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Nest-egg planmng can leave egg

By Jim C. Otar

Many of our clients spend
between 20 and 30 years in re-
tirement. In‘our carrent retire-
ment planning practice, we as-
sume-an “average” portfolio growth
rate for the entire time horizon. The 1es
ality is, all asset values fluctuate daily,
Many in the financial planining indus-
try naively think that if they use histor-
ical averages, everything will befinein
the long run.

Unfortunately, this is not the case.

There always is a permanentioss due
to the fluctnations ina distribution
‘portfolio:In many cases, this loss can
cut the portfolio life by half of what a
standard retirement ‘calculator pre-
digts using an “average” growth rate,

Hthere are no cash flows in or out
of a portfolio-and you lose 20%, you
must eventvally gain 25% to-break
even, The first table shows how much
you necd o gaiti' o make up for vaii-
ous losses.

Canwe use the same table if there s
a periodie withdrawal from the portfo-
lio? The answer-is no. In distribution
portfolios, youneed significantly high-
er gains to break even. That is because
not only do youwnsed to recover the
market losses; bt yoli also need to re-
cover the differential losses betweer
the original plan and the actual portfos
lio valwe: Thatds why more and more
pension funds are going into an i
recoverable dowrnivward spival. They aré
blarning the markets for that, whereas

on your face

the real reason ds theirlack of
understanding of the conceptof
¥ the time value of fluctuations.

concept to keep thingy simple.
The second table shows how
much you need to gain over a three-
year time period for various loss and

withdrawal rates, assuming a steady

increase of the portfoliovalue after the
initial loss and no‘indexation of with-
drawals’over time:

‘For example, if your initial with-
drawal Tate is-4% and your portfolio
loses 20%, then it has'to growa total of
429% over the next three years just to
break even.

The figures.in this first table do not
consider inflation; dividends: and
management costs, In reallife, they are
important. The following real-life ex-
ample shows the effect of real-life time
value of fluctuations for someone who
retived at the end of 1999,

Bob retired at the end of 1999 at age
60 Atthattime, he had $1 million in
hig portfolio, He'invested all this mon-
ey in a Standard & Poor's 500 stock in-

We skip the formulas forthe.

dex fund with an annual management
fee of 0,25%. The annualized growth
rate of the S&P 500 hetween 1975 and
1999 was 17.2%. Howéver, Bob uséd a
miore conservative growth rate of 10%
when he prepared his retirement plan
five years ago. He withdraws $60,000
from his portfolio each year indexed to
thig constimer price index. Bob as-
stimed an annual average long-term
Inflation rate of 3% for his calculations.
Using a retirement célculator, Bob's
otiginal retirement plan projected that
his $1 million would grow to almost $2
million over the next 15 years (Chart 1)
It is now five:years later, January
2005, Bob's portfolio is down, Hewants
to know by how much'the S&P 500 has
to go up by the end of 2009 so that his
portiolio can catch up with his original
Tetirement plan projection, Chart 2
shows the actual performance of Bobs
partfolio aver the previous five years,
Going forward, heassumes a 3%io:
flation tate, T.6% dividend yield 4nd
0.25% annual mandgement fees. Bob
calculatés how rotch the S&P 500
needs to go up by the end of 2009 to
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‘catch up with his orlgin;ai projection:

It must go up by 32.8% per year for
each of the next five years to catch up
with the original retirement plan (not
including exchiange-rate losses). In
‘other words, it must fiearly quadiuple
from whiere it is fiow until the end of
2009 (Chart 3).1s this 4 reasonable ex-
pectation? Definitely not:

Bob now understands the time val-
ue of fluctuations: At this point, he de-
cides that what'i§ lost is lost and wants
to miake a fresh start. He decides to be
more conservative, hold a balanced
portfolio; and lie agstumeés an average
annual growth rate of 7%, Bverything
olse bemg equal, what kind of longevi-
ty can Bob expect from his portfolio?

According to hig revised retirement
plan (Chart 4), his portfolio will run

out of money in 10 years—at age 75~
instead of being worth nearly $2 mil-
hon as he originally forecast just five
years ago. Thiat isthe price Bob has to
payfor not considering the time value
of fluctuations whein he prepared his
original retirement plan. Forhim; the
game is over; he should definiitely look
into life'annuities at this point.
Routine lossies avera few yearscan
ruin a retirement plan for good be-
causeof the time value of fluctuations.
Asamatterof fact; you dotneed to
haveany lossesat all inyouir portfalio
to riin out of money. If a portfulio
£Iows less than the ongmal projection
just forone marlge;cyple (typically four
to five years) at the beginning of retire-
ment, the likelihood of ever catching
up with the original retirement projec-

BHAH‘F 1: ORIGINAL PROJECTION

$1,832,150

tion will diminish to near zero: Com-
pounchng works for you during accu-
mulation years and agaimstyou during
distribution yedrs: This is howthe tinie
valtie of fluctuations works.

Forindividital retirement aceounts,
your mission must be 1o preserve tlie
capital, especially during the first four
years of retirement.

The: longevity-of the retirement
portfolio is exporentially proportion-
al'to how successful you are in accom-
plishing thistask. For pension funds,
the problem s a bit more comples, bt
it follows the same logic.
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