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PREFACE


Retirement has changed, and it will change again.


After more than thirty years of researching, writing, and advising on retirement and retirement planning, I’ve learned that almost everything about retirement finances changes over time. As the sign on my high school chemistry teacher’s desk read, “The only constant is change.”


The pace of change seems to have increased in recent years, and significant changes seem to happen more often. More importantly, it appears we’re entering a period of explosive changes in retirement finance. In Chapter 1 I describe a series of significant and rapidly occurring changes that I see coming. Any and all of these could affect your retirement finances in the coming years.


Because of the cumulative effects of these changes, the middle of this decade is going to be an especially tough time to retire, or to be in the early years of retirement.


But I don’t write to cause panic or despair. I’m not a believer in the widely promoted “retirement crisis” or “retirement tsunami” discussed in the media. I don’t intend to cause people to wring their hands, gnash their teeth, or rend their garments.


My goal is to help you get ahead of these changes so that you can increase your financial security and independence at a time when others are worrying. I believe that there are solutions and responses to the concerns that I have identified. By solutions I don’t mean dramatic actions by Congress or regulators, though some such actions would help. Rather, I present practical actions that you can take, and I discuss them in clear and easy-to-understand terms. This is what I’ve been doing for more than thirty years in my newsletter Retirement Watch and its accompanying web site. I identify the issues and challenges facing retirees and pre-retirees and the changes that are occurring that might affect them.


From my independent research and analysis, I develop solutions and recommendations for my readers. I don’t work for a major financial services firm, and I’m not selling my services. I work for my readers. I conduct my own independent research and study the results of other independent researchers. Then, I present my best analysis and conclusions to my readers. I understand that the best solution for one reader won’t necessarily be appropriate for another. I don’t believe in cookie-cutter financial advice. I try to explain who should consider one action and who should consider another.


I sometimes refer to what I do as “revving up your retirement.” There are many parts and angles to your retirement finances. Too many retirees narrow their focus, dealing with only a few issues, especially their investments. In the last couple of decades they’ve relied on investment returns to carry the load of financial security, and healthy investment returns may have covered up mistakes and oversights in other areas. But your retirement will be more secure if you take a comprehensive approach. Over time, you should look at all the elements of your financial world and tweak as many parts as you can. When you complete your financial tune-up, your retirement will be sound and secure—the equivalent of a smooth-running engine. Instead of worrying about moves in the stock markets, you can be confident that whatever happens in the markets won’t matter that much to you.


Don’t try to take on everything at once. People who do that tend to become overwhelmed and give up. Work on one or two issues at a time. As you make decisions and take action you’ll realize that you’re becoming more financially secure and that you have fewer worries. You’ll also be planning wisely for the changes headed our way.


Top young professional golfers have at least one trait in common—one you can benefit from even if you don’t play golf. In interviews given in 2022, many of them said they had the same essential approach to golf: they never set out to become the top-rated golfer, to win a certain number of tournaments, nor to achieve accomplishments of that nature. Instead, they work each day to become a better golfer. That was their daily goal, and they often achieved it by making small improvements. They worked steadily at making those small improvements and over time, they became excellent golfers and reached significant milestones.


You need to take the same approach to your retirement planning, whether you’re already retired or a pre-retiree. Work on your total game but only work on one or a few parts at a time. Work at it steadily. Seek advice from independent sources that rely on research instead of rules of thumb, or one-size-fits-all recommendations.


Crucially, always be on the alert for changes and potential changes, and be ready to adjust and adapt your plan as needed. Don’t think that once a plan is developed that it’s set in stone. Too often I run into people who say, “Well, I’ve been retired for a few years now. There’s not much I can do.” That’s a dangerous way of thinking. You always need to be looking out for factors that could upend your current plan. Such changes have been happening regularly, and they are likely to happen more frequently in the coming years.


By following these guidelines, you can have the retirement you desire, despite all the obstacles and difficulties facing retirees.










CHAPTER 1 The Coming Retirement Squeeze: Why the Mid-2020s Will Be a Tough Time for Many Retirees



The mid-2020s could be the most challenging time in generations to be retired or approaching retirement. To be sure, there have been difficult periods in the past but challenges are emerging that are likely to present stiffer tests for this generation of retirees.


The last forty years have been generally favorable to retirees. There were tough periods within those four decades, but the overall trends have been good ones. Strong bull markets in both stocks and bonds began in August 1982. Government policies in the United States and in most of the developed world fostered an environment that has been favorable to economic growth and investment markets, and that has rewarded retirees. Investment returns over this period have been well above average, and that’s despite at least two periods of significant and sustained losses in U.S. stock indices between 1982 and 2021. Strong investment returns covered up many of the mistakes people had made in other areas of their retirement finances.


That was the past, but many people now take for granted the environment that created those good results. They have been taking it for granted that inflation and interest rates would remain low, that monetary policy would support stock prices, that government policies would be favorable to businesses and investors, and that the other key characteristics of the recent past would be permanent.


That’s not likely to be the case in the mid-2020s and beyond.


Many of those positive trends and policies that began in 1982 are ending. In addition, there are new, negative trends occurring that make the coming years likely to be very different from the previous forty years. In many ways, the coming years are more likely to resemble the 1970s than any other modern period, but this time there will be new and unique challenges.


Inflation Is Back


Inflation steadily increased after World War II and accelerated in the 1960s and 1970s. Inflation was so high and persistent that most individuals and businesses assumed it would continue indefinitely. They built that belief into their financial decision-making. That belief reinforced inflation and embedded it in the economy.


In 1982, the Federal Reserve (the Fed) made a significant change in its policies and set a new goal: wringing inflation out of the economy. It did that by raising interest rates and tightening monetary policy. The effort was successful, triggering a steady decline in inflation. After 1996, the 12-month increase in the Consumer Price Index (CPI) rarely rose above 2.5 percent, and it was often below 2 percent.


Other trends also contributed to lower inflation. Free trade and globalization expanded in the 1980s and boomed in the following years. As a result, the cost of manufacturing many goods decreased while supplies increased. At the same time, technology and other innovations increased productivity. Businesses were able to provide more goods and services at a lower cost than in the past. Deregulation and lower taxes also reduced the cost of doing business.
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The Consumer Price Index since 1958. All charts in this book were created by Robert Carlson using data published by the U.S. government.





With inflation contained, the Fed was able to focus on supporting the economy and stock markets. After the financial crisis in 2007 and 2008, the Fed injected a great deal of liquidity into the economy and markets without having to worry about inflation. In fact, one of the Fed’s stated goals after the financial crisis was to support the prices of stocks and other investments. The Fed believed that higher asset prices would increase the wealth of households and make them more likely to spend money and support economic growth, a phenomenon known as the wealth effect.


It became so clear that the Fed would inject money into the economy and markets whenever stock prices declined more than a modest amount that many investors dubbed the practice “the Fed Put,” a term derived from the options markets. This popular expression demonstrates that investors were secure in the knowledge that the Fed would not allow stock indices to decline too far before acting to support them.


Low inflation and the Fed’s support of stock prices ended in 2022. The massive fiscal and monetary stimulus during the Covid-19 pandemic dramatically increased the amount of money flowing through the economy. At the same time, key changes around the world reduced the supply of goods and services. Geopolitical conflicts, and some military conflicts, limited free trade and the positive economic effects of globalization. Aging populations in the United States and the developed world mean that a lower percentage of the population is active in the work force. This reduced supply of labor has forced businesses to increase compensation in an attempt to attract workers to provide the goods and services that consumers were demanding. An aging population also reduces productivity, and high productivity had been a key factor containing inflation in previous decades.


All of the money that the Fed injected in the economy increased the demand for goods and services at the same time that supplies of goods and services were declining. The result was higher prices and higher inflation. The Consumer Price Index reached its highest levels in forty years during 2022, with the twelve-month inflation rate exceeding 9 percent.


It is risky for retirees to assume that higher inflation is temporary. In fact it is likely that some level of higher inflation is embedded into the economy, and it will likely take some time to remove inflation expectations from households and businesses. The labor shortage is likely to be durable and can only be resolved with higher wages. In addition, trade conflicts and geopolitical tensions seem likely to be long-lasting. Greater regulation and higher taxes also seem likely to continue. In short most of the trends that led to the steady decline in inflation after 1982 seem to have stopped or reversed. Because of the changes in these major trends, retirees and those planning for retirement should expect the next five to ten years to differ in important ways from the preceding forty years.



Expect Lower Investment Returns


During the bull market that began in 1982, the rate of return on stock indexes greatly exceeded the rate of growth in the economy. That’s unusual. Over the long term, stock prices should increase only as much as the economy does. The stock of an individual company can increase more than the economy, because the company might be taking business from other companies or might be in a sector of the economy that’s growing faster than the overall economy. But the major stock indices shouldn’t be able to sustain a long-term growth rate significantly higher than the rate of economic growth.


Yet in the last couple of decades stock index returns exceeded economic growth by a significant amount. The reasons for that excess return in stocks can be identified by examining the forces behind the excess growth rate. This leads us to the conclusion that the excess stock returns will not continue.
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Interest rates on 10-Year U.S. Treasury bonds since 1962





Interest rates are key to the returns in bonds. A bond pays a fixed interest-rate to the bond owner. When market interest rates increase, an existing bond is less valuable to the investor because it’s paying an interest rate lower than current market rates, so the value of the bond is reduced. But when interest rates decline, an existing bond is more valuable because its yield is higher than market rates and also higher than yields on new bonds. Steadily declining interest rates are why bonds generated very high returns after 1982. Existing bonds became more valuable to investors as rates declined.


Interest rates tend to decline while the economy is in a recession as well as when inflation is declining. Interest rates began hitting a series of historic lows after the financial crisis of 2007–2008, but interest rates are likely to increase when inflation is rising and when it is embedded in the economy. Unless the deflation of 2020 returns, interest rates won’t return to their lows of 2020–2021 and could very well climb back to their historic averages. A rise to historic average interest rates or even higher rates would cause significant losses to bond investors.


Stock prices also are affected by interest rates. A stock is a risky asset, while a short-term Treasury bond is considered a risk-free asset. An investor is unlikely to buy a stock unless he or she believes it will deliver a higher return than a short-term Treasury bond. The difference between the expected return on a risk-free asset and the expected return on a risky asset such as a stock is known as the risk premium. An investor will buy a stock only if the return exceeds the risk-free return by enough to justify the risk, in the investor’s view.


That’s why when interest rates increase, stock prices generally decline. As interest rates rise, newly issued, risk-free Treasury bonds pay higher yields. Stock prices will then decline to ensure that the expected returns to buyers of stocks are high enough above the returns on risk-free bonds to compensate for the higher risk of the stock. So higher interest rates mean that, all other things being equal, the price of stocks declines. The riskier the stock, the more the price should decline when interest rates rise.


We saw this process in action in the first half of 2022. Interest rates on Treasury bonds steadily increased. The yield on the ten-year Treasury bond was 1.52 percent on December 31, 2021. It rose to 3.49 percent on June 14, 2022. That’s a significant increase, and it triggered declines in stock prices. The S&P 500 stock index declined by more than 20 percent from the beginning of 2022 to mid-June 2022. The riskier Nasdaq 100 Index declined by more than 30 percent during the same period. Those declines in stock indices mostly reflected revaluing stock prices due to higher interest rates.


Low and steadily declining interest rates were a key factor in the bull market in stocks that began in 1982. As interest rates declined, investors were willing to pay higher prices for stocks. Those low interest rates were artificially induced by aggressive Fed monetary policy. Without a significant economic downturn those low rates aren’t likely to be repeated. If a higher rate of inflation is sustained, higher interest rates will also be sustained, and that will hurt stock returns.
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Profit margins also boosted stock returns during the bull market. Several trends allowed publicly traded businesses to increase their profit margins over the years.


Key sectors of the economy came to be dominated by a small number of companies. Those businesses benefited from economies of scale, allowing them to provide their goods and services at lower costs than would be possible if they were smaller. Improvements in technology also led to higher productivity over the last few decades. Higher productivity improves profit margins.


In addition, the labor market was previously more favorable to employers. Employers generally had their choice of employees and didn’t have to compete for them by offering higher compensation. Before 2020, average wages generally increased at a rate no higher than the CPI and often increased at a lower rate. A decline in the percentage of workers belonging to labor unions during this period also helped employers reduce costs.


Other factors, such as deregulation, globalization of trade, inventory management strategies, and lower corporate taxes, also contributed to higher profit margins.


By most measures profit margins and business profits increased at a rapid rate. Profit margins generally hit record levels, and the share of corporate revenues and earnings that went to labor declined.


The factors that led to increased profit margins and earnings during the last twenty years appear to be either peaking or in decline. These factors include low interest rates, low taxes, a weak labor market, globalization, free trade, deregulation, and industry concentration. An investor would be wise not to bet on a continued increase in profit margins or even that recent profit margins will be sustained.
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Valuations placed on stocks were another reason stock prices increased much faster than the economy over the last few decades.


Stock valuations increase when investors are willing to pay more for each dollar of profit—for two reasons. One reason for this is if the investors expect the profits to increase rapidly. The other reason is if interest rates have declined and investors expect them to decline further. I believe that most of the increase in stock prices in the decades before 2022 was the result of both increases in profit margins and lower interest rates. Many analysts also point to earnings growth, but much of that higher earnings growth was the result of higher profit margins.


If you believe that interest rates will remain low and profit margins will continue to increase then you can conclude that stock returns will continue to be higher than the rate of economic growth. But that is not necessarily a safe approach.


The bottom line is that the new trends make it unlikely that investors will continue to pay more for each dollar of business profit, so stock valuations are unlikely to continue increasing. In fact they are likely to decline.


Another factor to consider is the natural rotation of the investment markets. U.S. stocks, especially U.S. growth stocks, were the dominant investment asset in the period following the financial crisis of 2007–2008, outpacing returns from other investments by significant margins. It is rare for the investment that had the dominant returns for a ten-year period to repeat as the top performer or even to be among the top performers over the next decade. Most often, there is a “return to the mean” in which long-term balance is restored when the previous decade’s top performer begins to lag.


Many retirement plans are built on an assumption that future investment returns will be similar to those of the recent past. That could be dangerous. Periods of above-average investment returns (bull markets) tend to be followed by periods of below-average returns (bear markets). As I’ve explained previously, key factors supporting the long bull markets in stocks and bonds that began in 1982 appear to be fading or reversing. Retirees and pre-retirees planning for the next five to ten years should consider this change in trends carefully. They should be prepared for a “lost decade” or longer in stocks—such as we saw from the late 1960s through 1982 and from 2000 through about 2013.


For details about the potential for a long period of low investment returns and how to respond to that risk, see chapters 2, 6, and 14 below.



Financial Foundations Are Crumbling


Two programs are the financial foundation of virtually every retirement plan in the United States: Social Security and Medicare. Those two programs have been becoming less and less secure each year, and this trend has been going on for many years. The deteriorating conditions are no secret. The trustees of each program issue a detailed annual report on the financial condition of the programs, including projections for the next seventy-five years.


Medicare is the primary source of medical insurance for Americans who are age sixty-five or older. This program doesn’t rely heavily on its trust fund. Most of the expenses of Medicare are supported by premiums from beneficiaries and general tax revenues. Only Part A, the hospital insurance segment of the program, relies on the trust fund. (See chapter 7 for details about Medicare and its different parts.)


The 2022 report from the trustees projected that the trust fund for Medicare Part A would be insolvent by 2028. Over the decade beginning in 2022, the trustees project Part A will run a deficit of $530 billion. A tax increase of 0.7 percent of payroll or a spending reduction of 15 percent, or a combination of the two, is needed to make the program solvent.


That’s the conservative projection, assuming the program doesn’t change much. But the Medicare Chief Actuary provided an alternative scenario in the same annual report. In this scenario, it is assumed that Congress periodically increases the rates paid to medical service providers to ensure many providers continue to accept Medicare beneficiaries. Under that assumption, the hospital insurance fund shortfall would be 1.6 percent of payroll instead of 0.7 percent, and the total spending would grow to 8.6 percent of GDP by 2096.1


Social Security is in worse shape because it relies on its trust fund to provide more of its funding. In its 2022 report the Board of Trustees of Social Security estimated the retirement trust fund will last until 2034, one year longer than was estimated in 2021. While the pandemic recession in 2020 was worse than anything the trustees had anticipated in previous annual reports, the recession was very short, and the recovery was much stronger than anticipated in the 2021 annual report.


When the trust fund is depleted, the Social Security retirement program won’t end. The trustees estimated that the annual tax revenue coming into the program will be enough to pay about 77 percent of benefits indefinitely. That means if Congress doesn’t take action to shore up the program before 2035, there will have to be an across-the-board reduction in benefits of 23 percent in 2035 and later years.


The trustees said that to keep the trust fund fully solvent through the next seventy-five years, in 2022 there would need to be a payroll tax increase of 3.24 percentage points, bringing the total payroll tax to 15.64 percent, or else a 20.3 percent reduction in scheduled benefits applied to all current and future beneficiaries or a 24.1 percent cut (if the reductions were applied only to those who initially become eligible for benefits in 2022 or later)—or some combination of the above.


Every year that reforms are delayed increases the extent of the required changes. For example, if changes aren’t made until 2035, payroll taxes would have to increase 4.07 percentage points, to 16.47 percent, or else all benefits would have to decline by 24.9 percent, or some combination of the two.


But the assumptions that were used to arrive at the conclusions in the 2022 report from the Social Security trustees may be too optimistic. The program could be in worse shape than indicated.


For example, the report estimated that the annual cost of living adjustment (COLA) in benefits in 2023 would be only 3.8 percent, when the CPI for 2022 was already above 9 percent. The Chief Actuary of Social Security publicly contradicted that portion of the report shortly after it was issued, stating that the COLA for 2023 could be around 8 percent. The report also assumed unrealistically low COLAs for the years following.


The trustees also assumed that the birth rate in the U.S. would increase to 2.0 births per woman beginning in 2021. More births would mean more workers in the workforce and more taxes flowing into the system. That would improve the system’s financial condition. But the birth rate assumption contradicts both recent experience and forecasts from sources specializing in demographics.


The conclusion that retirees and pre-retirees should draw is that changes in Social Security and Medicare are likely and necessary. The longer Congress waits to address this the more severe the reforms are likely to be. Retirement plans need flexibility and should have a cushion to adjust to benefits and tax changes.


There’s a good possibility that those already retired or within a few years of retirement won’t be affected by some of these changes. They’ll be grandfathered into the current program while later retirees bear the burden of cuts. That’s what happened with the Social Security reforms of the early 1980s. But retirees with higher incomes and wealth might not be grandfathered. They should be prepared for additional means-testing that imposes higher costs or provides lower benefits on them.


One Way or Another, We’ll Pay for Excess Debt


Debt can be destructive.


Federal debt was already high before the financial crisis, but it increased rapidly from 2007–2008 onward. Federal debt increased dramatically again during the Covid-19 pandemic. But official federal debt isn’t the only obligation the government has. The federal government has many other types of obligations and pseudo-obligations that aren’t officially listed as debt, such as veterans’ benefits, loan guarantees, Social Security, Medicare, Medicaid, and more. All told, these obligations amount to trillions of dollars.


The debt needs to be paid back over time through some combination of inflation, taxes, and reduced spending on other items. In addition, though they disagree on the details, economists agree that when a national government’s debt level exceeds a certain percentage of gross domestic product (GDP), the debt burden reduces economic growth. The level of the U.S. government’s debts and other obligations is well past that point, and most economists agree.


The United States has managed to delay the negative consequences of the high level of debt issued by the federal government after the financial crisis because the Federal Reserve bought a high percentage of the debt. That debt-buying program injected extra money into the economy and markets, leading to the high inflation that began in 2022. The Fed is unlikely to resume that kind of debt-buying any time soon. A consequence is that the federal debt burden could soon start restraining economic growth.


There are also other debts to worry about. Many state and local governments have high debt levels as well as obligations that aren’t formally considered debt. Employee pension benefits are a major obligation of state and local governments. The unfunded employee pension liabilities are so high for some states and localities that it’s difficult to see how the governments will ever pay them.


High levels of government debt will affect your retirement both indirectly and directly.


The reduction in economic growth from the excess debt is likely to result in lower investment returns. In addition, governments are likely to reduce services over time as they struggle to pay their debts. That will require you to either forego the services, or pay separately for them. The high levels of debt also mean that your taxes are likely to increase over time. Taxes are imposed at all levels of government. Unlike the federal government, most state and local governments can’t run budget deficits indefinitely. They must reduce spending or increase taxes. Either way, high government debt is likely to cost you more during the retirement years.


Global Politics and Increasing Conflict


The fall of the Soviet Union and the end of the Cold War were assumed by many to be the beginning of an era of reduced global conflict. But the period of reduced conflict didn’t last long. In the last few years, conflicts seem to have increased, reversing some of the trends that had improved economic conditions in previous decades, such as globalization and free trade. Conflicts between governments tend to reduce economic growth and disrupt investment markets in coming years.


I’m not an expert on global politics, but it’s easy to see that some things have changed. Both Russia and China have decided to challenge the United States for global leadership. The challenges won’t necessarily involve military conflict, though it is certainly possible. Short of that, we could see trade and travel restrictions, targeted regulations, cyber-attacks, and other disruptions. Global conflicts and tensions are likely to be a more important factor in the economy and markets than they were in the recent past.


The geopolitical tensions may also lead to internal political problems in developed countries, including the United States. In the developed countries, there has been a rise in nationalism on both the left and right sides of the political spectrum. That makes it harder to resolve global conflicts. There are also fewer areas of agreement than in the past between people in different political parties within countries. Those trends make it harder for elected officials to agree on solutions to national problems. Civil unrest also seems to have increased in many countries, including the United States.


Economic conflicts and hostility to wealthier people in society are also growing. We could see those conflicts play out in a range of actions, from personal attacks to legislation targeting select groups.


These and other conflicts within and between nations will likely reduce economic growth below what it would have been without the conflicts, and that will reduce investment returns. The conflicts, especially the global conflicts, are also likely to cause higher federal government spending and taxes, which, as we have seen, could also threaten retirement in a variety of ways.


The Boomer Peak and Its Consequences


The population is aging, and that’s a problem.


The Baby Boomers have triggered massive changes in institutions and the economy as well as significant disruptions in society throughout their lives. Now, most of that generation—those born from 1946 to 1964—is in or nearing the retirement years. The first Boomers reached age sixty-five in 2011. Since then, about ten thousand Boomers per day have turned sixty-five. But that is only the beginning. The middle section of the Boomer generation, which is larger than the early section, will begin turning sixty-five in 2024. At that point an estimated twelve thousand people will be turning sixty-five every day. That’s the Boomer Peak. All Boomers, an estimated 73 million people, will have reached age sixty-five by 2030. One-fifth of the U.S. population will be sixty-five or older in 2030. There will be more sixty-five-year-olds than children in that year.


The pressure on every aspect of retirement will increase as the Boomer Peak approaches, and it will continue as long as a significant portion of the boomers are with us. Additional demands will be put on institutions, programs, and sectors of the economy affected by whatever age group the Boomers are in at the moment, just as they were when the Boomers were young. The Boomers crowded schools and universities during their early years, as they went through their life cycle, they increased the demand for housing, baby products, and more. Now, they’re putting stress on goods and services demanded by those aged sixty-five and over.


The primary stress is on Social Security and Medicare, as we saw above. But the Boomers are also straining medical care. There are shortages of doctors, nurses, and other medical providers as well as of medical supplies. These shortages will only become worse, making it harder to schedule appointments for medical care and also increasing the cost.


In short, many of the goods and services you need and desire during retirement are likely to be in short supply and increase in price because of the aging Boomers.


As we have seen, an aging population also means decreased productivity and economic growth. This is a global problem. While the U.S. population is aging, its population is much younger than the populations of the developed nations of Europe and Japan. China also has a very old population, a result of the one-child birth policy it adopted several decades ago and relaxed only recently. The aging global population, especially in the major economies of the world, is another reason to expect economic growth to be lower than it has been the last few decades.


What You Should Do: Rev Up Your Retirement Plan


Most of the trends following 1982 favored retirees. But those trends are peaking and reversing and are likely to be against you if you will be retired during the mid-2020s, especially if you begin your retirement during that period. They’re being succeeded by new trends that will make it more difficult to maintain financial security and independence during retirement.


But my message is not one of despair and giving up. My message is that you can have financial security and independence in retirement, but you can’t rely on the strategies and systems that worked for previous generations of retirees. Those retirees benefited from low inflation, low interest rates, high investment returns, and a bull market. All of these trends are likely to alter significantly.


Instead, this is a time to rev up your retirement planning. The big trends will no longer cover up retirement mistakes and oversights. When most people think of retirement planning, they think first of the investment markets and how to increase returns. I’m saying you should pay more attention to the other elements of your retirement finances. You can’t do much about the investment markets; you certainly can’t control or predict them. But there are other aspects of your retirement finances that you can control. Collectively they’re going to have a big impact on your retirement financial security.


Rev up your retirement planning by adding more protection to your finances. Fortify your retirement by paying attention to all the steps in the rest of this book.


The actions you take now and in the next few years will determine how vulnerable you are and how likely you are to be buffeted by these challenging new trends.










CHAPTER 2 How to Build a Moat around Your Retirement



Retirees are likely to face some fierce headwinds in the mid-2020s and beyond. The risks to your financial security and independence in retirement are real, but you don’t have to fall prey to the forces and trends described in chapter 1. I didn’t describe those risks simply to frighten readers. I described them to urge you to take actions that will increase your financial security and independence. There are many factors affecting your retirement finances that you can’t control. But many decisions are under your control, and the choices you make can protect you and your family from the forces and trends that threaten retirement security.


While the details of retirement plans vary between individuals, there are concerns, risks, and fears common to most retirees. There also are broad strategies and actions most retirees should take to counter those risks. I refer to these strategies collectively as building a moat around your retirement to protect you from the forces that threaten your security. Establishing a moat allows you to spend more time doing the things you really want to do in retirement and less time worrying about spending too much, running out of money, or having your financial security upended by outside forces.


The terms “moat” may seem defensive, but the actions I describe here can also be viewed as offensive or affirmative steps to enhance your retirement. They are ways to rev up or amp up your retirement. Taking these actions will put you in better position than those who are more passive about their retirement planning, leaving themselves vulnerable to change and outside forces.


In this chapter I describe the key steps you should take to increase financial security and establish the retirement you desire. In the rest of the book, I provide more details on each of these steps, as well as other actions you can take to ensure your retirement security and financial independence.


Establish Your Retirement Paycheck


The prime goal of all the saving and investing you did during the working years was to turn the accumulated capital into a lifetime cash flow, or a retirement paycheck. The nest egg is there to fund your desired standard of living and to last for the rest of your life, no matter how long that might be. In effect, you want to replace the paycheck that was received during the working years with a steady, reliable paycheck from your portfolio and savings.


It has always been easy to find advice on how to accumulate money for retirement. But when I began researching, writing, and advising about retirement finances more than thirty years ago I was among the few considering the best ways to turn that retirement savings into income and cash flow. Fortunately, there’s been a lot of research done in recent years into what many financial professionals now call the “decumulation” period of life. Even so, many enter retirement without a clear plan for turning their savings into lifetime income. More importantly, they aren’t confident that they have the tools to ensure their nest eggs will last for the rest of their lives.


The first step in creating that lifetime cash flow is to establish a stream of guaranteed lifetime income. When you have guaranteed lifetime income, you’re ensured of not running out of money during retirement. Almost everyone has at least one source of guaranteed lifetime income—Social Security. This source of guaranteed lifetime income also has the benefit of being indexed for inflation. But you can also convert some of your retirement savings into additional guaranteed lifetime income.


In chapter 3 I explain the key benefits of guaranteed lifetime income. The data shows that the more guaranteed lifetime income you have, the more money you’ll be able to spend in retirement, and the less you’ll worry about running out of money, volatility in the investment markets, and other concerns.


The first step in creating a retirement paycheck is maximizing your Social Security benefits. Most people don’t claim their Social Security benefits at the optimum time, and they often regret their decision later in retirement. In chapter 4, I explain the factors to consider before claiming Social Security and how to determine the optimum time to claim, as well as the importance of spouses’ coordinating their benefits decisions.


The next step is to determine how much, if any, of your nest egg to convert into guaranteed lifetime income. This is a personal decision that depends on the amount of risk you want to take, the amount of control you want, and your potential regret from missing opportunities in the markets. Most people have more satisfying and secure retirements when they receive enough guaranteed lifetime income to pay their regular or continuing expenses each month. This guaranteed lifetime income can be generated by converting a portion of the nest egg into an annuity. In chapter 5, I discuss the best ways to convert a portion of your nest egg into guaranteed lifetime income and the different kinds of income.


The final step in establishing your retirement paycheck is to develop a plan and process for converting your retirement investment portfolio into a regular stream of cash flow. You want to be able to spend your accumulated capital without taking the risk of running out of money later in retirement. To do this, develop an estimate of how much money you’re likely to spend to maintain the retirement lifestyle you desire. In chapter 6 I present data on how retirees typically spend their money over time and show you how to establish a process for distributing money from the nest egg to fund your desired standard of living while avoiding the risk of running out of money in retirement.


Converting your retirement savings into a reliable retirement paycheck or lifetime cash flow is a key step to protecting your retirement security from the headwinds that retirees will face during the rest of the 2020s.


Minimize Out-of-Pocket and Surprise Medical Expenses


Spending on medical services increases as we age. Many pre-retirees and retirees worry that they will incur high out-of-pocket medical expenses that will deplete their nest eggs during retirement. Fueling these fears are estimates issued annually that regularly show that a retired married couple is likely to spend $300,000 or more in out-of-pocket on medical expenses over the next thirty years.


To avoid the risk of having medical expenses drain your retirement nest egg, you need to avoid the Medicare mistakes many beneficiaries make.


You must first decide whether you want to join a Medicare Advantage plan or stay with original Medicare. In chapter 7 I explain the differences between the two options and guide you toward making the best decision for you. If you opt for original Medicare you should also purchase additional medical insurance. In chapter 7 I also explain what kind of insurance you need and how to shop for the policy or policies that are best for you.


Making good choices about Medicare substantially reduces the risk that you’ll have significant out-of-pocket medical expenses or surprise medical bills during retirement. You could save some money in the short term by opting for lower insurance premiums, but most people save more in the long term by following guidelines that will limit the potential for high out-of-pocket expenses, as explained in chapter 7.


Position Your Portfolio for Both Growth and Protection


Retirees must make these important investment decisions for themselves since fewer and fewer employees have employer pensions. They enter retirement with substantial investment portfolios in 401(k) plans or IRAs.


You can’t control the markets or have any influence over them. But you can position an investment portfolio to earn solid returns and to protect most of the principal from the effects of major stock market declines.


Many factors affect what investment markets do in the short term. You can’t anticipate short-term market changes and shouldn’t attempt to. Over intermediate- and long-term periods, however, two economic forces influence what happens in the market. These factors are economic growth and inflation. Sometimes both factors move in the same direction, and at other times they move in different directions. As a result, there are four potential phases during a full economic or market cycle. These phases are shown in Chart 2-1.




[image: Image]

The four phases of the typical economic cycle





The phases are the different stages of the typical economic cycle. While there can be differences between economic cycles and short-term variations in any given phase, over time a clear pattern emerges. The cycle begins with the expansion phase. In an expansion, economic growth is rising while inflation is falling. Eventually, inflation begins to increase because of the forces of the expansion. The economy then moves into the peak phase in which economic growth continues to be positive while inflation is rising.


The Federal Reserve Bank usually begins the end of the peak phase by tightening monetary policy in order to reduce inflation. The economy enters the contraction phase when economic growth falls because of the tighter monetary policy. Inflation continues to rise because tighter monetary policy takes longer to affect inflation than economic growth. Finally, the economy enters the trough period when both economic growth and inflation are falling. Sometime during the trough, the Federal Reserve Bank decides the economy needs to be stimulated to end or avoid a recession. A stimulative monetary policy is initiated, and the cycle begins again with an increase in economic growth.


The cycle presents a difficulty for many retirees since they don’t have portfolios that are genuinely diversified, though they think their portfolios are diversified and may even have been told so by a financial professional. A typical portfolio is about 60 percent invested in stocks and 40 percent invested in bonds. As someone approaches retirement, the stock allocation might be reduced, but it is still significant. In these portfolios, the returns and volatility are at least 90 percent correlated with the stock indices. That means the portfolio does well only during the expansion and peak phases of the cycle. Positive returns depend heavily on positive economic growth, and they aren’t even particularly good when growth is rising if inflation is also.


This isn’t a big problem for many investors. During the working years, the portfolio has years to recover from falling markets, and you’re continuing to add new savings to the portfolio. But, as I explain in chapter 15, people in the period that includes the five years before and after retirement are susceptible to what’s called sequence-of-returns risk. A decline in the portfolio during that period can disrupt a person’s retirement plan.


The retirement nest egg is generally at or near its highest value as you near retirement. A significant decline in its value at that point greatly reduces the chance of success for the retirement plan. You no longer have years for the markets to recover and put your plan back on track. At the same time, after retirement you aren’t adding new savings to the portfolio because you’re no longer working. In fact, you are likely to begin withdrawing money from the portfolio to pay for retirement living expenses. The money withdrawn won’t be in the portfolio, as it was during your working years, to benefit from the next market recovery. That means the portfolio must earn an even higher return after the decline to get back on track.


Even worse, sometimes the contraction and trough periods last longer than average. A retiree with a traditional portfolio would be greatly harmed by a long-term bear market that began just before or during the early years of retirement. As I explain in chapter 15, such periods occurred in the 1960s and 1970s, and also in the early 2000s. A retiree should be aware of this possibility and seek to protect the portfolio from such events. As I explained in chapter 1, there’s a much higher probability than usual that the mid-2020s and beyond will be such a period.
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