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FINANCIAL PLANNING STRATEGIES 
Financial Planning Update

HOW ASSET ALLOCATION HELPS 
WITH UNPREDICTABILITY AND 
REEXAMINING THE 4% RULE.  

ASSET ALLOCATION 101 

Your portfolio can make you a lot of money – if you 
build it right. As you hear everyone from your son’s 
basketball coach to your high-school buddy to your 
retired in-law tossing this term around, here’s what 
allocation means and how you can use it to improve 
your investing. 

Asset allocation can critically affect your long-term 
financial success. Simply, asset allocation invests 
stocks and bonds in different and, crucially, 
uncorrelated asset classes in your portfolio. 

When you build your financial plan, think hard about 
your about asset allocation, the foundation of your 
portfolio. Choose a strategy you can stick with for the 
long term and not one that makes you move in and out 
of the market during volatile times. Remember, you 
can’t achieve long-term returns without going through 
normal ups and downs of the market. 

Moving in and out of the market, and thus forsaking 
your asset allocation model, can corrode your wealth. 
Why? Because you won’t be sticking to your plan and 
you’ll sell when markets go through rough patches and 
won’t be invested during the inevitable bounce back. 

Do you wish you had a magic machine where you 
input your data, wait a few seconds and watch the 
device recommend how to allocate your assets? 
Unfortunately, no one formula specifies the right asset 
allocation. Instead, consider these factors when 
deciding how to allocate your assets. 

Time. If you don’t want to withdraw from your 
investments for a long time, you might make more 
aggressive investment choices because you have a lot 
more time to recover from the ups and downs of the 
market. Also, keep in mind that various accounts can 
have different time horizons. 

Cash in the bank. How much money you keep in the 
bank ties in to your decisions about investment 
allocation. For example, if your bank accounts can 
cover your living expenses for the next five years, you 
most likely won’t need to touch your portfolio for that 
time. This means you might take more risk in your 
portfolio knowing you maintain ample cash backup. If 
you have little cash in the bank and you think you may 
need to draw from your portfolio, make less-risky 
moves with your market holdings. 

Quantify the downside. Calculating how much your 
portfolio can actually drop in a bad market helps your 
management. Look beyond just the return your 
portfolio might provide to focus on the downside risk, 
too. Again, you can’t generally achieve the return you 
want over the long term unless you stick with the 
portfolio through the market’s gyrations. 
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Allocate other assets. Look at your financial life as a 
whole and not piecemeal. Make sure you thoughtfully 
align all portfolios, such as taxable accounts and 
retirement accounts, to match your risk tolerance. 

Stay with what you want. No right answer exists as to 
which asset allocation you pick – just make sure you 
can stick with it for the long haul. Also remember that 
this decision is personal and specific to you. 

The media, your colleagues and your friends do not 
know your risk tolerance and objectives, so make no 
moves based on the opinions of others. Instead, 
continue to evaluate your plan at least once a year to 
make sure it remains appropriate for you. 

Getting your asset allocation choice correct from the 
start is your first victory in a successful financial 
strategy. 

 

* * * 

PREPARING FOR THE UNEXPECTED 

Unpredictability is the one certainty in investing. How 
do you prepare yourself and your portfolio for it? First, 
recognize that no one can predict the market. That’s 
the only proper answer to the impossible question of 
where things are headed in the markets over the 
coming days, weeks and years. And as we close out 
2020, that question seems to be popping up a lot more 
recently. 

We wonder what the additional ramifications of 
COVID-19 are on our economy heading into 2021. Or 
what the fallout will be from the zero interest-rate policy 
employed by the Federal Reserve. Or what will happen 
next with the political situation in Congress. For those 
of us in the investment world, all this uncertainty can 
keep us up at night. Even if we knew what would 
happen in the world, could we profit from it?  

Let’s consider a few events that were not very recent. 

Remember after the devastating earthquake and 
tsunami struck Japan in 2011? Not only was the nation 
forced to deal with the fallout from damaged nuclear 
plants, it’s export-driven economy nearly ground to a 
halt. These horrific events should have sent the yen, 

Japan’s currency, tumbling. But that’s not what 
happened. The yen soared so much that the G7 
nations had to intervene – one of the first times they 
have done so since World War II – to keep it from 
going higher.  

Another example of economic unpredictability came 
when Standard & Poor’s downgraded the U.S. 
government’s credit rating in August of 2011. President 
Barack Obama predicted that, if the credit rating 
dropped, it would be more expensive for the 
government to borrow money, further exacerbating the 
country’s debt problems. Afterward, however, investor 
demand in U.S. Treasuries spiked and interest rates 
plummeted.  

One more example would be the tragic events of 
September 11, 2001. Given what happened that day 
and all the uncertainty it created around the world, it 
was reasonable to assume that prices for commodities 
like oil and gold would soar. But the price of a barrel of 
oil went up just $1 before it plummeted by some 25% 
over the next six months. Similarly, the price of gold 
rose modestly before settling in at about the same pre-
9/11 price at year’s end. Of course, after the fact, we 
know why these things happened. In the wake of the 
credit downgrade, for instance, investors bought U.S. 
Treasuries because they’re still considered the safest 
investment around. Oil prices dropped after 9/11 
because people stopped traveling, which decreased 
demand.  

Here is the point: it is increasingly hard to predict how 
markets will react to major events around the world 
because, oftentimes, the opposite of conventional 
wisdom occurs. That is why it is essential to stress test 
our portfolios against such unpredictability, and to then 
hedge our bets.  

Here are six ways to do this:  

1. Don't just make the leap that certain assets will 
soar (i.e. gold, oil) if there is trouble around the 
world. Much like the earlier examples, 
counterintuitive reactions can and do happen, 
leading many investors to make the wrong move. 
When stress-testing your portfolio, consider the 
actual financial impact of an event (stronger 
dollar/weaker dollar) rather than the geopolitical 
event itself (war in the Middle East).  
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2. Just in case half the world is correct and we
see higher interest rates, make a list of what
assets are likely to be sensitive and consider
how they will react. In general, the best
performing bonds over the past year are those
that benefited from falling rates. These may
underperform if rates rise.

3. Evaluate the underlying sectors and holdings
within funds you own. Many of the best
performing funds in the first six months of this
recovery likely had the foresight to own
Information Technology and Consumer
Discretionary stocks and not own Financials
and Energy and Utilities, for example. But such
a concentration might leave many overexposed
in 2021.

4. Use the transitive property you learned in high
school math class about proving the equality of
different variables: if a=b and b=c then a=c.  If
assets are all tied to one factor (economy,
price of the dollar, etc.), then they are tied to
each other. So if both emerging market stocks
and your global bond fund benefit from a
weakening dollar, they may get hit if we see a
strengthening dollar.

5. Consider investments whose performance is
not closely tied with global or macro issues or
interest rates. One investment is a strategy
called merger arbitrage. In essence, these look
to make a small profit on announced and
pending mergers.

6. Invest with managers who surpass
benchmarks for longer-periods of time. In these
cases, you are not trying to predict or debate
what may happen globally, or even what may
result financially, but instead picking fund
managers that have seen many market cycles
and performed well in all of them.

Finally, test your diversification strategies to ensure 
you are not overexposed. My role as your financial 
planner is to prepare for the best – and the worst – of 
anything. The world is just too unpredictable to do less. 

* * *

RETHINKING THE 4% RULE 
One of the best known strategies to avoid running out 
of money in retirement is the 4% rule: Every year you 
take 4% of the portfolio’s initial value, adjusted for 
inflation, and have a reasonable expectation that your 
assets will last. That plan has one serious flaw, though. 
We are living longer than ever.  

This is good news, but it means that we may have to 
depend longer on a savings portfolio to finance our 
retirement. The risk of outliving our portfolio is real. Our 
success depends on choosing the right investment and 
spending strategy so our savings don't run out after we 
no longer draw a salary.  

The 4% rule does not say whether 4% of your portfolio 
is barely enough to heat your house or plenty to pay 
for leisure travel. It only tells you how much you can 
take without running your well dry. This is a 
problematic rule, partly because it’s potentially 
inefficient and rarely adequate, but also because of its 
popularity.  

The Nobel prizewinner in economics, William F. 
Sharpe, calls it the “the most endorsed, publicized and 
parroted piece of advice that a retiree is likely to hear.” 
The basic problem with this rule is that it suggests a 
fixed annual spending schedule can be supported by a 
volatile investment climate. The way we approach this 
mismatch can make a big difference between failure 
and success.  

A companion to this rule: A 60%/40% mix of stocks 
and bonds will give the average retiree a good chance 
of success. All sorts of historical data show how stocks 
zig while bonds zag. But this asset allocation is laden 
with hidden, undisclosed risks.  
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One is the “sequence” risk: historical returns, 
volatilities and correlations do not account for the huge 
difference that a few good or bad years at the 
beginning of retirement can make.  

A market that doubles and then drifts down to its initial 
value at the end of 20 years is far better than one that 
falls by 50% at the start and then recovers to the same 
value. During these two decades, you are withdrawing 
money to live on. So the sequence of returns matters a 
lot.  

Another problem: While an aggressive allocation (that 
is, heavy in stocks) can boost the value of your 
portfolio for a while, it also increases the chances that 
you will deplete your money.  

To see why, imagine that, on your way to a movie 
theater, someone offers you to play a game. For $10, 
the price of the movie ticket, you can flip a coin and 
receive $30 on heads and nothing on tails. The 
average outcome of this game is $15 (half a chance of 
$30, plus half a chance of $0). This sounds like a great 
deal.  

But you go from being able to pay for the movie ticket 
to having a 50% chance of being unable to. Your 
expected wealth went from $10 to $15, but your risk 
has gone up too. This highlights the importance of not 
losing sight of your goals. All you want to do is buy a 
$10 movie ticket. Gambling that certainty to increase 
your wealth to $30, even though the expected value of 
this gamble is exceedingly favorable, has nothing to do 
with your original goal – watch the movie.  

Even if you win, you will just buy the $10 ticket and 
have an extra $20 bill that serves no purpose. Why 
gamble it?  

Gambling With Your Portfolio 

An equivalent example: Imagine that you have saved 
enough to support your retirement spending needs 
with a portfolio invested in U.S. Treasury bills. 
However, your brother-in-law convinces you that you 
can boost your returns with a 60%/40% mix of stocks 
and bonds. Given historical returns, this should give 
you, on average, a higher value at the end. But you are 
also gambling your retirement.  

While it is reasonable to expect that in the end your 
portfolio will be larger, your real goal is to have enough 
to pay for your lifestyle. Assuming that you have no 
bequest motive, gambling in order to pad your portfolio 
needlessly increases your chances of ruin. Making this 
mistake is easy. 

Intuitively, it seems to make sense that choosing an 
investment with a higher expected return than U.S. 
Treasury bills -- like stocks -- is a good thing: You want 
to build an extra cushion, just in case you need one. 
Some academic work defines people as “rational” 
insofar as they always prefer more wealth to less. But 
higher potential wealth without a purpose, subject to 
more risk, is not directly comparable with less wealth 
that satisfies a defined goal with less risk.  

Those are some of the dangers of investing when you 
don’t know why you are investing. Your financial 
advisor can help you avoid some of these dangers. 

 

* * * 

 

Find a Financial Advisor 

Complicated problems require expert advice. Find a 
financial advisor who knows how to deal with these 
types of issues. Find a financial advisor who models a 
reasonable assumed rate of average return. Find a 
financial advisor who understands how much fees can 
eat into your nest egg. Find a financial advisor who 
understands the benefit of time on your portfolio. 

Then make a smart decision about how to save for 
retirement. 

 

* * * 
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