decisions about everything, including money, is a result of the many experiences you have had. Some of those experiences have been good and some have been bad, but clearly—and often unconsciously—they have had an impact on the way you look at the world and how you formulate your decisions. When it comes to making decisions about your money, you can’t help but be guided by certain things: what you have read or heard; lessons you learned personally or by watching others; experiences from early in your childhood; and beliefs you were taught by your parents and others as you grew up. In my case, in addition to the more traditional ways one develops beliefs about money, several personal tragedies in my early years shaped my goals, my career, and the way I counsel clients on managing their money. They are the impetus for almost everything I do, including writing this book.

The first time tragedy struck, I was eleven years old. I grew up in a comfortable, middle-class home in the Midwest with loving parents. My father was a highly educated man, a psychology professor in the Chicago area, but he had always dreamed of opening a clinic for early childhood education in Southern California. In his efforts to realize his dream and also create a better life for our family, he took a leap of faith. He quit his job and borrowed against his teacher’s pension to move our family to the West Coast. He took a job selling cars to earn money while he waited for his teaching certificate to arrive. It never did. Six months after we moved to California, on Valentine’s Day, my father collapsed. He died of a massive heart attack in front of my mother, my siblings, and me. He was fifty years old.

In an instant, our lives changed forever. My father left our family a $10,000 life insurance policy—that was it. He never imagined that he wouldn’t be there to realize his dream or provide for the family he cherished. Since he had borrowed against his teacher’s pension, there was no benefit available for our family. We went from being middle class to broke overnight.

From that day forward, everyone in our family had to work. My mother needed all of us to pull our weight financially just to keep the lights on. I got my first job before I turned twelve, and, from a young age, I learned the power of a strong work ethic.

We were barely scraping by when tragedy struck again. I was sixteen years old, driving to my first “real” job at McDonald’s, when I was involved in a terrible accident with a motorcyclist. The driver of the motorcycle was killed, and I was charged with involuntary manslaughter. My mother and I met with an attorney and were honest about our family’s financial situation.

After hearing our story, he spoke to my mother as if I were not even there. “Mrs. McGowan,” he said, “this is purely a matter of economics. If your daughter will plead guilty, I will be happy to enter the plea at no charge to you. Your daughter will get the appropriate sentence prescribed by the State of California. But if she wants to defend herself, it will cost you a lot of money.”

Since we had no money, my mother realized in an instant our choices were limited. She thanked the attorney and agreed with his advice that I had no option other than to plead guilty. I was horrified. I begged and pleaded with my mother. That’s when she looked at me and said the ten words I will never forget: “Honey, we have no money; therefore, we have no choice.” That was the day I learned money buys you choices. Fortunately, the case wasn’t closed. My older brother, Tim, had just begun his real estate career; he suggested we take out a second mortgage on our home to pay for my defense. With the money from the mortgage, our attorney was able to bring in expert witnesses who proved that the motorcyclist was driving well over the speed limit, and that he had hit me, not the other way around. The judge dropped all the charges. At the end of the court proceeding, he said: “Take this little girl home. She’s been through enough.”

I wish the story ended there, but it didn’t. Shortly after the criminal proceeding, the family of the young motorcyclist sued my mother and me for a substantial sum of money. My mother was terrified that we would lose the only asset she possessed, our family home. She lived with this fear for many years until the case was finally settled at the eleventh hour by our auto insurance company, which came to my defense.


Money can’t buy you happiness, but it can buy you choices.



After losing my father, suffering severe financial difficulties, and enduring both a criminal proceeding and a civil lawsuit, I realized the importance of these lessons about money. Following the accident, I became a workaholic, maintaining several jobs so I could earn enough to pay back my mother and put myself through college. I realized the only way for me to get out of poverty was to work hard and get a good education.

Through my diligent saving and a fortuitous winning appearance on Wheel of Fortune (ironically, I won by solving the puzzle “Down in the dumps”), I accumulated a nest egg of about $22,000, which was no small sum in 1979. Shortly before I got married, I invested $3,000 to buy a townhouse in San Diego County with a friend. This investment worked out well. Soon after we married, however, my husband, Bob, and I entrusted the balance of our savings to a stockbroker, assuming we were being smart by investing our “wealth” for future growth. The stockbroker divided our money among four different investments, none of which was appropriate for us. All four investments went belly-up in a very short period of time, and we lost every cent we had entrusted to him.

I was devastated. While it may not have been much money to our broker, it was everything to us, and it represented years and years of hard work and sacrifice. I felt stupid, betrayed, and embarrassed. From that day forward, I made it my personal mission to learn everything I could about money and investing. I was determined never to let what happened to us happen to anyone I cared about.

I share my story not to garner pity but rather to explain the impetus behind my philosophy of money. I learned from an early age what poor financial planning—or, worse yet, no financial planning—can do to a family. The lessons of poverty have not vanished from my memory. I know from firsthand experience that without money I could have landed in jail. With no ability to prove my innocence, my very freedom could have been taken away from me. Accidents can happen in an instant. Without good planning, an accident that results in a civil lawsuit can threaten to take away everything you have worked so hard to achieve.

Life happens. Accidents happen. Stock markets happen. Markets go up. Markets go down. I’ve experienced all of this myself, and I have dedicated the better part of my life to helping people find their way through the numerous minefields that threaten to take away their ability to enjoy the fruits of their labor.

By sharing my story and the lessons I have learned about money and investing, I hope to help you wade through the common pitfalls and provide you with the tools and insights to circumvent them. At the same time, I’ll share with you what I believe are the best strategies to manage your wealth in retirement so you can live the lifestyle you’ve always envisioned—regardless of what the markets do.

Keep in mind, my strategies for money management are far from conventional. Because of all I have seen in both my personal and my professional life, I am somewhat cynical when it comes to traditional money management and investment strategies. However, I have not created my strategies in a vacuum. I have studied and followed economists and experts whom I believe are far more learned than I am. What many of them have prescribed in books, I put into practice. I am looking forward to sharing my decades of knowledge with you.


CHAPTER 2
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THE FOUR MYTHS OF WALL STREET

Once I had a client call me with a question that took me by surprise. The client, who was worth about $22 million, asked me, “Erin, do you think I have enough money to buy a Corvette?” I had to laugh. I answered: “Yes, you can afford to buy a Corvette. In fact, you can probably afford to put a down payment on a Corvette dealership!” That question made me realize that even people whom many would consider wealthy are often not confident about how much money it takes to sustain their lifestyles. Though I knew this client had enough money to buy any car he wanted, he wasn’t so sure. Nor did he feel enough certainty in his overall financial future to make that purchase without double-checking with me.

Clearly, worrying about money has become a national pastime. These days, finance-related anxiety tends to occupy the minds of almost everyone. Rich or poor, few seem to have much confidence in their financial future. For those who are not wealthy, the fear of running out of money is so pervasive it’s verging on epidemic. For those who are considered wealthy, this is sometimes only the beginning of their worries. A recent USA Today poll showed that Americans between the ages of forty-four and seventy-five are more afraid of running out of money than of dying. A whopping 61 percent of people in this age group identify being financially insolvent as their foremost fear, whereas only 39 percent list fear of death!

While this may seem counterintuitive, wealthy people sometimes have greater fears about money than other people do. Maybe this is because wealthy people have so many things they can choose to worry about! Some of them worry about the economy and what it might do to their business. Others have made it to the pinnacle of their corporate careers and worry about losing their position, status, and high income due to being fired or laid off. More recently, people who once assumed they had enough money now worry they could lose it all in the next Bernie Madoff—type scandal.

Then there is the risk of someone getting injured in an accident while you or one of your children is driving a car, or of someone getting hurt while visiting your property. What happens if you find yourself in a lawsuit as a result? Wealthy people with multiple rental properties, ranches, boats, jet skis, horses, and other “toys” are particularly vulnerable to these additional risks. They may wonder, “Which of my assets could be taken away from me if I got sued?” If they haven’t asked themselves that question, they certainly should!

What happens if you get a divorce after twenty-five years of marriage and must suddenly fend for yourself? What about the issue of health care? What if you or your spouse becomes sick or disabled? What about the costs of nursing homes or home health care if one of you were to get a debilitating disease? Or what if it falls to you to care for aging, elderly, or sick parents? This is becoming increasingly common as life spans lengthen, and if your parents are in their eighties or nineties, chances are they have already used big portions of their nest eggs too.

While many people may have asked themselves these difficult questions in the quiet recesses of their minds, the answers were probably so scary they didn’t dare verbalize them. Hence, they rarely do anything to address the issues—until it’s too late.

Of course we all want to hope and believe that bad things will never happen to us. We want to believe that if we simply play by the rules and invest wisely we will have enough money to eventually live happily ever after. Unfortunately, life doesn’t always work out that way.

I’m not saying that happily ever after doesn’t exist. I believe you can achieve the retirement you have always dreamed of, which includes pursuing your favorite hobbies, spending time with your family, and enjoying the fruits of your labor throughout your golden years. However, it is my belief that you will be unable to secure these dreams by following traditional financial planning advice. Why? Because today’s economy is radically different from the economy of forty or fifty years ago, the era in which the models currently used by many financial planners were built.

A lot has happened in the past half century. Though credit cards existed in the 1950s, they didn’t become a part of everyday life until the 1980s. Online trading started a decade later, giving retail investors access to information previously available only to professionals and thereby revolutionizing the way millions of people invest. Other radical changes, such as the fall of the Soviet Union and international communism, the creation of the European Union, the collapse of the Japanese “miracle” economy, the rise of new emerging market giants like China and India, and the fallout from the housing crisis of 2008 have had profound impacts on our nation’s financial security. The same rules simply no longer apply.

Yet, while the world has been changing at warp speed, many Americans and their advisors seem to be stuck in the past. Enraptured by the go-go ’90s, countless investors still believe that the stock market losses of the past decade were a fluke. They continue to hope for a return to the “good old days,” not understanding that those days of consistently high returns may have been the fluke.

In this chapter, I am going to share with you what I call “The Four Myths of Wall Street.” If people continue to buy into these myths, I believe they will be facing the biggest risk of all: running out of money before they run out of time. But you don’t have to be among those ranks.

Life changes, market conditions change, economies change—therefore, you must change. Let’s examine the most common money myths so you can ditch them and move forward with confidence.

MYTH #1: IN THE LONG TERM, THE
STOCK MARKET ALWAYS GOES UP

The myth that the stock market always goes up has been around a long while. From the time you started your first 401(k), you’ve likely been told that if you invested in the stock market regularly and left your investments alone, over time you would realize an average return of at least 10 percent. That sounded pretty good and relatively easy, didn’t it? Sure, some years the market would be up more than 10 percent, and some years the market could actually be down, but over the course of your working life, your returns would all average to that magic number of 10 percent per year. How wonderfully predictable!

There are so many problems with this thinking that it’s hard to know where to start. I suppose we should begin by asking, “How long is long term?” Those who claim that stocks always return an average of 10 percent usually base their claim on studies of stock returns dating back to the 1920s or even the 1870s. But even if we concede that stock returns from the preindustrial 1870s are relevant to today—which is a stretch, to say the least—you’re still looking at only fourteen decades’ worth of data. And in many of those decades, returns were negative. We just lived through one of them, in fact.

In a few cases, we have had bear markets that lasted for more than 20 years—and this doesn’t include additional value lost to inflation. The reality is that there have been a number of twenty-year periods when the stock market has not produced anything close to the long-term average. Some years it was up 20 percent and other years it was down 30 percent. The graph in Figure 2.1 illustrates the volatile nature of the Dow Jones over the last 113 years. More important to this discussion, it also shows multiple periods of eighteen, twenty-five, and seventeen years where the markets were down or flat. The two questions to ask yourself as you review this chart are “Does the way I am investing for retirement assume that the financial markets will go up?” And “If the markets stay flat or go down for a decade or more, will my current investment strategy allow me to sustain my desired lifestyle?”
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In my opinion, because of the current economic environment in which we live, using some of the traditional investment strategies that many people are using today could be a recipe for disaster. Just because something worked in a defined period sometime in the past does not necessarily mean it will work in the future. Basing your retirement investment strategy on the myth that stocks always go up over the “long term” seems a little like shooting craps to me. You may not have long enough to wait for the long-term returns that Wall Street promises.

MYTH #2: DIVERSIFICATION AND ASSET ALLOCATION ARE THE KEYS TO RETIREMENT SUCCESS

Many financial planners will acknowledge that the markets are fickle and stock portfolios can sometimes be hit hard during bear markets. The key to retirement success, they claim, is to diversify. Their recommended strategy is to allocate your investments among small-cap, mid-cap, and large-cap holdings and across a range of industry sectors. In addition, they use some formula to add fixed income investments, such as bonds and cash holdings, to your portfolio. They top it all off with darlings like international and emerging market portfolios, claiming they’ve got a recipe for success. This approach, they say, will protect you from the ups and downs of the economy and ensure that you can keep your nest egg throughout retirement. Really? I guess they weren’t around in 2008 when everything decreased in value at the same time.

The important question in my mind is whether your nest egg will generate enough income for you to maintain the lifestyle you want. The problem with traditional diversification and asset allocation is that there is a fundamental disconnect between the investments—stocks, bonds, real estate, etc.—and the cash flow requirements they are supposed to fund. Specifically, how does one receive income from their portfolio?

Retirement planning is not purely a matter of whether you have a big enough number on your balance sheet. I have seen many people with very large numbers on their balance sheets run out of money before running out of time. The key is to convert a portion of that balance sheet number into appropriate investment vehicles that will generate sufficient income for you to live on in good times and bad. Traditional asset allocation models using systematic withdrawals usually work well in markets that are going up, but they can be devastating for retirees in markets that are going sideways or down.


The problem with traditional diversification and asset allocation is that there is a fundamental disconnect between the investments—stocks, bonds, real estate, etc.—and the cash flow requirements they are supposed to fund.



MYTH #3: INVESTING THROUGH A MAJOR FINANCIAL SERVICES FIRM GIVES YOU MORE OPTIONS

Let’s assume you already recognize the perils of traditional financial planning and you want to branch out beyond stocks, bonds, mutual funds, and exchange-traded funds (ETFs) to other types of investments. You may think entrusting your wealth to one of the large brokerage houses or investment banking firms is the way to go. After all, if they’re among the biggest players on Wall Street, they must offer the best options for managing your money, right? Think again.

The truth is they offer the best options for their own money—their own proprietary accounts—which became obvious in 2008 when some of the investment banks actually bet against the mortgage securities they were selling their clients.

Because the major investment firms handle the assets of millions of individual investors, they simply cannot customize their offerings to each individual’s needs. Instead, they often appeal to the lowest common denominator, so they generally offer a lot of “vanilla” investment products to their retail clients. It makes sense. The primary objective of the major firms is to make money for the house and to limit their risk. A large firm cannot take the risk that its tens of thousands of registered representatives will be able to adequately explain the features, benefits, and, more importantly, the risks of the more sophisticated strategies. Since this would create a huge liability to the firm, they tend to keep their retail offerings very simple.

It should come as no surprise then that the better vehicles for protecting your lifestyle and achieving a predictable income are often found outside of Wall Street. If this is what you are looking for, your best advice may come from an experienced independent planner who is not as handcuffed by the limitations imposed by the larger firms.

MYTH #4: YOUR NET WORTH DETERMINES YOUR LIFESTYLE IN RETIREMENT

Do you know your “magic number”? Many financial advisors will tell you that you need to amass a certain amount of wealth prior to retirement, a magic number that will let you sail smoothly through your golden years in style and comfort. How ridiculous!

Let me give you an example of the folly of focusing solely on net worth or a magic number. Imagine that you have in your possession a famous Renoir painting you inherited from a rich aunt. Valued at $10 million, it is the single largest asset you possess, and you proudly have it hanging in the living room of your home. If you create a balance sheet, you have an amazing net worth based on that one asset alone. But the problem is, can you eat off of it? Can you sell off little pieces of your painting to pay your monthly bills? The answer, of course, is no. Hence, in many cases, your net worth has no relevance to your lifestyle if it isn’t in a form that can quickly be converted to cash to provide for your everyday living expenses. Though it may be a marvel to admire, the Renoir is not an income-producing asset and thus cannot support your lifestyle—unless you can get people to pay you to come into your home to view this remarkable painting. Then you will have created some cash flow!


Your net worth has no relevance to your lifestyle if it isn’t in a form that can quickly be converted to cash to provide for your everyday living expenses.



Another reason the magic number isn’t so magical is because, in the traditional investment world, there are typically no guarantees once you reach it. Tens of thousands, if not hundreds of thousands, of Americans have been forced to postpone their retirement, and thousands more who were already retired have been forced to reenter the job market after watching their magic number vanish into thin air. Calculating your retirement goal is not the problem. That’s the easy part. The problem is determining what to do with the money once you reach your goal so it will sustain you throughout retirement.

In an article for the Associated Press, “Retirement savings goal is no magic number,” finance writer Dave Carpenter interviewed a fifty-one-year-old woman who began calculating her magic number in her twenties. With a six-figure income as an IT consultant and a history of aggressive saving and frugal living, she seemed to be on target for reaching her goal. But the market crash of 2008 wiped out 40 percent of her savings; on top of that, she faced a divorce and a layoff. She’s had to stop obsessing about her magic number because it is no longer a realistic possibility.

The question I’d ask this woman is, “What are you going to do with the money you still have?” Ask yourself the same question. Should you invest your money in the stock market, bonds, real estate, or some other investment vehicle? What if you are two years and $20,000 away from achieving your magic number and the markets take a nosedive? What if you already achieved your magic number and are enjoying the retirement of your dreams when a market crash causes you to lose 40 percent of your money, like the woman Dave Carpenter interviewed? If you are relying on portfolio withdrawals and suddenly the market tanks, you have a big problem. Can you downsize your expenses without diminishing your lifestyle? I doubt it. Your vision for the future then becomes an impossible dream.

GAMBLING WITH YOUR FUTURE

Unfortunately, the financial advice that has been preached as the gospel of Wall Street for the past fifty years has, in my mind, become an invitation to a game of chance. If you get lucky—really lucky—and the markets eventually rebound, achieving an upward climb over the long term, you might have a comfortable retirement. Look closely, however, and you will see a disclaimer printed on almost every piece of financial literature or advertisement: “Past performance is no guarantee of future results.” So much for the idea that stocks always go up.

Each year millions of Americans are unwittingly taken for a ride on this risk roller coaster, either on their own or at the advice of an advisor. To be fair, I truly believe the vast majority of advisors have good intentions, and many are well trained and passionate about their work and their clients. The problem is twofold: First, the traditional, mainstream financial services industry has not yet created product solutions designed to work in protracted down or flat markets. Second, starting in their “Introduction to Finance” class in college, many advisors are taught to focus on the client’s portfolio instead of the client, the means rather than the end. Were they taught to view the world of investing from a more holistic point of view, perhaps they would take into consideration the real priorities of many retirees: (1) producing sufficient cash flow to enjoy their lifestyle no matter what and (2) protecting their assets from a potential catastrophic event such as a lawsuit.

In the course of my profession, I have had the privilege of meeting a number of individual investors with net worths that cover a broad spectrum. Although some of the people I have met may enjoy the occasional adrenaline rush that comes with rolling the dice, I have never met anyone who was comfortable taking a serious risk with the money they needed to make the mortgage payment or pay their health insurance premiums. I have found that many people just want to be able to work hard, save diligently, and do what is necessary to create and sustain a certain type of lifestyle.

This brings us to an important two-part question that I hear from nearly all of my clients: How much is enough, and when do I know I can retire? As you might guess, the answer involves more than just a magic number. It’s an entire process, beginning with a very personal look at the kind of lifestyle you hope to enjoy. That process is the subject of this book.

In the next chapter, I will show you why certain methods you may be using are flawed and, more significantly, why they are not likely to work in the future. In today’s economic environment, creating the retirement you’ve always dreamed about will require some new learning. You’ll need to know what won’t work every bit as much as you’ll need to know what will work. It will require adopting an entirely new philosophy about money—and the longer you wait for the old, traditional methods to start working again, the more you stand to lose.


ERIN’S ESSENTIALS


• Many of the tenets Wall Street has been heralding for years are actually myths, and an investment strategy built around them may be a set up for disaster. Here are the four most common myths as I see them:


[image: ] In the long term, the stock market always goes up. My question to you is, as a retiree, do you have enough time before you run out of money to wait for things to go back up?

[image: ] Diversification and asset allocation are the keys to investment success. They are ways to reduce overall risk, but there is still a major disconnect between how money is invested and how much income it takes to pay a retiree’s monthly bills.

[image: ] Investing through a major financial services firm gives you more options. The truth is, you may receive flashier presentations but often more “vanilla” investment choices, especially when it comes to income-producing opportunities.

[image: ] Your net worth determines your lifestyle in retirement. This all depends on whether you can convert your net worth into income-producing vehicles to pay your bills.



• Ask yourself: Is my financial future based on something that may be a myth?



For more information and complimentary reports, go to www.thebigretirementrisk.com.




CHAPTER 3
 [image: ]

WHY TRADITIONAL METHODS AREN’T RELIABLE

For the past thirty years, the financial services industry has promoted methods of creating retirement income that have worked in some cases and not in others. If you follow their traditional advice, what will your outcome be? Will it work or not work? I assume you’d like to be on the winning side of that question.

Unfortunately, not much has changed in the mainstream investment world during the last thirty years. The old methods are still being used and promoted as if their failures in recent years never happened. Far worse, the industry has attempted to become ever more precise even while using these flawed tools. They now have computer simulation programs that make sophisticated calculations to create an “optimized portfolio.” When all of the data is entered, you are given a report that says something like “Mr. Client, if we optimize your portfolio, according to our formulas, you will have a 91 percent chance of never running out of money.” And that is supposed to make you feel good.

For all of these elegant formulas to work, there are certain basic assumptions about the economy and the financial markets that have to be true. Some of these assumptions are that


• The stock market, while often volatile in the short run, has a relatively predictable upward bias.

• If you are a long-term investor, you can base your future on some “average” annual return. I have often seen 10 percent used as the assumption for an average annual return for stock portfolios.

• Stocks, over the long term, will always outperform bonds.

• Real estate should form the basis of one’s net worth since real estate, for the most part, has always gone up in value.



Many of you probably know from personal experience that these assumptions are not always true. In order to see just how devastating they can be when used as the basis for a retiree’s financial plan, let’s take a closer look at how these traditional methods work—or potentially don’t work.

THE TRADITIONAL CRAPSHOOT

The four biggest problems with traditional asset allocation methods are described in the following list:


1. They are backward looking. They are based on historical data that normally includes the period during which 77 million baby boomers in their peak earning and spending years had a significant impact on the economy and the financial markets. For example, to include figures of the stock market during the “go-go ’90s” in your retirement planning would be to inflate the returns a reasonable person should actually expect to receive during retirement.

2. Because the models are not forward-looking, they cannot anticipate these 77 million baby boomers going over the hill and what changes that will mean for the economy and the financial markets. They do not account for the fact that many of these people will be out of the workforce, spending less money, and will eventually die. They also do not account for the obvious supply-and-demand issue of more money being taken out of the financial markets than the next generation is putting in.

3. These models assume the rational behavior of the financial markets when, in fact, we know markets do not behave rationally. In a rational market, events in a small, faraway country would not cause the biggest stock market in the world to fall by nearly 10 percent. Yet we have seen this happen. There is also the issue of investor sentiment, which can swing like a pendulum from extreme greed to extreme fear. Of course, these fears do not have to be rational at all. When the collective masses get scared, they sell. Mathematical formulas certainly cannot anticipate this kind of behavior or account for the psychology of the masses.

4. Traditional asset allocation models make no distinction between someone who retires at the peak of a market cycle (think of those retiring in 1999) versus the person who retires and has cash to invest at the bottom of a market cycle (as in 2003). To see just how significant even the difference of a year can be, look at the following comparison of two investors.




Jonathan Smith

Retires December 1972.

Has $250,000 invested in the S&P 500, with a 5 percent withdrawal per year.

Jonathan received $413,000 of income.

Jonathan runs out of money in 1989, just seventeen years later.



William Reynolds

Retires December 1973 (one year after Jonathan).

Has $250,000 invested in the S&P 500, with a 5 percent withdrawal per year.

William received $1,166,000 of income ($750,000 more than Jonathan).

Account worth $859,000 on December 31, 2006, thirty-three years later.



In the comparison, Jonathan retired and invested his money in the S&P 500 at the peak of a market cycle. The market went down dramatically right after he retired, causing him to burn through his savings in just seventeen years. William was fortunate enough to retire and invest his money one year later at the bottom of a market cycle. His portfolio grew from there, allowing him to increase his withdrawals and still maintain an impressive investment base even after thirty-three years. Pretty remarkable, isn’t it? One year can make a huge difference.

In my mind, using traditional forms of asset allocation and retirement planning are, at best, a total crapshoot. For some, using these assumptions and methods might work out, like it did for William. For others, like Jonathan, it will be a complete disaster. Why risk it?

Let’s go back and use the traditional assumption that over the long haul the stock market has a reasonable chance of returning an average of 10 percent. Remember Myth #1, “In the long term, the stock market always goes up”? That assumption clearly did not take into account the following years that were also illustrated in living color in the previous chapter as Figure 2.1:


• From 1906 to 1924, a period of eighteen years, the market was flat.

• From 1929 to 1954, a period of twenty-five years, the market was flat.

• From 1965 to 1982, a period of seventeen years, the market was flat.

• From 2000 to 2010, a period of ten years, the market was flat.



Had you invested at the beginning of any of these cycles, you may have had quite a different outcome than the one you expected. The question is, “How can you plan for your future lifestyle needs by investing in a market that operates like this?”


[image: ]

My answer is, “You can’t.”

As humans, we tend to focus on recent events and outcomes and think these outcomes are now the new norm. Many boomers fondly remember the stunning stock market returns they received in the 1990s, particularly from 1995 to 2000. We came to expect those double-digit returns and were very upset if we didn’t receive them.

Take the story of a former client whom I’ll call “Edna.” Edna came to me in 1995 at the beginning of a raging bull market. Everything was going up, and she was living off the alimony from her divorce while she watched her portfolio grow. Her alimony, however, was going to last only ten years, at which point she would need to live off her portfolio. But in 1999, at the height of the tech boom, Edna’s greed got the best of her. Despite my words of caution, she demanded that we put all of her money into technology stocks. She was seeing her friends make a killing off their tech-heavy portfolios and wanted a bigger piece of the pie. After numerous discussions, I realized Edna and I no longer shared the same investment philosophy, and I had to let her go as a client. We parted ways amicably, and she took her portfolio to someone who allowed her to pool all her money into tech stocks.

Over the next couple of years, the technology-laden NASDAQ went down almost 90 percent. Though I never heard from her again, it’s not hard to surmise what happened. My guess is that the “tech wreck” of 2000 destroyed Edna’s portfolio, likely leaving her flat broke once she stopped receiving her alimony checks.

When we let greed dominate our thought processes, we usually don’t end up making great decisions. Edna’s greed ultimately destroyed her chances of living a comfortable lifestyle. But it isn’t always greed; I see other clients whose investment philosophies are dictated by fear. They are so fearful of making decisions that they do nothing and miss out on wonderful opportunities. These people allow fear to impact their ability to enjoy the lifestyle they have worked so hard to achieve. Greed and fear are probably the two most dangerous emotions when mixed with your investment strategy.

Edna’s story is a good reminder that the stock market doesn’t always go up; in fact, there are sometimes multiple years when it goes down. For many people, those tech-wreck years from 2000 to 2003 were a game changer. People who retired before the crash and followed traditional forms of asset allocation found themselves in a vastly different place than they had anticipated.

However, traditional asset allocation does not fail all of the time. And that is what makes it so frustrating. Over certain periods it has worked splendidly, completely achieving its goal of delivering respectable returns. The problem is that it simply isn’t reliable, which can clearly be a problem for retirees. And of course there are times, such as in 2008, when it breaks down completely.

“Well, nothing is perfect, but asset allocation usually works” is a reply I often hear in the industry. That might be so, but “usually works” is not much consolation to the couple who sees their retirement dreams vanish during one of the times when it doesn’t work.

THE RECENCY BIAS

Even if asset allocation works some of the time, there is another problem that goes deeper. Asset allocation is fundamentally contrary to the way we humans think and is thus very hard to actually use. Our brains take certain mental shortcuts that lead to what behavioral economists call “heuristic-driven biases.”

One of these biases is the recency bias, which means that our brains tend to put undue importance on recent events. What this means in the world of investing is that we are inclined to believe that recent events—like stock market gains or losses—will continue into the future, even if taking a more historical or realistic view would prove the contrary.

So when it comes to asset allocation, we are hardwired to do the exact opposite of what we should. We buy stocks after they have already risen, which is exactly the time we should be selling them, and then we sell out of fear when prices fall, theoretically the best time to buy.

Let me show you how the traditional asset allocation model was meant to be used. We’ll start with a hypothetical $1-million portfolio with a target allocation of 60 percent stocks and 40 percent bonds.




	Account Value:
	$1,000,000



	Stocks:
	$600,000



	Bonds:
	$400,000






This is a simplistic view of a traditionally allocated portfolio, but hopefully you’ll get the gist.

During a big boom, where the stock market soars and the bond market is flat, here’s what might happen:


The stock portfolio goes up 25 percent to $750,000.

The bond portfolio stays stable at $400,000.

The total is now $1,150,000.



The portfolio is up 15 percent on average. That’s good news. To maintain the discipline of traditional asset allocation, however, you should, on a quarterly or an annual basis, go in and rebalance your portfolio to maintain your original 60:40 ratio, which with our example would look as follows:




	Total:
	$1,150,000



	Stocks:
	$690,000



	Bonds:
	$460,000






In this case, you would need to sell off $60,000 of your impressively performing stock portfolio and add it to your bond portfolio (which in your mind wasn’t doing anything) in order to maintain your supposed “risk adjusted” allocation. Unfortunately, many people fail to complete this step.

During the late 1990s, many people convinced themselves not to rebalance their portfolios. The arguments and logic behind this decision were actually very interesting. The vast majority of investors had convinced themselves that somehow it was different this time, that we were living in a “new economy,” and that technology had changed the rules of investing forever. When the market collapsed in the period between 2000 and 2003, those who had failed to rebalance their portfolios by selling stocks and buying bonds also failed to lock in any of their prior gains. As a result, much of what they had earned just slipped away.

CASH FLOW IS KING

Even if asset allocation works during the accumulation stage of your working years and you manage to keep your nest egg intact, the methods for converting that nest egg into actual income to fund your retirement needs are at best flawed and at worst nonexistent. The models don’t take into consideration the one thing the vast majority of retirees need, which is cash flow.


Traditional models of asset allocation don’t take into consideration the one thing the vast majority of retirees need: cash flow.



Instead, traditional asset allocation models are built around ridiculous formulas such as this: “To decide how much you should have in stocks versus bonds, take 100 and subtract your age. That’s the percentage you should have in stocks.” What? How in the world does that formula equate to paying your mortgage and electric bills? If you were seventy years old and had $1 million, this formula would say you should have $700,000 in bonds or cash and $300,000 in stocks. Let’s assume the bond and cash portfolio gave you an average income of 4 percent, or $28,000, and the stock portion produced no income. Is that the amount of cash flow you need?

Well, it depends. Does that number, along with your Social Security or pension check, add up to the amount you need to pay your mortgage and electric bills and buy food? If it does, great; you have your bases covered. If not, then can you see the problem with this formula? It is based on some arbitrary number using your age, not a real number using the actual total of your monthly expenses.

Realizing that the vast majority of models would not provide sufficient cash flow for the average retiree, financial planners had to create some sort of work-around. One popular solution was the method of using systematic withdrawals from balanced portfolios to pay yourself an income once a month. This was the most widely used method among retiree investors, and it worked pretty well—as long as the markets were going up. Needless to say, it didn’t work quite so well after the markets peaked in 2000, and it certainly didn’t work well during 2008.

This method of using systematic withdrawals from balanced portfolios was analogous to dollar-cost-averaging into the markets, which many of us did for years as we accumulated our net worth by putting regular, systematic investments into our retirement plans over time. Instead of dollar-cost-averaging into the markets, systematic withdrawals effectively would dollar-cost-average us out of the market by selling small pieces of our portfolio each month to be withdrawn and spent.

This model works fine—as long as the market is rising faster than you are withdrawing. If the market is returning 10 percent per year and you are spending only 5 percent, then your portfolio will actually grow. But what happens if the market return is less than your withdrawal rate? Or, even worse, what if the market is negative?

When we were in the accumulation time of our life, we didn’t mind the down times in the markets. In fact, if we were smart, we relished the opportunities to buy more shares at lower prices. Some of us even chose to double up on our investments during these times because we knew we had a limited amount of time to capture these low points in the markets. After all, the stock market always goes up over time, doesn’t it?

As history shows, the market doesn’t always have an upward bias. It soon became clear for retirees that using systematic withdrawals during a bear market was a recipe for disaster. Retirees who depended on this strategy ran the real risk of running out of money before they ran out of time.

POTENTIAL BLACK SWAN EVENTS

Thus far I have made the argument that traditional asset allocation methods are flawed primarily because they are based on unrealistic expectations. They fail to consider the very real retirement need for cash flow, and they make no allowance for prolonged bear markets or even swift, violent crashes. But there is another reason these strategies won’t work: they do not allow for “Black Swan” events.

Along my path as a financial advisor, there have been many market-savvy people who have influenced how I think about money. One was Nassim Nicholas Taleb, author of the books Fooled by Randomness and The Black Swan.

Taleb popularized the term “Black Swan event,” a metaphor that originally came from the work of the philosopher Karl Popper. Popper made the observation that you can observe a million swans that are white and draw the conclusion that all swans are white, but it takes the sighting of just one black swan to prove your theory completely wrong. Europeans believed that all swans were white because they had never observed a black one—until British sailors spotted black swans in Australia during the colonial period. Sound familiar? It’s like saying stocks always return 10 percent—until they don’t. Or like assuming systematic withdrawals of 4 to 5 percent will always allow a retiree to enjoy a good lifestyle without dipping too heavily into the principal—until the market unexpectedly drops by 50 percent.

Compare this to managing a mutual fund or hedge fund. For years, journalists at the Wall Street Journal threw darts at a dartboard to select stocks at random. Quite regularly, the dartboard stocks beat the vast majority of mutual funds. How many hot fund managers have we seen spectacularly blow up over the years, particularly in the 2008 meltdown? Could it be that their initial success was more attributable to luck than skill? As I like to say, don’t confuse brains with a bull market!

My intention is not to beat up on mutual fund managers and hedge fund managers. There are plenty of talented managers out there who do very well for their investors. But to be sure, luck does play a significant role in the world of finances, and we are all too often fooled by randomness. We have to remain cautiously skeptical when presented with information that seemingly explains away market activities, for in many cases, the market reaction is far more random than rational. And if the market is more random than rational, that should be at least a little bit scary to the average retiree. It is to me!


Luck plays a significant role in the world of finances, and we are all too often fooled by randomness.



Perhaps the biggest risk to us as investors today is what Taleb calls the “ludic fallacy,” or the temptation to quantify everything in precise numbers. The belief that risk is no longer a concept, that it can be expressed as a number, leads to a false sense of security as we rely on a degree of precision that simply isn’t there. Think about the subprime mortgage disaster that began in 2008. Banks took far more risk than they should have by lending far too much money on inflated properties to borrowers who often lacked the means to pay. Why? Because their risk models told them it was okay.

Similarly, how many hedge funds blew up during the 2008 crisis? The traders were far more aggressive than they should have been because their elaborate risk models gave them a false sense of security. Models, of course, are only as good as their inputs. You put garbage in, you will get garbage out. It really doesn’t matter how elegant the formulas are.

Legendary value investor Benjamin Graham focused on determining a margin of safety in his investments and passed that wisdom on to his protégé, Warren Buffett. Buffett jokes that he likes his investments to wear both a belt and suspenders. Because you can never fully know the future or take all risks into account, you need that all-important margin of safety, which is all too lacking in modern financial theory.

This brings us back to the Black Swan metaphor, which has slipped into everyday speech by now. In Taleb’s words, a Black Swan event is a low-probability, high-impact event. By nature, it is very unpredictable and virtually impossible to accurately calculate the odds of one occurring. But when it happens, it can have a catastrophic impact on a large number of people. For example, September 11, 2001, was a Black Swan event. No one had ever committed a terrorist act by flying a plane into a skyscraper, so it never occurred to Americans to be prepared for it. The tsunami of 2004 that hit Southeast Asia was also a Black Swan event. Similarly, the 2011 earthquake in Japan had significant and unexpected ramifications for the global economy and stock markets. How do you calculate the odds of something like that happening?

Taleb later infers that some Black Swan events represent huge opportunities as well. The creation of the computer was that sort of opportunity. So, to be sure, these highly improbable and highly unpredictable events need not only be tragedies; they can be marvels too. According to Taleb, you just need to be in a financial position to be able to take advantage of them. Once you have your basic lifestyle needs met and have plenty of cash flow, there can be opportunities to participate in positive Black Swan events.

After studying Taleb’s work, I have come to the following conclusions: We have no way of knowing how many more Black Swan events may occur in the future; after all, if we could anticipate them, they would not be considered Black Swans. What we do know is that because of the Internet, traders and market speculators find out about global incidents instantaneously and can act on a dime to buy and sell securities in large volumes. Let’s face it—the large institutional traders move the markets, not you and me. They are trading in very large volumes and hence any large trade can cause significant volatility in their respective markets.

As we all know, the United States economy is interconnected with the broader global economy, as the process of globalization has integrated the world economy like never before. Regardless of where something happens, it can have an instantaneous impact on the global economy. We saw this happen during the financial crisis of 2008, and it has continued since then. The U.S. financial crisis wreaked havoc in Europe, and the near bankruptcies of the countries that are referred to as the PIIGS—Portugal, Ireland, Italy, Greece, and Spain—created quite a stir in the U.S. markets as well. As of this writing, the long-term impact these overleveraged countries will have on the world economic platform is uncertain.

But what does this mean to you? And perhaps more importantly, what should you do about it? It means you will need a new way to think about money and investing in order to protect your lifestyle in up and down markets and to capitalize on opportunities in the marketplace as they present themselves.

You now know why traditional methods of asset allocation and retirement income planning will not likely work for retirees in the days ahead. Add to that my belief that we will have much more volatility in our markets in the future and you could have a recipe for financial disaster, especially for retirees. This is why it is imperative for us to stop using the old tools—or, at the very least, to change the way we use them—as we shift to a new paradigm for the new economy.

Before we jump into how the new paradigm should look, let’s take a minute to examine the factors that do drive the economy and how they should influence your planning.


ERIN’S ESSENTIALS


• You can’t plan for your future if your investment strategy is built on hope and high “probabilities of success.” Mathematical models aren’t an accurate predictor of retirement success.

• Traditional methods assume things about the financial markets that, if they don’t work out, can decimate an asset allocation portfolio. For instance, they assume the markets will, at some point, return to an upward bias.


[image: ] Question: If you are retired and pulling money out of your balanced portfolio, will you have anything left if and when the markets finally turn around?



• For a retiree, relying solely on asset allocation, diversification, and a systematic withdrawal program can have disastrous consequences in years when the markets go down several years in a row.


[image: ] Question: How many years does the market have to go down by 30 percent or more before you run out of money?



• Ask yourself: The world is changing faster than ever—is my investment strategy changing with it or am I relying on methods from the past?



For more information and complimentary reports, go to www.thebigretirementrisk.com.
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