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			PREFACE

			Congratulations. After working for your entire adult life you have begun preparing for the next life stage—retirement. Your simple act of anticipating the inevitable puts you ahead of many Americans. But as you may have found out already, major transitions impose increased stress, even when the transition is planned and/or happy. This new stage of your life may last for decades, long enough to merit careful planning. You need to focus on the important questions.

			Joe Hearn is a financial planner who hosts a website that we recommend (www.intentionalretirement.com). It distills retirement planning to the core essentials, which he captures in three questions. We list them below, along with our own interpretation; we’ve added a fourth question that pervades much of retirement planning.

			 

			1. Where do I want to live?

			For your working life your location was driven by your job. In retirement, when your income will come from other sources, you are free to live wherever you wish. You’ll have macro options based on your preferences about climate, politics, urbanization (city, country, or suburbs) and proximity to family. Many people move to milder climates, states with lower state taxes, or expatriate out of North America altogether. You also have micro options, such as the type of dwelling. It need not be a detached house; it could be an apartment, a townhouse, or a unit in a retirement community.

			Choice is challenging and stressful. Many retirees will live in at least two dwellings; while they are still independent, in a setting they choose, and later in a care community (or with relatives) when they no longer can be independent. They may also split their time among more than one domicile while still independent, since no place can meet all desires. For example, they may move overseas, but spend a month each year visiting the grandkids.

			 

			2. What do I want to do?

			Too many retirees know far more about what they do not want to do: work. But your retirement may last for decades. For most folks, fishing or playing golf can only absorb you for so long. The last stage of your active life is probably your last opportunity to find your purpose. If you can choose when you retire, do it when you have a goal you seek, not merely a burden you wish to escape.

			 

			3. Who do I want to do it with?

			You may love the people you associate with, or you may not. Retirement provides everyone with new choices. Some may be thrust upon you, like a boomerang child (or aged parent) living in your basement, or a spouse who leaves you soon after the kids move out. But others require reflection. If your job was boring, are you ready to explore new intellectual frontiers? With more interesting friends? Or are you content reading trashy novels and watching daytime TV? Do crowds excite or repel you? Do you need the energy of a city, or the tranquility of seclusion? Once you are free to choose your location, you are also free to choose your human surroundings.

			Through our actions each of us answered these questions in earlier stages of our lives, perhaps unconsciously. The difference about retirement is that we have more options (and consequently more stress), and we have greater self-knowledge.

			To these considerations we add one more unavoidable question: 

			 

			4. Will I have enough money?

			This question often crowds out the others, because far too many Americans have prepared their finances poorly; and because financial advice is much more lucrative than life coaching. If your answer to this question isn’t satisfactory, the other three questions matter little. Money allows choice, so insufficient money means limited options.

			In our grandparents’ era retirement was simpler: it was shorter (years, not decades so your money did not need to last long), and more predictable (because they expected a secure pension that would not be eroded by inflation). Today those premises have completely changed, and all retirees ask themselves if their money will last as long as they will. Ideally, you and your money will expire simultaneously (unless leaving a financial legacy is important to you).

			The trouble, of course, is that the key elements of your planning problem are unknowable. You can estimate how much you will spend, but you can only guess at how long you will need to spend it, and how fast your investments will grow to provide the needed funds. 

			If you have picked up this book, chances are that you have been conscientious about financially preparing for retirement. You know roughly what you will receive in Social Security and any pensions; you’ve guessed at the amount you will need to spend each year in retirement; you have guesstimated your “number” (the amount you need to have accumulated to cover what SS and pensions won’t); and you have saved diligently, putting the power of compounding to work for you. You have a general idea of the answer to this question.

			But your goal while you accumulate is straightforward—to amass as much as you can. Once you no longer have a paycheck you are subject to new uncertainties. Your challenge is to organize the money you have accumulated so that it meets your needs, for as long as you have needs.

			As the questions above illustrate, not all retirement stress is financial. But “good stress” of having choices is qualitatively different from the “bad stress” that comes from not having enough money. This book will devote itself exclusively to the fourth, financial question. We want to help you eliminate your greatest stressor, so you have the happy problem of addressing the other three questions.

			 

		

	
		
			THE 7 SECRETS

			 

			1.	Don’t decrease stocks too much as your investing time horizon shortens, and increase them later! (Chapter 3)

			2.	The 4% withdrawal guideline may cause you to run out of money! (Chapters 1 and 5)

			3.	It’s the income, stupid! (Chapter 2)

			4.	Sequence of returns can devastate your nest egg. (Chapter 3)

			5.	It’s about correlation, not diversification. (Chapter 3)

			6.	The Envelopes, please. (Chapter 6)

			7.	You will need advice, and it will be conflicted. (Chapter 23)
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			PART I

			 

			YOU ARE SMART, 
BUT THE WORLD HAS CHANGED

		

	
		
			CHAPTER 1

			The Last and Longest Lap

			 

			Americans are sleepwalking their way to their golden years. According to the Employee Benefit Retirement Institute, only one in four have saved at least $100,000, half have less than $25,000, and one in three have saved nothing at all for retirement. 

			Pensions are a distant memory for more than 80% of the population. Social Security will only provide a subsistence income, by design. In the real world, to generate $50,000 a year in income once you no longer earn it through your work—so that you can retire—will require more than $1 million in assets. (We will explain this below so that you can make your own estimate.) Unless you are the beneficiary of a generous rich relative, those assets only came because you saved some of your earnings every year and invested them for growth.

			For those who suffer any of the many self-inflicted financial wounds of the American middle class—too much debt; living paycheck to paycheck; no cushion for financial emergencies; expenses that rise faster than their incomes—there are many good personal finance books to help you climb out of your hole and clean up your act so you don’t repeat your mistakes. (And if you are young, we urge you to read a few of these so that you can avoid sabotaging your financial future as many of your elders did theirs.) 

			But you are smart. You have diligently saved and patiently invested. You “bought and held” a diverse portfolio of stocks—probably in indexed mutual funds. You aren’t relying on some miracle, or on confiscating the earnings of young workers via high taxes, to fund your retirement.

			However, chances are that you aren’t prepared for two epochal changes. One has already crept in unnoticed, and another you may not have faced. The first is that investment markets’ holiday from history (and volatility) in the late 20th century has ended. We explain the “new normal” of slower economic growth, and greater oscillations between deflation and inflation, in Part III. Greater volatility is a scourge of retirees. You will need new strategies to manage in the new normal.

			The second change is more personal and completely inevitable: Some day you will stop working. It may be by choice, or it may be forced on you by poor health or a poor economy. But for the remainder of your (hopefully long) life, you will be reliant on the assets you accumulated when working to fund your spending when you no longer work. Many smart wealth accumulators have given little thought to the decumulation phase of their life. (This is often called the “distribution” phase, but we will use “distribution” in a narrower way later, pertaining to tax requirements.)

			Many of the principles that guided you in the long accumulation phase of your life need to be modified in the possibly equally long decumulation phase. The new normal investing environment makes this shift in perspective absolutely essential. This book is a guide to this new paradigm.

			 

			Retirement Facts of Life

			When benefit programs such as Social Security (and its European analogues) were enacted in the late 19th and early 20th centuries, “retirement” was an unknown concept. Average lifespans to age 67 barely surpassed Social Security’s beginning age (65) to receive payments.

			In the intervening century, advances in medicine and nutrition have extended lifespans by about one year for each passing decade. A worker who retires in her 60s can expect on average about 20 years of further life, with a significant chance of 30 years or more. 

			In reaction, employers who had used lifetime pensions as means of attracting and retaining workers realized that longer lifespans were making those pensions unaffordable. Over the three decades from the 1980s through the 2000s, corporate pension plans became an endangered species. Today, only one in five workers can expect one. Pensions are concentrated among government workforces, so they are all but nonexistent in the private sector.

			Smart investors know all this and realize that they must accumulate assets to a level needed to provide the income they want once they no longer earn income through work. But while this is an answerable question, it cannot be a purely mathematical exercise, because there are three major elements that are unknowable:

			 

			[image: 9781.jpg]	How long you will live—you do not want your assets to run out before you do.

			[image: 9784.jpg]	What rate of growth you should assume in those assets, to generate the income you need.

			[image: 9786.jpg]	What the trajectory sequence of those returns will be as shown later—the same average return produces a very different picture if you retire at the end of a bull market vs. at the beginning.

			 

			The 4% Rule

			Smart investors have clamored for a simple rule of thumb that can be used to set a target for the assets they must accumulate, that is, their “number” and the rate at which they can decumulate (spend them down) in retirement. In the early 1990s, Southern California financial planner Bill Bengen offered an answer. Bengen examined a generic “balanced” portfolio of 50% stocks and 50% bonds to determine how much could be withdrawn each year under a wide range of historical market conditions.

			Large charitable institutions such as foundations have faced this challenge throughout history. They invest their endowments to produce enough growth to at least compensate for inflation. To maintain their tax-exempt status, they are required to spend at least 5% of their endowments each year. But endowments have different challenges than retirees. First, most are permanent institutions, so their “corpus” (principal) must be maintained and it cannot be completely spent out. Second, because they have what investment types call an “infinite time horizon,” they can take considerable risk, knowing they will exist long enough to recover from bad markets.

			Retirees’ challenges are both harder and easier. Their money does not need to last forever; they can “spend corpus,” as a foundation executive would put it. But they do not know just how long it needs to last. While we all would hope to live many more years than we expect, making sure your money’s lifespan is at least as long as yours is a challenge. Investment geeks call this “longevity risk.”

			Bengen found in his research that a retiree who spent (withdrew from investment accounts) no more than 4% of her assets each year, raising the amount each year for inflation, could expect her portfolio to last roughly 30 years, in virtually all past market conditions. So if she started at age 65, her assets would not be exhausted until age 95, or more than 10 years beyond the median life expectancy.

			The logic behind the 4% rule is simple. Although you invested mainly for growth when you were working, in retirement you will not be able to replace market losses from earned income, so you will need to reallocate your portfolio towards less risky assets. (This will be discussed further in Chapter 2.) Bengen used a 50/50 stocks/bonds portfolio in his back testing. If the long-run average return on stocks is about 9% and bonds about 4%, then the portfolio’s average return would be 6.5%. Subtract 2.5% average inflation nets a 4% real (i.e., inflation-adjusted) return. (Note that these are rough long-term historical averages and subject to change. In particular, we believe that average returns will be lower in the new normal.)

			Another way to think about this is that for a given sum to last an assumed 30 years of your remaining life (e.g., from ages 65 to 95), only 3.3% of it could be withdrawn per year, assuming no growth in the remaining (not-withdrawn) assets. This illustrates the principle that lower investment returns mandate a lower withdrawal rate. Inflation will increase the withdrawals necessary to maintain constant purchasing power, while investment returns will extend the life of the remaining assets. Withdrawal rates in the 3% to 4% range seem reasonable.

			 

			But 4% May Be Too Much!

			The 4% rule of thumb depends on many assumptions, all unknowable, including investment rates of return, inflation rates, and lifespans. 

			At the time of writing, bond rates of return are at historic lows because central banks throughout the world are suppressing interest rates, sometimes termed “the war on savers.” And much of the money expansion that central banks have engineered have propelled stock returns higher. Historically, abnormally high stock gains have been followed by very low gains, and sometimes sharp losses. Also, undeniable trends like slowing population growth throughout advanced economies—the “new normal” we introduce in Chapter 5—will lower asset returns compared to earlier times when demographics were more favorable , such as when the baby boomers first entered the workforce. So returns over the next few years are unlikely to reach long-term average returns mentioned above. Lower returns require lower withdrawal rates.

			In addition, the inflation rate faced by seniors is often higher than the headline rate for typical urban consumers. This is mainly because seniors spend a larger share of their budget on services, where prices typically rise faster than on goods. (It is hard to improve productivity of many services, but most manufactured goods are today made far more cheaply than a few generations ago.) Many services must be performed locally, with developed world pay scales. But most goods can be produced elsewhere at lower wages, then shipped to the developed world. Over the past few decades the inflation rate for seniors has been about one-fifth higher than the headline rate. So if the headline rate is 5%, seniors might face 6% inflation. While 1% seems trivial, it compounds over a 30+-year retirement.

			Finally, there is no sign that lengthening lifespans will reverse. Quite the opposite: diseases that just a few decades ago caused premature death are being medically managed, or cured entirely. The most fearsome diseases in the minds of older people aren’t physical but neurological, such as dementia and Alzheimer’s. Such ailments were less prevalent in the past because few people lived long enough for them to manifest.

			For all these reasons, a lower withdrawal rate than 4% is prudent. It will take considerable research to update Bengen’s work for 21st century realities. For the present, we will assume a target withdrawal rate of 2.5% of assets, with the amount increasing each year to reflect price inflation. This may ultimately be found too conservative, but it is better for your money’s lifespan to exceed your own than the opposite. (In later chapters we will occasionally use a 3% rate to make the math easier to follow.)

			 

			Your “Number”

			Choose your target income in retirement. Conventional wisdom says that your “replacement ratio”—the fraction of your pre-retirement income you need to maintain a similar lifestyle—is perhaps 80% or 85%, although some argue as low as 70% if you have very simple tastes. But if you have deferred aspirations of expensive passions like travel, your replacement ratio might be 115% to 125% of your pre-retirement income. Cruises and first-class travel aren’t cheap.

			Once you know that target income, you can subtract from it any pension or similar income you expect to receive, such as Social Security or annuity income. The remainder is what must come from your assets, that is, the amount you need to withdraw. Here is an example.

			 

			Pre-retirement income:		$60,000

			Desired replacement ratio:		×  120%

			Target retirement income:	=	$72,000

			Minus: Social Security income	–	$26,000

			Minus: Pension-like income	–	$   6,000

			Withdrawals from assets:	=	$40,000

			Required assets at start of retirement: 
$40,000/2.5% = $40,000 × 40 = $1.6 million

			 

			In this example, Social Security and pension-like income such as annuities are expected to provide almost half ($32,000 or 44%) of the total income needed. But the other $40,000 (56%) that must come from assets implies a necessary portfolio of $1.6 million. 

			Your own circumstances will be different: You may have more, or less, pension-like income; you may wish to replace more, or less, than 120% of your pre-retirement income; or you may have reason to expect to live an unusually long or short remaining life. But the basic math is as shown here. Table 1-1 on page 10–11 shows target retirement asset levels for many illustrative situations.

			Two cells in the table are in bold, representing the range of plausible options for a typical household with $60,000 in working income and fairly modest retirement aspirations (a 90% replacement ratio). These represent a rough minimum for anyone who wishes a middle-class lifestyle in retirement. The left bolded cell shows assets needed under a very high withdrawal rate of 5%: $1.08 million in assets. The right bolded cell requires twice the assets ($2.16 million) because only half the rate of withdrawal (2.5%) is planned. Higher income aspirations shown lower in the table imply higher asset targets, as a mathematical truism.

			 

			Table 1-1 Assets Needed to Support Retirement Spending After 
(Net of) Pension-like Income

			
				[image: 10857.png]
			

			 

			 

			Note: These computations are based on income needed from assets—i.e., net of 
any pension-like income such as Social Security or annuities, or income earned 
in part-time work.
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			What the table makes clear is: Unless you expect a very generous pension, maintaining something close to your spending level when you were working will require several million dollars in assets. Your target “number” is in the seven figures. This makes the statistics about actual household savings mentioned earlier absolutely chilling.

			So $10,000 in savings may allow for perhaps $250 a year in spending—less than a middle-class family spends in two days. Clearly, large swathes of American households are not ready for retirement. This will have profound implications for our economy, society, and public finances. For example, it isn’t hard to foresee senior citizens who have not saved (and who vote at high rates) voting for new taxes on young workers (who vote much less frequently) to pay for public retirement programs.

			This book is not for the many ostriches who failed to prepare and now desperately hope to make up for lost time. There are many books on getting out of debt and developing a habit of saving. Chapter 25 should discourage you from some of the most common mistakes investors make when they try to dig out of their holes.

			But this book is directed to smart investors like you. You followed the advice of financial pundits, who urged you to:

			 

			[image: 9788.jpg]	Save a large portion of your salary—10% to 15%. 

			[image: 9790.jpg]	Make use of tax-advantaged programs like 401(k)s  and IRAs.

			[image: 9793.jpg]	Contribute at least as much as your employer matches, if you are fortunate enough to have a match available.

			[image: 9796.jpg]	Invest your savings in a diverse portfolio, using mutual funds (and now ETFs); rely significantly on index funds to minimize your investment expenses.

			[image: 9798.jpg]	Weight your portfolio heavily in stocks early in life, and rebalance into bonds as retirement approaches.

			 

			All of this advice was supported by reams of research. Some of it won the Nobel Prize. But it was a product of its time—the particular conditions of the late 20th century. Since the 2008-09 recession, we are operating in a “new normal” and we need a new map.

			Some of the new truths about retirement planning include:

			 

			1.	Higher taxes and inflation are in our future. The “new normal” that has followed the 2008–09 recession (outlined in Chapter 4) is being driven by unstoppable demographic forces. Shrinking populations will not be able to pay for existing generous government programs at current tax rates. Developed world governments will raise taxes very significantly, probably by a factor of 100% to 200%. When that fails, they will print more money, leading to higher inflation. Dust off your leisure suit: the ’70s are coming back! Inflation will hit retirees especially hard: because the things they buy (like health care) typically rise in price the fastest, and because their fixed incomes cannot compensate for inflation. This book will comment on the classic inflation hedges such as real estate, precious metals, and other commodities, and show you their place in your portfolio.

			2.	It’s the income, stupid. Throughout the several decades in which you accumulated assets, you invested primarily for growth. But growth investments like stocks are volatile, and volatility is something you will tolerate much less once you are solely dependent on those assets for living expenses. Retirees have typically met income needs with CDs, bonds, and annuities; but historically low interest rates make these poor income sources, especially under inflation. This book will introduce “alternative” investments that can help.

			3.	You structured your portfolio to accumulate smoothly. You will need to put as much care planning for decumulation. Once you no longer have a steady paycheck, you need to arrange your assets to provide you income with equal stability. Tips to do this are a major theme of this book.

			 

			One of the authors’ last retirement books, Your Macroeconomic Edge: Investing Strategies in the Post-Recession World (YME), explained the new normal at length, with a few chapters applying its lessons for retirement planners. The world predicted in YME has now arrived. It’s the Income, Stupid! expands on YME with practical advice for smart investors. Simply by being smart in your planning, you are already ahead of 80% of Americans. With your new knowledge of the secrets contained in this book, you will join the handful who can be stress-free.

		

	
		
			CHAPTER 2

			The Lopsided Mountain 
of Retirement Planning

			 

			You may be age 70 and retired, age 60 and preparing for retirement, or age 40 and a long-range planner. Regardless, it is important to understand the stages of your financial life. 

			You will experience a total of four phases: 

			 

			[image: 9802.jpg]	Stage I was dependence: you relied for your care on parents. You had no money concerns because you had no money; your basic needs were paid for, and you spent little beyond those. Typically this stage lasts from roughly birth to 25.

			[image: 9804.jpg]	Stage II was independence and short-term accumulation: When you left your parents’ home, it was with a job that allowed you control over your economic life. You had to learn how to keep your expenses below your income. In time, you learned to save to achieve short-term aspirations: a car, a vacation, a house downpayment, kids, maybe further education. This stage typically occupies ages 25 to 45.

			[image: 9806.jpg]	Stage III is wealth accumulation: You realize that you will not work forever, so you increase your savings to accumulate assets so that you can spend them down once you no longer work. If you’ve learned about investments (or hired an advisor), you invested those savings—probably in stocks or stock mutual funds—so that they grow in value until you need them decades hence. This stage runs from ages 45 to between 60 and 70, although really smart investors (like you!) began accumulating even earlier.

			[image: 9808.jpg]	Stage IV is decumulation (also known as “distribution” or “retirement spending”): You will derive all or most of your income from your accumulated assets. Those assets need to be redeployed from the growth focus that was appropriate in your accumulation phase, to an income focus. You also will find that you can no longer tolerate volatility as you could when your need for available money was still decades away. You can no longer afford to wait for your portfolio to bounce back after a market crash. Even normal swings—which are becoming more pronounced—will be unsettling when you can’t backfill them with earned income. Where you spend your money will change over this phase. In the early years it may be on discretionary items like travel, toys, or gifts for the grandkids. In later years your spending will skew towards health care. As time passes, you will rely increasingly on assured income to meet your (escalating) fixed costs and less on choosing what to sell to meet discretionary expenses. As we are all living longer, it is entirely possible that your stage IV may be longer than stage III. In fact, it is prudent to financially plan for that, so you do not outlive your assets.

			 

			Your assets in the last two phases are like a lopsided mountain—a slow climb up in ages 40 through 70, and then (hopefully) an even slower descent.

			This book will concentrate on the decumulation phase. But since knowing your destination helps plan your journey, one of the last chapters will also address readers who may have decades before they retire. You can use those decades well. This chapter emphasizes stages III (accumulation) and IV (decumulation).

			 

			Stage III, Long-Term Accumulation: 
Be the Ant, Not the Grasshopper

			You are familiar with the conventional wisdom about how to accumulate enough assets to retire:

			 

			[image: 9811.jpg]	Save a considerable share (10% to 15%) of your earnings. Common rules of thumb are you should accumulate 2x salary by age 40, 5x by age 55, 10x by age 60, and 15x by your late 60s, if you plan to replace 100% of your working income from your assets. (Even this may not be enough. The goal of 15x your salary by retirement implies planning for a 6.7% withdrawal rate, which is foolhardy unless you are sure your portfolio will grow quickly in retirement, or you won’t live long.) The exact multiples depend on your target income, since Social Security will be a smaller share of a larger income. Your multiple may be modestly lower if your target income is fairly low, and moderately higher if the opposite. Make the most use of the power of compounding by investing as early as possible.

			[image: 9813.jpg]	Minimize taxes by taking the most advantage of tax-preferred accounts like 401(k)s and IRAs. At least contribute the maximum amount your employer matches (often 3% to 6% of salary, where it still exists).

			[image: 9815.jpg]	Invest in diversified, low-cost mutual funds and ETFs. Buy and hold—do not time the market.

			[image: 9818.jpg]	Weight your portfolio heavily with stocks when young, because your retirement will still be decades away and you can patiently ride out bear markets. As retirement approaches, gradually change your asset allocation to favor bonds, which are much less volatile than stocks. A common rule of thumb is: bonds’ proportion of your portfolio in percent should equal your age. So a 70-year old retiree should have only 30% of her portfolio in stocks and stock funds.

			This wasn’t your grandparents’ retirement planning. Many of them could expect a modest but steady pension. On the other hand, they might live only five or 10 years—not 30—after they stopped working. Smart investors like you have navigated unfamiliar territory with little help from native guides. It required superior discipline: to spend much less than you earned; to invest, not speculate; and to manage a portfolio, as opposed to a series of unrelated investments. Congratulate yourself, and your patient family.

			Now, the bad news: While the broad skills you gained through decades of discipline will still be useful, many of these specifics will be downright counterproductive. Many excellent accumulators make lousy decumulators. (“If I buy a new car now, I will give up an extra $100,000 in 10 years.”) But the whole point of all that accumulation was to eventually spend it—either on your own consumption, or on bequests to family members or to charities.

			The problem is that you need a plan that is as thoughtful about generating funds to meet your spending needs in retirement as your accumulation plan was while you were working. In other words, how can you organize your assets to generate a regular paycheck in retirement?

			 

			Stage IV, Decumulation (Distribution): 
It’s the Income, Stupid

			Traditional income planning meant one thing: fixed income investments like bonds and CDs. If long-term bonds were paying 5% or 6%, they exceeded the 4% guideline, so you could comfortably spend coupon payments without touching the principal. If you did not need to sell the bonds to produce income, you took no interest rate risk because you held the bond until maturity. In the early 20th century, bond “ladders” were a common strategy: buy several bonds of staggered maturity dates—such as 5, 10, 15, and 20 years in the future—and hold each until they mature. Choose those maturities around a “chunky” cash need, such as a kid’s college tuition or a major purchase (such as a long-planned dream vacation, or paying off your mortgage). When a bond matures, spend the principal if you have planned for it; otherwise, purchase another bond with a maturity that extends beyond your latest-maturing bond. (In this example, you could invest in a 25-year bond that matures five years after your latest-maturing bond.) It’s a simple but durable system, used by wealthy families and institutions for hundreds of years. And it is quite stable, since income is fixed and interest rate risk has been eliminated. Bond ladders are often the premise for many financial plans that shift portfolio weights out of stocks and into bonds as retirement approaches. But they have become less common as bond returns have fallen over the past generation.

			There are two problems with this conventional approach, which are mirror images: Inflation and interest rate suppression. Inflation undermined it in the 1970s, and financial repression undermines it today.

			Inflation is deadly to bond prices. Interest rates must rise to compensate for rising prices, to assure interest payments maintain the same constant purchasing power. But fixed income bonds, the usual type, have just that: fixed income. Traditional bonds’ coupons do not rise when prices do. So a bond paying 5% when inflation is at 2% offers a “real” (inflation-adjusted) interest rate of 3%. But if inflation rises to 6%, the coupon does not change: it is fixed at 5%. Now the real interest rate is -1%. Lenders are paying borrowers to rent their money. This is not what an investor hopes for.

			Inflation is usually a handmaiden to an overheated economy. After the inflation of the late 20th century, the U.S. Treasury began issuing TIPS bonds (Treasury Inflation Protected Securities) with a variable interest rate indexed to the consumer price index, which in theory eliminates inflation risk. 

			Because traditional bond coupons do not change, all new developments are instead reflected in bond prices. In the example above, a 5% coupon means that the bondholder receives $50 per year on a bond whose face value is $1,000. If interest rates rise to 10%, the $50 coupon doesn’t change. Instead the bond’s price drops to $500, because $50 is 10% of $500. Ouch. Fortunately, this only matters if you wish to sell the bond before maturity. Its price will converge on $1,000 as maturity nears. So if you hold it to maturity you can be sure to get $1,000 back from the bond issuers, as long as they do not default. But $1,000 may buy a lot less by then.

			But the other problem occurs when economies are soft: deflation. Central banks try to preempt deflation with massive monetary stimulus: that is, they expand the money supply to lower interest rates to encourage more borrowing and spending. This “financial repression” can create a “war on savers,” with extremely low interest rates—too low to offer the returns assumed in the 4% withdrawal rule.

			So a pure bond strategy is a recipe for disappointment at least (under deflation and financial repression), or disaster (under inflation). That’s why advisors have traditionally suggested keeping some of your portfolio (conventionally, 100% minus your age) in stocks, which are a better inflation hedge. Companies can raise their prices when their costs rise; bonds cannot. Holding bonds to maturity, and buying inflation-indexed bonds like TIPS, can also help. But no bond strategy can overcome repressed interest rates. We discuss this trajectory of asset allocations, called the “glide path,” and its inverse in Chapter 3.

			 

			Income Without Bonds

			Bonds aren’t the only income-producing investment. Here are some others. These are discussed in more detail in later chapters.

			 

			[image: 9820.jpg]	Dividend stocks. Originally, most common stocks paid a dividend: a quarterly cash payment to shareholders paid from profits, set by the company board of directors. In fact, one of the rigorous methods used to value common stocks was called the “dividend discount model.” The long-term dividend yield of a major stock index like the S&P 500 is currently about 2%—average annual dividend payments divided by a stock’s price is about .02. Companies are categorized by the fraction of their profits paid out in dividends, known as the payout ratio. Growth companies don’t pay dividends at all (a payout ratio of 0%); their boards feel that retaining profits to fuel faster growth is the better option. Many tech companies spurn dividends. Apple only began paying a dividend in the late 2000s. In contrast, mature companies with limited growth prospects may pay the majority of their profits in dividends. Utilities are the classic example: they can expect little growth in demand if their service territory is mature, so they do not need to retain much profit to accommodate customer growth.

			[image: 9822.jpg]	Preferred stock. Besides common stock, many corporations issue “preferred” stock, so-called because in liquidation its shareholders are in a preferred position ahead of common stockholders: they get paid ahead of common shareholders out of any liquidation proceeds. But all stockholders are behind bondholders. Preferred shares are equity/fixed income hybrids: they pay a coupon like a bond, but their price varies with the fortunes of the company. This is most true for “convertible preferreds,” where the shareholder has the option of converting his preferred stock into common stock. This will be attractive if common shares rise above the conversion price. So these hybrids typically are more volatile than common stock, but less than bonds.

			[image: 9824.jpg]	Alternative investments. This is a catchall term for a wide range of investments that generally are also hybrids: they typically pay a dividend or coupon, but can rise when the issuer’s business results improve. Some examples include:

			
					
•	REITs: Real estate investment trusts are like mutual funds that own income-producing property. Income comes from rents paid by their tenants. REITs differ based on the type of property they own (residences, offices, stores, hospitals, industrial plants, etc.) and by other characteristics.

					
•	MLPs: Similar to REITs, Master Limited Partnerships typically own energy properties. They may be “upstream,” such as producing oil or gas wells, “midstream” pipelines, or “downstream,” such as refineries.

					
•	BDCs: Business Development Companies lend to private firms such as small and midsized businesses, usually at floating rates of interest. 

			

			 

			All of these are organized as what tax professionals term “pass through entities” in which nearly all profits must be passed through to the owners. If at least 90% of profits are distributed, these entities pay no corporate tax. So dividend payments are high, often two to four times the yield of common stock. But because few profits are retained, these firms cannot grow quickly. Alternatives make great sense for income, but less so for capital gains.
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