By Jim Otar
SECOND IN A THREE-PART SERIES

trategic asset allocation involves establishing and maintaining a
suitable mix of asset classes—usually cash, bonds and equities—in
a portfolio. The first step is to establish the investor’s risk toler-
ance, which is usually done in an interview with the client through
a series of questions. The answers to these questions will place the
client into one of the four or five risk categories. This is then declared as the
“ideal” asset mix for that client, a volatility level that the investor can live with.

While this type of “personalized volatilicy threshold” works well for invest-
ment portfolios during wealth creation, it is often not the best solution for a re-
tirement or income portfolio. In an income portfolio the objective is not neces-
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The Secret Formula

There is an optimum asset mix for a retirement portfolio that works for
almost all clients, regardless of risk tolerance—and here it is.

sarily to limit the volatility to a certain
range but to provide a maximum port-
folio life for a given withdrawal rate.

Going back 100 years, I ran several
“what-if ” scenarios. I used the fol-
lowing variables in my models:

n Initial withdrawal rate, between
3% and 10%. The IWR is defined as
the withdrawal amount during the first
year of retirement as a percentage of the
value of the portfolio at the start of re-
tirement. The withdrawal amount is ad-
justed each year for inflation, and the
portfolio value fluctuates, but the IWR
remains the same.

= Asset mix, between 0% and 100%
of equity and fixed-income.

» The margin by which the equity
portion of the portfolio outper-
formed the underlying index (Dow
Jones Industrial Average), between
+4% and -4%.

For each case, I prepared a “portfo-
lio profile” chart that depicts the prob-
ability of depletion after five, 10, 15,
20, 25 and 30 years. The same chart
also depicts the minimum and aver-
age portfolio life at different asset
mixes. Figure 1 shows an example of a
portfolio profile chart for all the years
between 1900 and 1999 fora 3% IWR.

The upper chart in Figure 1 shows
the probability of depletion on the
vertical scale and the asset mix on the
horizontal scale. We observe that the
minimum probability of depletion oc-
curs when the asset mix is 60% fixed-
income and 40% equity.
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Figure 1
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mum portfolio life in
this particular case.
When we are opti-

~0—30yr mizing the asset mix, our
—¥—25yr objective is twofold: We
——20yr aim for the highe§t mini-
15y mum portfoll? life (be-
cause we don’t want to

= 10yr go broke too soon) and
——5y the highest average port-

folio life (because we
want our portfolio to last
as long as possible). One
might expect that the
highest minimum port-
folio life always occurs at
the same asset mix as the
highest average portfo-
lio life, as was the case
in Figure 1. I found that
this is only true at lower
withdrawal rates. It is
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not the case at higher
withdrawal rates. Here
is why:

Because an all-equi-
ty portfolio has a higher

e 30 YT volatility, it has a lower
25 yr minimum portfolio life
320y than an all-fixed-

income portfolio. As
—A— 15y fixed-income is added
—a—10y to an all-equity portfo-
—o—5y lio, at first both the

minimum and average
portfolio life increase.
However, there comes
a point at which adding
more fixed-income in-
creases the minimum
portfolio life but de-
creases the average
portfolio life. That is
because while the
fixed-income has. less
volatility, it has lesser
probability of outper-

The lower chart shows the average
and minimum portfolio life for each
asset mix: Again, the 60/40 mix gives
the longest average and highest mini-
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forming the equities over the long term.

Figure 2 shows an example of a
portfolio profile for all the years be-
tween 1900 and 1999 for a 7% IWR.

Notice how the average portfolio life
peaks at 20/80 asset mix, the minimum
portfolio life peaks at 40/60 asset mix
and the minimum probability of deple-
tion occurs at about 60/40 asset mix.
The optimum asset allocation occurs at
the combination of lowest probability
of depletion, the highest average and
the highest minimum portfolio life.

After analyzing numerous permuta-
tions and combinations, I arrived at the
following rule of thumb: The optimum
asset mix for a retirement portfolio is
60% fixed-income and 40% equities.

The exceptions to this rule are:

u If the IWR is higher than 8%, then
the optimum asset mix is 80% fixed-
income and 20% equities.

a If equities in the portfolio are un-
derperforming the index by 3% or
more, then the optimum asset mix is
80% fixed-income and 20% equities.

» If equities in the portfolio are out-
performing the index by 4% or more
and the IWR is 3% or less, then the
optimum asset mix is 40% fixed-
income and 60% equities.

The optimum asset allocation for
an income portfolio has nothing to do
with your client’s risk tolerance, his
investment knowledge or many other
countless questions that your clients
are forced to answer during your ini-
tial interview. Other than fulfilling
the regulatory requirements, the ritu-
al of the risk assessment has no sig-
nificance to the optimum asset mix.

The fact is that, without knowing
anything at all about your client ex-
cept his or her initial withdrawal rate,
an asset mix of 60% fixed-income and
40% equity with a 3% initial with-
drawal rate would have lasted 43 years
and three months, even if he or she
happened to retire in the beginning of
1929. Remarkable, isn’t it!

Conventional wisdom holds that
annual rebalancing is a good thing be-
cause it reduces volatility. While that
may be so for investment portfolios, it
usually decreases the portfolio life if
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Figure 3

Managing Dow Performance

first three cycles men-
tioned above (the 54-

year, 18-year and 10-
T . year) are too long foran
: . .
- % average life expectan-
7 % ~——DJA + 4% ] cy after retirement.
8 0] X%--DdIA + 2% The U.S. presidential
= e DUIA . L
cycle is well within the
i= DA = 2% 1 time frame of an
2 DA - 4% : ot any re
g2 tirement projection, so
£ 15 that was my natural
é 0 choice for optimiza-
% tion.
5 Between 1900
0 > : . and 1999 the average
2% o 6% 8% 10% annual growth of the
Initial Withdrawal Rate Dow Jones Industri-
al Average was as fol-

yon are making periodic withdrawals.

Last month’s article discussed busi-
ness cycles. Now we can apply our
knowledge of cycles to optimize our re-
balancing frequency. Some of the bet-
ter-known business and market cycles
are the 54-year Kondratieff cycle, the
18-year cycle, the 10-year decennial
cycle, the four-year U.S. presidential
cycle and the one-year seasonality cycle.

The first rule of rebalancing is that it
reduces the volatility of cycles of smaller

The optlmum asset allocation for an income portfolio

lows:

-2 Average DJIA
Growth

When I rebalanced income portfo-
lios at the end of election years, most
lasted longer and the probability of de-
pletion was reduced.

Are there any situations when any
rebalancing is actually “bad” for the

: has’ nothmg to do with your client’s risk tolerance

periodicity only. If you rebalance once a
year, you are basically reducing the volatil-
ity of the one-year seasonality cycle in
your portfolio.

The second rule of rebalancing for
an income portfolio is that the optimum
frequency depends only on two factors:
The initial withdrawal rate and the rel-
ative performance of equities in the
portfolio. Nothing else.

What is the best cycle to use? The
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_ iinvestment knowledge, or many other countless
““questions that your clients are forced to answer.. i

portfolio life? Yes: When the IWR is
low, it is better not to rebalance.

In the final analysis, my general
guidelines for the optimum rebalanc-
ing frequency is:

n If the IWR is 3% or less, it is usu-
ally better not to rebalance at all.

e If the IWR is 7% or higher, then
rebalance annually.

» Otherwise, rebalance once every
four years at the end of the presiden-

tial election year.

These guidelines apply only to the
optimum asset mix portfolios dis-
cussed earlier.

Even if you optimize the asset mix
and rebalancing frequency, if with-
drawals are unsustainable, your client
will run out of money. It is our job as fi-
nancial planners to give a realistic pro-
jection to our clients. This projection
should not be based on how the markets
did in the last couple of decades, but it
should include a longer time period.

Based on all the years between
1900 and 1999 and the optimum asset
mix and rebalancing frequency, Fig-
ure 3 depicts the minimum portfolio
life as a function of the IWR and the
equities in the portfolio performing at
various levels relative to the Dow.

At higher withdrawal rates, it really
does not make much difference how your
equities perform relative to the index. At
lower withdrawal rates, it makes a big dif-
ference. If your clients’ IWR is 7% or less,
then it pays to chase the best-managed
mutual funds. Otherwise, you may want
to save your time and energy by just rec-
ommending equity index funds.

The current withdrawal rate (CWR) is
defined as the dollar amount of annual
withdrawals during the preceding year di-
vided by the current market value of the
portfolio. Once the CWR exceeds 12%,
then depletion of the portfolio is a cer-
tainty; nothing can prevent it from even-
tual exhaustion except reducing the with-
drawal amounts drastically. There has
never been a case to the contrary during
the period from 1900 to 1999.

The charts in Figure 4 depict the re-
maining portfolio life (RPL.). The ver-
tical scale shows the RPL and the hori-
zontal scale shows the CWR. Knowing
the CWR, you can read off the range of
RPL from this chart. The upper chart
shows the RPL for an all-equity portfo-
lio, and the lower chart for and all-fixed
cash/fixed-income portfolio. The solid
line on each chart shows the best fitting
curve and the dashed lines show the
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Figure 4

Remaining Portfolio Life
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fixed-income as soon
as the current with-
drawal rate exceeded a

30%

range-of observations.
If CWR is known, you can use the
following equation to estimate the RPL:

RPL, vears = GWR
where A is:

u100 for average remaining portfo-
lio life.

1150 for maximum remaining port-
folio life.

75 for minimum remaining portfo-
lio life.

wand CWR is larger than 12%.

For example, if the current with-
drawal rate is 15%:

n Average RPL is: 6.7 years, calcu-
lated as 100/15.

s Maximum RPL is: 10 years, cal-
culated as 150/15.

» Minimum RPL is: 5 years, calcu-
lated as 75/15.

When any of your clients’ withdrawals
become excessive, you might want to
send them a letter making them aware of
this critical situation, letting them know
the maximum and minimum remaining
portfolio life based on historic experience.

Because holding more fixed-income
at higher withdrawal levels produces a

specified. level.- T ex~
perimented with 12%, 20%, 25% and
30%. 1 was surprised to see that in al-
most all cases,; switching everything to
cash shortened the portfolio life even
more.

One possible explanation: Often
the reason that the CWR jumped to
excessive levels was because of a sharp
drop in equity markets, not a higher
income requirement by the client. If
you then switched everything to the
safety of fixed-income, you would lock
in the losses and miss the subsequent
rise in equities. So, the lesson was that
even at excessive withdrawal rates, it
was better to stick with the original
asset mix, unless you look at other al-
ternatives such as life annuity. FP

Next month: A look at three dif-
ferent methods of reducing the ini-
tial risk for clients who come in with a
lump-sum investment for retirement.

Jim C. Otar; GFR, is an independent financial
adoiser in Thornbill, Canada, and the author
of High Expectations and False Dreams:
One Hundred Years of Stock Market His-
tory Applied to Retirement Planning. He
can be reached at cotar@rogers.com.
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