


retirement income and assaets. Statistically, a worman
retiring at age 60 can expect to live to age 81. |If
inflation holds steady at the 20"-century average of 3
percent per year, she can expect her daily living expen
ses to double during relirement. And, of course, since
no one dies at the statistically required moment, it would
be wise to add at least a 20 percent longevity factor to
your life expectancy.

Flanning a retirement that could easily last 35 years is
a challengs, but ignoring the impact of longevity and
inflation on your retirement needs can be devastating.

Step 2: Constructing Your Portfolio

With fewer employers today providing their workers
monthly pensions at retirement, and more employers
instead providing incentives to encourage workers
themselves to save for retirement, a eritical decision for
retirees is how to construct the portfolio that will take
them comfortably through their retirement years.

The recent stock market decline has created “wealth
shock™ for many retirees and pre-retirees, although the
advantage for those who have not yet retired is a deep-
er appreciation for diversifying one's savings. But how
does one choose the proper combination of investments
far retirement, given all the uncertainty in the world
today? The answer depends on longevity, inflation,
income needs, and, to some extent, tolerance for risk.

As happens once a generation, investors are
re-learning the painful truth about investing for long-
term growth. Stocks can, and do, experience
protracted periods of negative returns and low returns.
On the other hand, inflation and taxes will erode the
returns on bonds and cash. Because there is never a
completely safe harbor for investing, choosing how
much volatility you can afford in your portfolio is not a
simple decision. Coupling that decision with under-
standing your own comfort level with manth-to-month,
and sometimes year-to-year declines in the stock mar-
ket, is enough to make you stop retirement planning
before you start.

Two Examples

Let’s ook at an example of a 55-year-old couple plan-
ning to retire at age 66. Many prospective ratiress are
surprised that they will nat receive full Social Security
benefits at age 65. Since Social Security represents
421 percant of the average retiree’s income, it is impor-
tant to understand your benefits. You can find helpful
information on the Social Security Administration’s Web
site, www.ssa.gov. In our example here, the husband
will receive $8,000 per year in Social Security bencfits,
the spouse $4,000 annually.

Once retired, they plan to maintain their current
lifestyle and spend $36,000 each year after taxes and
adjusted tor inflation. Their goal is to have enough in
savings, exclusive of their home, by age 66 to keep from
outliving their funds.

20 Business & Economic Review / July-Septembear 2003

Of course, they cannot know enough about the future
to make perfect decisions. The critical factors such as
when they will die, the returns on the stock market dur-
ing their retirement years, the rate of inflation, and the
viability of the Social Security system, are unknown and
unknowable.

A Conservative Approach

Being conservative with the forecasts is one
approach to dealing with these uncertainties. The cou-
ple can assumne that at least one of them will live to age
90. They may wish to live in their home as long as pos-
sible, and so they decide to exclude the proceeds from
any sale of the house in their long- term projections. The
couple can purchase long-term health care insurance to
offset the risk of one or both spouses needing nursing
care for a prolonged period of time. They can also be
conservative by assuming that returns on the stock
market will be about 6 percent above the rate of inflation
during their expected 27 years of retirement. (To put this
in perspective, this would mean stocks would return
approximately 9 percent annually instead of the 11 per
cent returns thal have been average since World War 11

The couple can also decide whether to be conserva-
tive or aggressive with their retiremeant investments. For
example, a conservative portfolio of 30 percent stocks
and 70 percent bonds would generate a return of rough-
ly 5.5 percent after expenses. Our couple would neead
to amass a corpus of approximately $560,000 to rea-
sonably achieve their goal.

An Aggressive Approach

An aggressive portfolio (made up of 80 percent
stocks and 20 percent bonds) constructed to generate
an after-expense return of 7.5 percent would mean hav-
ing to amass roughly $450,000 by age 66. The couple,
howewver, would have to be cautious about withdrawals
during bear markets, particularly in the early years of
retirement, in order to aveoid early depletion of the port-
folio due to short-term volatility.

If our couple doesn't think they can save that much
money, they can adjust their monthly budget, extend
their retirement dates, or work part-time during the initial
years of retirement. They can plan an spending more in
the early years, and then cutting back as they age and
are less driven to travel and accumulate. They can with-
draw more funds when their portfolio is experiencing
outsized returns, and withdraw less fram their portfolio
when their portfolic is diminishing in value.

Making Wise Choices

Hetirees have control over many of the critical factors
in retirement. As with everything in life, constructing a
comfortable retirerment is a matter of making choices.
Choosing healthy financial habits is as important for
longevity as choosing healthy living habits.



