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To Laura, mother of our four; wife for life.


INTRODUCTION

For more than three decades, until my December 2017 retirement, I’ve asked clients about the financial strategies and experiences they had prior to our engagements. Roughly two-thirds had obtained great professional guidance, but had switched because of retiring advisors or a change of residence. However, about one-third of my clients had one of three problems that kept surfacing:

•   They did little to no planning, ignoring professional advice but occasionally taking ideas from magazine articles or other impersonal sources.

•   They diligently planned, using self-help books or software that offered strategies that were not customized to the client’s specific situation.

•   They engaged human advisors who gave them bad advice (biased or incompetent) or bad products (inappropriate or noncompetitive). This includes professionals who used ghostwritten books to subtly promote their own financial products or fee-based services.

The first and second problems were usually caused by fear or disrespect of financial professionals, even though most professionals really do offer sound advice and problem-solving products. At best, these three problems led to inefficient or costly results; more often they led to financial disaster.

Real human experience stories, especially the tragedies that most of these are, help us learn and motivate us to act. True accounts stay with us because we see a path to avoiding danger. Although some of these accounts show certain advisors employing guile, or issuing self-serving advice to clients, not to mention poor judgment by some clients, don’t get the wrong impression: these are rare horror stories from three decades of observation, and they are far from the norm for advisor behavior or even client error. They are admonitions. They are reminders to pray, or to at least have compassion, for the victims. I do not want anyone to make the mistakes we will explore. I want you to benefit from the information provided here. Buy copies of this book for your adult children and pre-retiree/retiree friends. This book can help you, and those you care about, avoid financial pitfalls. It can help you think about money as something to steward wisely rather than to hoard in fear or risk greedily. I have no products or advice to sell.

This book is different from other personal financial planning books for consumer use. Most topics herein have engaging narratives of real-life drama, success, and wrenching failures. These events rippled through time in their effects upon individuals and families I have known, with whom I have cried or celebrated. Much of my advice runs counter to commonly held beliefs among the writers of sensational news, regulators, and industry professionals. But every strategy discussed here is justified or derided in a way that enables you, the user, to determine whether it is good or bad for you in your specific situation, because I specify the conditions under which the strategy may be sound.

Knowing the conditions under which a strategy can help or hinder reduces the risk involved in doing one’s own planning. Knowing the conditions under which a professional will make recommendations in your best interest is crucial to coordinating your strategies (newsflash: fee-only advisors are not the only professionals who must and will work in your best interest). Understanding the conditions that bear upon your product and advisor choices are what enable you to become confident—not merely emotionally, but validly—in your decisions. We will explore optimal decision-making as well.

Finally, as the title implies, I will identify numerous little-known—even some intentionally withheld or mischaracterized—strategies: boom and bust indicators, restrictions upon consumer choice, good-versus-poor value factors, and others. These issues are crucial to understand when planning for success with your money and other hard-earned assets that you have the responsibility and privilege to steward.

How This Book Is Organized

Chapter 1 is about types of professionals and who will be best able to help you. It clarifies professional designations, “captivity” and degrees of “independence,” analysis work you can rely upon yet obtain free, paying fees, and when commissioned brokers may be relied upon versus when they may not. This chapter, like the others, has “secrets” and “little-knowns” of success you’ll definitely need. There are new developments in services, including practical tips on the fiduciary debate and regulatory environment that affect you. Do-It-Yourself (DIY) software and online robo-planning, new phenomena, are also clarified to help your decision-making. The planning process itself, updating plans, and when to just focus on a few components are also explored in chapter 1.

The Six Components of Personal Financial Planning

Big problems can arise if you don’t coordinate and integrate these components carefully, so each component has its own chapter. You might be tempted to skip chapters 2 and 3, thinking that you have a handle on your budget and insurance strategies. Skipping any chapter, especially these foundational ones, would almost certainly cost you some efficiency, which equates to real money and important options. There are some very scary real-life accounts of intelligent adults who assumed they knew all … and lost big! Ever heard of someone losing money in a money market account, or losing their disability payments while on an approved disability claim? Hmm, what’s that they say about the three parts of the word “assume”? What does it make out of “u” and “me”? Chapters 2 through 7 cover the six financial planning components:

Chapter 2: Financial position (including cash and credit management and budgeting)

Chapter 3: Risk management (non-insurance and risk transfer techniques)

Chapter 4: Accumulation planning (strategies and the truth about financial and non-financial investments)

Chapter 5: Income tax management (including considerations most brokers always say to “talk to a CPA” about)

Chapter 6: Retirement planning (tips for the young, for seniors, from medical to lifestyle and everything in-between)

Chapter 7: Estate planning (health care powers of attorney versus living wills, and much, much more)

All of these topics connect to each other, and some integrate deeply, such as tax management and accumulation strategies. Picking optimally efficient strategies for your individual portfolio might depend on having an insurance product (risk management, like long-term care insurance) perform double duty with accumulation strategies, tax management, and retirement planning. Likewise, certain tax-advantaged pure investments may not be discussed in detail in the accumulation chapter because their use is primarily for retirement income planning. So, if you skip a chapter, you might miss important discussions that you assumed should be only in your chosen chapters. Topics are labeled within chapters to help you judge which to focus on in a detailed read versus a skim.

What’s New

There are several little-known changes and trends in financial products themselves; these are explored in the applicable chapters, mainly chapters 4 and 6 (accumulation and retirement). One financial product, of which even many professionals are unaware, is new on the market since 2014: Qualified Longevity Annuity Contracts (QLACs). It’s still evolving in 2018, and so is the supplier list. Yes, there are new things under the sun! There are significant trends in some product categories, too, including some still-little-known changes in the last decade in some composite investments: mutual funds, investment trusts, derivatives, and risk-hedging products. Changes are brewing, too, with equity-indexed annuities. Design and tax treatment of life and annuity products are also changing: for example, drawing a death benefit from newer life policies while alive in event of terminal illness or to pay for at-home or institutionalized nursing and custodial care. There are also hybrid policies for long-term care expenses that can be for ordinary income (no premium loss if long-term care insurance (LTCi) is unneeded), and that preclude premiums being required. These trends and new products are clearly described and “prescribed” to help you decide whether and to what extent they are needed in your situation.

Supplemental Resources

This book provides extensive detail, key references, and an index. Supplemental resources and a blog are online for my valued readers: AuthorDan.com. If you are a business owner, this book can help you and would be an appreciated gift for your employees (they’ll see that you care). But financial planning for business entities is a different—and just as crucial—“to-do.” I’m working on a book all about that, so look for it in the future.

Ready to finally get your finances as close to optimized as possible? Great. Let’s get started!


Chapter 1

ADVICE, ADVISORS, AND WHAT’S NEW

The following experience did not end well for anyone involved.


Frank’s wife Lu felt a twinge in her neck as she jerked her head left, away from the overdue mortgage notice, toward her husband’s shout.

“Bastards!” he yelled, crushing the annuity carrier’s letter.

“What?” she gasped, simultaneously wiping away tears and rubbing the back of her neck.

“These people actually refuse to take my whole rollover! They want to know what I want them to do with the half they won’t accept. The rollover was almost nine hundred thousand and I chose them to get away from market risk into this pension thing Chester advised me on. Almost a million dollars, and they have the nerve to tell me that?”

“Says here, Frank, that your income is zero now and expenses are four thousand monthly,” Lu said, reading the letter. “Where did they get that? Our expenses are twice that anyway.”

“I made a hundred forty thousand until the layoff, and I can hit that again anytime now. I don’t know why it says four—” He paused and looked again, and his mouth fell open. “Says some financial report has my other assets at zero but that my application shows another million in something called ‘nonqualified’ mutual funds. If I were worth two million, we could retire early. What is this?”

“Frank, calm down. You’re already so over-focused on getting re-employed, you forgot to pay the mortgage.”

“I did not. It’s auto-debit from checking and we had …” He watched a tear escape Lu’s eyes.

“Hon, the homeowner’s dues and the club and several other things come out first, and you wanted the vacation paid with cash, not on the credit cards, so—”

“Our credit is going to crash.”

“Didn’t Chester say you could take income right off the bat from this new IRA until he got you a new job?”

“Right, and there’s no surrender charge on that, but he said his fee for coaching and job consulting would be less if I paid in lump and … He’s got this thing all in a spreadsheet and he knows what he’s doing. He’s been a career and investment coach for over a decade. I hope he won’t see me as some lower-priority client now that the investment is half what we expected, but I can’t figure out how this—”

“Everything will be fine, hon. Call him Monday and get it all put into the pension annuity, just like he advised, and then it will be there if you don’t find the kind of job you want and you have to keep looking. At least we have the option to start the annuity early. It’s almost what we need for the mortgage and debt, anyway.”

“Yes. This letter is obviously some mistake. Chester will fix this, just like he found the best annuity by being different from all those shyster brokers he showed me articles on. Why anyone would use a broker, I cannot fathom. Those guys don’t care about your career or income or retirement like Chester and people at a professional career-focused shop like his. Watch, he’ll fix this Monday. Anyway, this can’t be real. Who ever heard of an investment company that wouldn’t take your money? This is America, isn’t it? I get to pick what I invest in, don’t I?”

Turns out, Chester had correctly calculated that the income from the rollover annuity would cover most expenses … if they waited a year to take income; no income without penalties prior. Frank and Lu had told Chester that they would put their vacation—a tax-deductible one due to Frank’s interview schedule and possibly starting a business consulting for his old employer and others—on credit and that Lu was about to start a job, but that fell through. So Chester had them roll the entire 401(k) into the annuity. Chester knew that because of the regulatory environment annuity carriers must deal with (more on this later), these carriers have become so intimidated by regulators and the legal environment that they are de facto forced by the government to deny people full investment choice. Carriers design their applications, and sometimes check financial sources, to enforce what is actually the government dictating to consumers that they cannot invest more than half of their investable funds in insurance products; roughly half must be in other forms of investment. Frank wanted all existing investable funds to be in an annuity that was his personally owned pension; he wanted all new savings from any new job’s income to go into at-risk mutual funds, but he wanted to protect the existing assets. To maximize the sale and to satisfy Frank’s desired strategy, Chester had lied on the application Frank had signed and hoped random examinations would not be made. For his part, Frank felt he could trust Chester, and it was Frank who had pushed for this two-phased strategy of diversification. Chester had also used his role as a career coach and job hunter for-fee to simplify things for Frank. Chester made the rollover decision appear as a no-brainer he could be most trusted to handle because “career coaches work for fee and only for the client and find investments that have minimal commission and maximum consumer value.”

Last I checked, Chester still had his insurance/annuity license. Frank still trusted him—or maybe felt his career was in Chester’s hands and he had better help Chester. Frank confided that he protected Chester by taking responsibility in writing for lying on the application. Nothing more came of the matter, except this: I showed Frank a far better annuity and showed him that Chester was appointed to sell for only two carriers, and that Chester’s commission was about the same as other agents’. Frank could not change annuities, having gone well beyond the thirty-day free-look period for switching back. Frank had the other half of his funds sent back to the old 401(k), and when the market corrected, he sold those funds and put it all into the money market account of the 401(k) … having sustained an 18% loss. That loss would not have occurred had this American citizen been allowed to invest as he chose. Three cheers for that career coach and for the regulatory environment? I think not.



This account leaves several questions unanswered. What are these licenses? Who is best to trust when investing? Might the current regulatory environment actually deprive Americans of their constitutional right to choice in investing—or might the “nanny state,” irritating or not, help more than it harms? How can all of this be navigated for optimal personal decision-making?

Let’s examine the types of professionals you may encounter and use: their function, their expertise, what conditions create trust, and who represents the best interests of whom. Since these professionals operate in a regulatory environment, let’s examine industry self-regulation, the legal or litigious environment, and direct governmental regulation. At the end of this section, you will be well equipped to make wise decisions about keeping or changing the professionals you use. But first, let’s look at the connection between media, regulation, and public perception of trustworthiness, and how individual consumer decisions can be hampered—to their financial disadvantage—by a growing trend of distrust.


It was 1995 when I sat in my Williamsburg, Virginia, office and opened my Newsweek magazine to the financial section. I grimaced at its cartoon, which depicted a stockbroker and a CPA picking a consumer’s pocket. The article itself proclaimed that its writer was saving the public from unscrupulous financial professionals who preyed upon the ignorant; that this behavior was rampant. What cynical sensationalism! I immediately thought of a CPA friend of mine from church, an honorable man named Starbuck. We both had young children and were family men, respected in the community.

This sort of thing will cost us business if it keeps up, I recall thinking, and make people shy away from needed advice toward less-than-optimal self-help. Worse, it could keep people from the help they need.

Since then, I have seen these sorts of depictions and generalizations increase, and noticed it getting harder to market or close a relationship that both the client and advisor need. Our businesses did grow, but it got progressively more expensive to draw people to attend seminars, respond to ads, and engage in a relationship. Sure, we all have read about consumers being done wrong. I personally have never had a consumer complaint. In my research for this book, I found zero studies that found any greater propensity for dishonest dealings among financial professionals than among any other category of professional consulting or sales.



Stories of dishonest and incompetent planners do exist; quite a few are in this book! The reason people may get the impression that financial professionals harm clients more frequently than other professionals is that there is so much at stake that it’s frequent news. The importance of financial decisions, especially ones dealing with the totality of one’s finances, is huge. Big rip-offs always make the news, and differing philosophies about earning commissions, et cetera, make for sensational media items that generate suspicion about motivations and honesty. This is all very high visibility.

Cerulli and Associates is the financial industry’s most respected marketing research company, and its various studies found that consumer propensity to respond to and to engage financial professionals is about one-third as likely as it was in 1987 when I entered the industry. What do you suppose has caused consumers to be so jaded toward this industry’s products and professionals over thirty years? I submit that consumers’ willingness to trust has been severely marred by media reports on three types of news: sensationally bad financial professionals (whether generalized or high-profile like Bernie Madoff), government “having to” add increasing regulations on product producers, and individual advisors/brokers. These three types of news items diminish public trust and esteem for the industry and the servants of consumers, and they cause consumers to fear to make decisions they need to make.

Did you know that, in order to obtain Errors & Omissions (E&O) insurance—which is required to offer fee-advice or products to the public—an advisor or broker must agree to not defend him- or herself or publicize details of a consumer complaint that he or she contests? The E&O insurer, not the broker or advisor, decides whether the case will be settled. If the professional wants to prove innocence, he or she is not allowed to do so! The behind-the-scenes regulatory environment is causing financial professionals to retire early, reduce what they are licensed to offer, and to restrict whom they serve. This environment has even caused manufacturers of investments to put up red flags in their marketing materials, which scare off investors. It has caused manufacturers to place restrictions on what business they will accept, restricting the public’s buying and advisory choices and, in some cases, tempting manufacturers to lie on product applications.

Complex is “bad”?

I was one of the invited speakers at a seniors’ luncheon in Charlotte, North Carolina. The host organization picked one professional from each of several areas of service to seniors. There was a Medicare expert from the government, who was very helpful and clear-speaking. There were two different types of safety experts from local firms, and a well-respected annuity salesperson. After the annuity specialist finished, I was to speak on long-term care strategies, and I rose to prepare the projector. The host asked me to wait for an impromptu speaker, a compliance auditor from the North Carolina Insurance Department.

The auditor promptly derided annuities as a category, proclaiming them complex and inferring that this constituted poor consumer value. From my seat, I heard two couples almost immediately decide on certificates of deposit and balanced mutual funds, respectively. I never got to discover whether they passed on annuities, but I also wonder whether they ran out of income years later, since—for all their good and useful purpose—neither category of products offers guarantees of lifelong income, and one can lose substantial market value. That regulator had actually influenced people he had never met to abandon a whole category of products that they likely needed, at least to the degree that guaranteed income could be matched up to guaranteed-to-pay-out expenses. Yes, there is a way to calculate the minimum one should have in an annuity for this specific purpose, matching guaranteed income to guaranteed-to-incur expenses.

To finish the account of this event: the regulator-speaker caused so much worry with his talk that my own presentation was sabotaged. Half of my talk was on a new type of annuity that doubled as a no-more-premiums long-term care insurance policy. This product, which was new at the time, provides several times one’s deposit in long-term care insurance (LTCi), plus new tax and Medicaid qualification advantages, and can be used for regular income if the owner no longer wants the LTCi. But, presumably because of the regulator’s implication that annuities were bad (he knew nothing of this new type, I discovered later), not a single attendee showed the slightest interest on the response cards.

Did the regulator, or anyone who generalizes implied advice, adversely bias consumers to avoid products that they actually needed? Almost certainly so.

Regulation

Don’t get me wrong here. Without regulation, disclosures and license standards would not exist to protect consumers from the likes of Chester, discussed earlier. But did the vast amount of regulation over the years protect Frank from Chester, anyway? And is it really the case that we can only trust government to be the regulators, or might industry self-regulation work best? As it happens, in North America, industry self-regulation actually does account for most regulation anyway! Let’s explore how that works and how both government and industry self-regulatory bodies work to help consumers. These are things you must know in order to protect yourself and be on the lookout for the rare but real shyster. After all, it’s not that there are more dishonest or incompetent financial professionals per thousand; rather, the problem is that you rely upon these people for far more weighty decisions than most buying decisions you face. This is why the question of “fiduciary status” has become such an issue today. The Department of Labor has issued a directive making fiduciaries of all individual sellers of and advisors on qualified retirement funds and IRAs. A 2017 Executive Order has required a reexamination of the impact of this upon consumer choice, and that reexamination may result in change or discontinuation of the regulation.

Fiduciaries

A fiduciary is a person or firm that acts—legally or contractually—in the best interest of another. Legally, fiduciaries are in a position of trust and obligation toward the person they agree to serve and must place that person’s best interests above their own. Some have incorrectly interpreted this to mean that their compensation must be “reasonable” in order to do this, but that standard has not been in American law or regulation until recently because, traditionally, market forces set prices, and fiduciary duties are about care owed once the relationship is formed. There is another reason for compensation not being a part of this: Constitutional law clearly forbids government from setting prices, except to deal with monopolies and national crises. Fiduciary duties grew from the development of the Law of Agency (way back in the Elizabethan days of jolly old England), by which an agent owed fidelity to a principal (a client) in defined weighty matters such as realty representation, legal representation, and any contractual agreement that formally established such a relationship. Of course, fair dealing is a legal obligation of agents to all parties involved, regardless of his or her duty to all. For example, a real estate agent, a financial planner contracted to work for a client, and an attorney cannot lie to others in order to advance the best interest of their client. An agent can also represent two or more opposing parties, provided the agent obtains consent from all clients and takes steps to avoid advantaging one at the other’s disadvantage.

Over time, standards of care have developed to enable agents of investment companies or insurance companies to serve their principals (the company, not consumers) with fairness to the consumer. As noted above, the consumer knowingly allows this by acquiescing to the fact that the broker may not have every investment available to evaluate for a given recommendation or assignment to find “the best” for the client. The broker finds the best available. Why? Would you expect a store that offers food to obligate itself to find the very best green beans and offer only that brand? No. But what is at stake is far more important than a so-so meal versus a fantastic meal. So the standard of care has developed to generally mean two things: (1) The product and actions recommended are as optimized for the particular client as humanly possible, and (2) the best available product is sold. Again, not all brokers have the same product mix, and not all brokers have the same analytical tools and talent pools to optimize a client’s finances.

Different advisory and sales functions are regulated by different organizations. These can overlap because advisors have multiple licenses. Investment Advisor Representatives or IARs (fee-only and fee-and-commission advisors) are prohibited by regulation from giving you testimonials of clients (presumed in the law to be misrepresentations). No kidding. Get to know the human being. State insurance departments do not usually publicize discipline history, but all do answer direct inquiries. So check the website or write to them. State and Canadian provincial insurance departments subscribe to a common disciplinary database, so you need not check with multiple insurance regulatory bodies. If you think there may be a problem, check with the professional’s manager and/or compliance department first. You can also use FINRA.org’s complaint or BrokerCheck function for any concerns about securities and hybrid insurance/securities. Fee-advisory firms and individuals are regulated simultaneously at the federal and state level, depending upon the magnitude of the advisory practice, so check at both levels (search for your state’s corporation commission, then find the “investment advisor” link). The federal site is SEC.gov.

How do you maximize your chances of finding the right professional for your needs? A Certified Financial Planner (CFP) is trained to make the right referrals and to work in your best interest, even if not functioning as a member of a firm with Registered Investment Advisor (RIA) designation, because the CFP code requires it, regardless of any state or federal law. It is best to start with a comprehensive examination, similar in concept to a family physician performing an annual physical. If you find, in working with a CFP, that active management of money is needed, that is the service that requires disclosures in writing of the advisor’s history and specialties. That document is a Form ADV Part II, or a brochure containing the same information. Most people just sign to say they’ve read it, but it is important reading, mainly because it does show specialties, licensing, and education. Being regulated as an investment advisor or as a representative of one is not necessarily about fees. It is about advice given on any of three securities management issues:

1.   Prescribing the selection of money managers

2.   Acting as a money manager with discretion to adjust the portfolio

3.   Prescribing (not merely offering or discussing) a specific asset allocation percentage for specific asset classes of securities (if recommendations are limited to a specific allocation to guaranteed non-securities assets, this is not investment advice requiring registration)

Prescribing an asset allocation means defining specific percentage breakdowns in order to attain a specific target return and minimize volatility associated with that target return, or to maximize likely return for a given upper limit of volatility. These two mathematical procedures result in an “efficient portfolio,” but there are many efficient portfolios one could prescribe. The “secret” is to find the efficient portfolio considering your income draw. That additional constraint changes the math. A good IAR will use Monte Carlo simulations (explained later in this chapter), and an expensive database feeding that modeling, to determine the “efficient portfolio” for you, in order to discover the likelihood of exhausting assets during one’s life. This diagnostic procedure is more complex than even the previously described two ways to prescribe a portfolio, but it is the best way to devise an asset allocation. However the portfolio is allocated, with or without Monte Carlo simulation support, it is one of the three services that triggers the requirement for Investment Advisor Registration.

Registration as an RIA or a representative of one was created back in the 1930s because of the variable valuation nature of securities, including bonds. Hence, recommending the purchase of a variable annuity for which the seller merely suggests options for asset allocation, or recommending fixed interest insurance products and suggesting the allocations for interest calculation methods, does not qualify as investment advice. Stockbrokers do recommend specific securities selection and general asset allocations, but they have an exemption in the law.

Stockbrokers may or may not be Investment Advisor Representatives, as their specialty is to inform you of appropriate securities for your goals and enable you to buy or liquidate them. This may sound like investment advice, but it is exempted because the selection of active managers, rather than merely asset allocation or selection of mutual funds, is the service that an IAR provides. Likewise, an insurance agent may recommend less risk because of some analysis, and suggest that a portion of your portfolio be liquidated and put into products that offer some forms of guarantees, but that does not involve the ongoing active management of a portfolio nor the selection of a money manager; it may seem so, but the insurance agent is really giving general advice as to asset allocation and then touting the merits of managers available for the client to select in a variable annuity or a variable life product.

Is it “bad” if an advisor is not an Investment Advisor Representative? No—it simply means that the services offered do not include active management of securities (keeping in mind the stockbroker exemption) or advising on specific asset allocation by asset class (see the accumulation planning chapter). In fact, the IAR registration merely means that the advisor has passed a test that measures understanding of investment advisor regulations and law and a bit about basic portfolio theory. Some IARs might tout their registration as a qualification. If you read that in an IAR’s literature, then you do have important information: it means the advisor has distorted the meaning of his or her registration, which in turn could indicate that the representative may exaggerate other things, such as product features and benefits. You only need an IAR if there is reason to believe you need active money management. Financial planning is about much more than this.

Firms and Compliance Departments

Firms as well as individual professionals may be researched online now, but note this about firms: There is no investment or insurance manufacturer that has never had any lawsuits, settlements, or fines. Keep this in perspective and realize that when bad practices are discovered and dealt with, these manufacturers do fix their systems. For example, when Wells Fargo got disciplined for having account reps open numerous bogus accounts for people so some of its managers could get bonuses, the damage to individuals was limited to the account fees; the bad apples got purged. To assume that Wells is still bad now would be inaccurate, and cause you to miss evaluating a fine firm that could benefit you.

Justifiable public impatience grew over the last century whenever scams or even individual abuses hit the news. Regardless of sensationalism and bias that may or may not exist in some media, something had to be done to limit abuses, and that means power, either contractual or regulatory. Both evolved. The investment and insurance industries both devised self-regulatory organizations for fear of regulation being imposed without much free market perspective. To sell products or advice, professionals—all agents of some sort—had to agree contractually to rules and enforcement, or else they could not have access to financial products or legally sell advice. Laws filled the gaps, such as registration and audit of fee-only and fee-and-commission advisors. The carefully designed systems of the entire world evolved, led by the US model. But no system is perfect, and it remained possible for harm or small-scale inefficiencies of advice or sales to disadvantage consumers, either through negligence or deception.

In the last twenty years, compliance departments within financial firms have grown huge. They monitor email and other communications, prevent ads and other communications from over-promising or misrepresenting, and deter a host of other complicated bad acting. The monitoring technology alone is impressive and even shrouded in secret so as not to be easily evaded. To place this in perspective, consider that a tax preparer is a compliance agent for the IRS, despite the fact that he or she does the work your government requires of you. As a society, a majority got used to this method of doing “tax business,” the personal income tax system as a way of paying national bills. Fine, but consider what tax consultants are, to a great degree: They let you do only what tax law allows, thereby functioning as compliance officers for you. To some extent, they are government agents. So within investment producing firms and brokerages, a third type of enforcement has arisen: internal compliance departments. If you feel bamboozled or poorly guided, appeal to this department simultaneously with your advisor’s manager; your complaint may go nowhere otherwise. But know that this three-tiered compliance system—internal, self-regulatory, and legal (not to mention potential lawsuits)—is a very expensive system for protecting you. Unfortunately, it is essential, despite a few excesses that irritate individual professionals. Why essential? Again, the stakes are high, and that’s why we care about more than regulation and enforcement; we must focus on who really will serve your best interest.

Are the currently delayed regulations, which make all brokers and financial advisors fiduciaries to clients, workable and needed beyond the existing system of monitoring and enforcement? In current form, they actually force product issuers’ reps to recommend competitors’ products. Are we now crossing the threshold, as many professionals complain, of regulation harming the public more than it helps? The recent regulations have sowed confusion and fear among honest professionals. Cerulli and Associates has begun tracking an uptick in retirement of advisors. There may also be a trend of advisors limiting which products they offer so as to avoid what they feel are onerous burdens of paperwork and interference in their investment and insurance recommendations. Some have gone to fee-only advice and—note this—they may refuse to evaluate the quality of financial products that they diagnose are needed by their clients. Imagine: You get a great financial plan, then essentially hear, “You’re on your own as far as selecting which products to buy.” That has started to happen.

There are State Farm agents and other one-brand or limited-brand agents who are retiring because of lower commissions (which are in turn due to the costs of regulation and compliance). They know they cannot shop the market for the best product. They can only offer very fine and competitive ones and lack a way to evaluate the best, let alone offer products that compete with those of their employers. Yet there is a very good reason State Farm and some other carriers became so strong nationally: fine, honest agents, genuinely caring of their clients and offering extremely competitive products from their principals. Perhaps the business model of captive agents is a dinosaur—I do not know. I must admit that when I had clients, I was totally independent or almost so for most of my thirty years so I could be more competitive. The bottom line for you is that you deserve the best accounts and the most able advice, not merely some mix of “good” and great.

Fee-Only Equals Unbiased?

You may have encountered ads that tout fee-only advisors as unbiased because they do not earn commissions. News flash: They are just as susceptible to bias as commissioned advisors! The fee-only model can actually be detrimental to the consumer. Fee-only advisors earn most of their fees from asset management, either personally managing the buy-sell-hold decisions day-to-day or by earning a fee from the money management firm they select for the client’s account. The larger that account, the greater the fee. But what if the client’s best move is to buy a single-pay life or long-term care policy, or what if they might need a fixed/guaranteed annuity to match up to their guaranteed-to-incur expenses? Well, purchasing such lump-pay products would take away major chunks of the assets available for the fee-only advisor to manage, hence the same potential for bias with fee-only advisors as with commissioned ones. Get an individualized analysis that identifies which types of accounts are most prudent for you to own, given your individual needs. You must trust the human being, and not distrust merely on the basis of method of compensation. A secret to finding this is to ask the advisor to show you financial plans in which he or she recommended product purchases and the rationale (with client names removed), or to demonstrate that his or her firm routinely handles both products and fee-based advice.

Through all this history, stock brokerage, insurance brokerage, and advisory “houses” from Merrill Lynch to Ameriprise to Wells Fargo expanded their product mix. But was it to find the most competitive product in every category? No. For complex reasons of constitutional law, producers of products like mutual funds or annuities experience market competition that keeps them trying to offer great stuff; it’s not regulation that improves products. These firms are not held to the fiduciary standard as their individual representatives are (or soon likely will be).

Now, imagine this: The new regulations decree that the reps are, individually, fiduciaries charged with having your best interest at heart. Yet the employers of these firms produce their own brand products and select a mix of competing products to sell alongside their own. These employers are not held to the standard. Firms use two criteria to select products for sale.

1.   Maximizing profit margin for the shareholders (the commission a rep gets is just a part of this larger “gross concession to the dealer,” or GDC). Shall we declare that these firms must earn no profit? Is that fiduciary? On the surface, it seems fiduciary, but what of incentive to compete, to innovate and improve? Historically, these two “social goods” have been absent for consumers in command economies and sectors where profits are regulated rather than determined by competition. The harder it is to explain a product, the more skilled the rep must be to explain it, and this is among the factors driving commission level. A limited partnership composed of real estate or oil leases has a higher profit potential for the consumer than most products, but also has a very high GDC.

2.   The other main factor brokerages use in selecting products to broker is minimization of lawsuits from people claiming that commissions or potential surrender charges are high or hidden (whatever “high” means). So they sell “restricted illiquidity” products, like back-end mutual funds, REITs, and annuities, but ignore some potentially superior ones whose liquidity limitations are above average. Yes, this lawsuit intimidation factor has become that significant to brokerages. Recall the earlier example of annuity carriers having become leery, accepting only about half of what one can invest, so the legal environment restricts consumer choice. The income you get from annuities that have high potential surrender charges is almost always higher than those the large brokerages sell. Why? Because the annuity company can get a higher return if it’s confident that its accounts will not be demanded to liquidate frequently; this enables it to guarantee higher income to the consumer. However, brokerages have become intimidated by lawsuits over high surrender charges, allegedly improperly committed to via bad advice, and so a new industry standard has evolved: None sell annuities with surrender charge schedules longer than six or seven years, nor with starting potential surrender charges higher than five or six percentage points. They instruct their reps to tell consumers that this is a better value because of the lower surrender charge, yet they cannot disclose that the income is very much lower in these than in annuities with greater surrender charge patterns.

“Oh, no problem,” says one consumer. “I’ll just buy Vanguard funds or its no-load in-or-out annuity, or I’ll buy from my mutual insurance company because they don’t make a profit for shareholders. That will maximize my value.” Hmm. A little common sense here: What are the odds that one company, like Vanguard, Fidelity, MFS, or any other you name, has all of the very best-managed funds and annuities—all the best? No such company has ever claimed to the public that they did, for that would be an obvious untruth. Even those who have the best of “whatever” for a few years eventually lose research staff or managers, or have random losses. And does Vanguard offer an annuity that guarantees against market losses, yet pays interest based upon the market? No, that innovation occurs where the profit margin allows innovation and carrier risk-taking; true risk transference is sold to consumers. No one can deny that Vanguard, Knights of Columbus, Thrivent Financial, and Mass Mutual built their brands on serious resources that enable them to stay very competitive. But there is, actually, profit in their products. It just does not go to stockholders; it is split between personnel compensation and consumer dividends of one form or another.

So, what is actionable here? You need not only an advisor who is willing and able to find you the best courses of action as to the planning aspect of your finances, but one—perhaps not the same person—who will find the best product in each category that you need. Let’s focus now on individual professionals and their services and relationship to you.

But first, consider this before we examine types of professionals: For complex constitutional law reasons, the new fiduciary rule can only cover IRAs and tax-qualified plan advice and product sales. Therefore, the rule that applies to a professional who advises or sells in connection with these products does not apply even when that same individual provides or advises on any other form of investment, referred to as “nonqualified or non-qual,” and that extends to credit products and disability or long-term care insurance. Does that mean you are “at risk” of bad advice or worse using a professional for everything other than IRAs and 401(k) advice? No. People are people, including advisors. They go to synagogue, care about your kids and you, love their spouses, and are kind to neighbors and animals. You can come to trust them using the usual mix of indicators. Use the advice that follows in the next section, but because of the high-stakes nature of this advice, keep the potential of complaint to authorities in your back pocket.

Types of Professionals

Insurance agents: Many insurance agents have become quite sophisticated in their analytical abilities. Most fee-based financial planners are or were licensed insurance agents. It is an old and honorable profession, whether expanded to include other topics within financial planning or not. Historically, polls of public trust in professionals have usually placed insurance agents in the top two or three. Perhaps this is because of the very deep personal issues surrounding the financial losses they insure against: death, disability, loss of homes and businesses, costs of replacing deceased or disabled key employees, and certainly the costs of health care for human beings. As previously noted, agents are fiduciaries to the carriers for which they sell, whether they are statutory employees of the product issuer or not. More than half represent multiple carriers and do not hesitate to switch to representing another if the new carrier has better products for consumers. They have always known who triggered their compensation, even if the check has the carrier’s logo on it: You, their client. I use the word “client” even though agents owe fiduciary loyalty to the carrier. How can that be? Insurance agencies, at least non-captive brokerages, have evolved to focus on consumer value and appropriate sales.

An appropriate sale is one that can be documented to fill a need. The applications even ask questions about need, and they include forms used to document whether a “replacement” or product switch is truly in the client’s best interest. These can be falsified, so always read what you sign, and get a copy—at least after processing of the forms.

Many people see insurance agents as beneath them on the social ladder. Don’t view anyone this way, even if he or she paints your fence or digs your ditches. Humans all have infinite worth, and their work is service to their fellow human beings; a genuine service work has dignity, from art to plumbing to being a politician. For this reason, though, practical fee-advisors and other financial professionals who hold insurance licenses often try to de-emphasize the insurance aspect of their work. This shyness can cause you to think that insurance is some minor issue, a lower priority than seeking investment gain. In the risk management chapter, we will examine the fact that after cash reserves and budgeting-related issues, insurance is the prudent person’s first priority. But first, back to insurance agents.

Some people mistakenly believe that an insurance license makes the agent a competent generalist—some even believe that there is one type of license for all insurances. There are several, and you need specialists in each area unless you find one or two agents who have broad expertise and licensure. This is because the agent should have access to multiple carriers to shop the market for you in the product categories you need.

Distinct insurance licenses in most states are as follows:

•   Life (normally includes fixed-rate annuities) and disability (in some states, health is a separate license)

•   Medicare supplement: health licensure is a prerequisite

•   Long-term care: in all states, health licensure is a prerequisite

•   Property, casualty, and liability (aka home and auto)—personal lines

•   Property, casualty, and liability—commercial lines

•   Insurance consultant (helps companies manage self-insurance plans, usually for health insurance)

•   Numerous specialty lines, especially liabilities for dangerous chemical activities, and for specific risks such as Errors & Omissions for engineers and other professionals)

FMOs make pure insurance and interest-only annuity products available to agents. Rarely do FMOs have the ability to broker securities (variable annuities, mutual funds, money manager access, and other loss-and-gain-capable products). Only broker-dealers can sell securities products, and their reps are referred to as “Registered Representatives.” You can tell these by the business card or ad: If securities are offered, the communication must name the broker-dealer. Money management can be offered through fee-only Investment Advisor Representatives (IARs) who work for investment advisor firms; this special type of securities account involves the rep, or a firm the rep selected, actively making decisions and trading securities, rather than calling you for permission to trade and rather than selling you shares in a management company such as a mutual fund. But many FMO reps have “boutique” investment advisory firms, or are reps for those firms, and also make the FMO’s insurance products available to clients. These firms are typically very sophisticated in their training and expertise, but you must evaluate that expertise. More on how to do that when we discuss IARs.

Here’s the drawback for most FMO reps, though, and this is a bit of an industry secret: FMOs have very limited training programs for technical expertise. Reps bring their own, having left major training firms, and maintain that expertise through continuing education (CE) at their own expense. Most available CE courses can be quickly zipped through—they are not deep-dives—and so unless an FMO rep is either from a major training firm or is part of an actual financial planning firm, odds are that the FMO representative has difficulty understanding even some product details, let alone broader financial planning issues. These FMOs have started to provide their reps software that analyzes when a client is likely to exhaust income, and so their value is stronger than in years past. But the software is far too simple to truly optimize finances and even lacks “Monte Carlo simulation” analysis which, as we will see in the retirement planning chapter, is essential to proper asset allocation decisions. In summary, reps of large FMOs have the most competitive interest-bearing annuities and pure insurance products but, with the noted exceptions, they also have limited analytical capabilities.

What about stockbrokers and financial planning firms that sell insurance products, like disability coverage or life insurance? These brokerages have thousands of representatives, but unless they can show you a list of carriers for each product category that is at least a dozen long, do not buy the policy from that brokerage or advisory firm (the rep may merit your securities business, though). Recall that these broker-dealers limit what they sell to low- or short-surrender charge products, which inevitably pay consumers lower income than longer-surrender charge products. These broker-dealers usually have big name carriers only for insurance products, because they need to potentially defend their reputations by asserting that they offer only A+ rated carriers.

Field Marketing Organizations: Most agents have either very large brokerages that employ them or are independent contractors using FMOs. The roughly other half of agents are either captive (employees of one carrier and have limited choice of other carriers) or they are employees of stock brokerages or financial planning firms that usually have limited choices of carriers, as discussed previously. Even FMOs look at profit margin in selecting products and carriers they offer, but most are laser-focused on winning the case: finding the most competitive product. They have even automated this function, enabling agents who use FMOs to find, nearly always, the single most competitive product that exists, or something very close to it. But the largest FMOs have the biggest volume, which they need in order to make such a large selection of carriers and products available. Otherwise, the agent personally must gain an “appointment” (brokerage privileges) with each carrier and commit to selling a huge volume for each carrier that he or she wants to have available to clients. Here is where you are unlikely to find good value in products unless you go for “large,” really large: Ask the agent to show you whether their FMO has at least 5,000 agents or so (some hit 15,000), so that you can be confident that the rep has access to all or nearly all competitive carriers and products.

Insurance Carriers: But here is another industry secret (at least one not mentioned at the big stock brokerages): The difference in financial soundness and long-term ability to pay claims of an A– carrier compared to an A+ carrier is inconsequential. While I would not buy B+ unless the trend for reserves and other measures of financial fitness were improving, there is no evidence—and the rating companies have never asserted otherwise—that an A– carrier should be avoided in your buying decision. In some cases, rating companies rate a carrier down a bit just because the carrier may specialize and not diversify into multiple insurance lines. A good example of this is American Equity, an A– fixed indexed annuity specialist that has better solvency than A+ carriers Nationwide Life, RiverSource, Prudential, and a host of others. From overall A– to the highest A+, carriers are quite close in claim-paying ability. But if you like your investment advisor rep at Ameriprise or Wells Fargo or other large brokerage (notice the license and registration overlap), you can be confident that they all have at least very good products.
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