THE ORCHARD APPROACH
>

TAKE THE FRUIT NOT THE TREE

CAMELOT RESEARCH STUDY
THE ORCHARD APPROACH
TAKE THE FRUIT NOT THE TREE

CAMELOT PORTFOLIOS | 1700 WOODLANDS DRIVE

MAUMEE, OHIO 43537

|

419-794-0538

| CAMELOTPORTFOLIOS.COM

ABOUT CAMELOT
Camelot Portfolios, LLC is a 3rd Party Asset Management Firm located in Maumee, Ohio.
To learn more, go to www.camelotportfolios.com or call us at 419.794.0538
Author: Matthew Moses, CAP - President
Design: Jamie Moan - Brand Consultant
“Since our founding we have built portfolios based upon our independent, risk-aligned, value-oriented
investment philosophy...for the purpose of delivering client outcomes.”
© Copyright 2018 Camelot Portfolios, LLC

CAMELOT RESEARCH STUDY | THE ORCHARD APPROACH: TAKE THE FRUIT NOT THE TREE

CONTENTS
01

Introduction 									1

02

Retirement Income Distribution Strategies						2

03

Challenging Conventional Wisdom 						3

04

Exploring Sequence Risk 								6

05

The Orchard Approach – A Cash Flow Only Distribution Strategy			

10

06

The Integrity of Cash Flow in Equity Markets 					

11

07

Behavioral Finance Merits of Cash Flow Investing 					

14

08

Conclusion									17

09

Appendix 									18

10

Disclosures									21

		 01 INTRODUCTION
Currently there are more than 46 million
Americans over the age of 65 that
account for approximately 15% of the
U.S. population. These numbers are
expected to rise to over 98 million and
24% respectively by 2060.1 It is expected
that the average American will live about
10 years longer than they do today by
year 2050.2
For those in the retirement planning
industry these figures are encouraging
in that there will continue to be plenty
of demand for the profession. However,
it also means that retirees may need to
stretch their savings over longer periods
of time – which could serve to be a real
challenge for the profession.

This paper is intended to explore various
retirement income distribution strategies
to help professional advisors better serve
those 46 million retirees in the market
today, as well as 50+ million entering
retirement over the next several decades.
Throughout the forthcoming sections we
will look at flaws in data that has been
used to support conventional wisdom
- such as the “4% Rule”. We will offer
an alternative to total return income
distribution strategies by showing how a
cash flow distribution strategy can result
in better outcomes for retirees.
We will explore the dangers of sequence
risk and how a retiree can reduce this
risk without having to reduce equity
exposure. We will spend time evaluating
the integrity of cash flow in the equity
market. Finally, we will consider the
behavioral finance advantages of a cash
flow distribution strategy.
Ultimately there is
more than one path to
successfully guiding
investors through
retirement.
We hope that this information provides
one with greater clarity and a more
enjoyable journey for retired investors.
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		 02 RETIREMENT INCOME DISTRIBUTION STRATEGIES

Constant Dollar, Inflation
Adjusted (4% Rule):
This strategy starts with a constant dollar
amount (generally based on a percentage of
the portfolio to start) and adjusts it
annually to account for inflation.4
Constant Percentage
(Endowment Approach):
This strategy would mean that an investor
withdrawals a constant percentage of the
portfolio every year.4 This strategy can lead
to greater variability in income compared
to the constant dollar approach because the
distribution amount is based on the value
of the portfolio.
Smoothed Percentage:
This strategy uses the average of the
previous three years of distributions
assuming the Constant Percentage
approach was used in each of the past three
years. 4 This approach helps to reduce the
variability of distributions associated with
the Constant Percentage approach.
Constant-Percentage Ceiling:
Similar to the Constant Percentage
Strategy, except this strategy caps the
drawdown amount in a given year to the
original drawdown adjusted for inflation.4
Constant-Percentage Floor:
Similar to the constant percentage strategy,
except this strategy sets a floor on the
drawdown amount in a given year to the
original drawdown adjusted for inflation. 4

Inflation Adjusted
Percentage:
This begins with the constant percentage
drawdown and gets adjusted to account for
inflation each year. 4
Increasing Percentage:
This strategy starts with a constant
percentage drawdown and increases the
percentage value by 5% each year. For
example, a first year drawdown of 3%
would increase to 3.15% in year two. 4
Required Minimum
Distribution Percentage:
This strategy simply uses the IRA required
distributions to determine the drawdown
amount. Before the retiree reaches 70 ½
this strategy would rely on the Constant
Dollar, Inflation Adjusted strategy. 4
Constant Failure Percentage:
This strategy determines the drawdown
percentage by assigning a target
probability of failure (PoF) and allowing
the annual percentage drawdown to
be determined by the PoF in any given
year.5 The PoF (converse to Probability
of Success metric) is a common output
by financial planning software and is
generally determined through Monte
Carlo simulations.
Mortality Updating
Failure Percentage:
This strategy is a combination of the
Constant Failure Percentage and the
Required Minimum Distribution
Percentage Strategy. The annual drawdown
is first based on the number of years
remaining
(RMD
method)
then
determined based on targeting a constant
Probability of Failure. 5
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		 03 CHALLENGING CONVENTIONAL WISDOM
In 1994 a man by the name of William
Bengen introduced what would become
known as the “4% Rule”. His theory was
that investors could draw down their
portfolio by 4% per year without fear of
outliving their money. A decade later
Bengen updated this withdrawal slightly
to 4.5% for tax-free investments and 4.1%
taxable investments.3
This rule is still regularly used by
investors today. However, over the past
20+ years many skeptics have pointed out
flaws in the 4% Rule. Some have suggested
that the rule is too conservative, pointing
to efficiency studies that suggest retirees
are underspending when they employ
this rule. Others have attempted to show
that the rule is too aggressive, making
claims that a historically low interest rate
environment
will
erode
bond
yields enough to make the 4% Rule
unsustainable. As a result many
alternative distribution strategies have
been developed. We explored these
strategies in the previous section. Now
let’s consider a baseline perspective that
is foundational to the data that support
most retirement income distribution
strategies like the 4% Rule – total return.
Retirement
Start Date

Almost every retirement distribution
strategy is based on analysis from
historical total return data using various
allocation mixes between stocks and
bonds. In our view this is a mistake. As
we will explore later, using total return as
the foundation of a distribution strategy
invites sequence of return risk. We believe
that sequence risk is an unnecessary evil
that can and should be avoided when
possible. We will also make a case for an
alternative drawdown strategy that does
not rely on the erosion of principal like
the vast majority of retirement income
distribution strategies.
A 2014 research study from the American
Institute for Economic Research4 showed
that optimal drawdown percentages
vary because of sequence of returns. The
study looked at sustainable withdrawal
rates based on various starting dates
for portfolios with a consistent 50/50
allocation (equities/bonds). It analyzed
hundreds of scenarios for portfolios
using a 35 year drawdown period with
portfolios starting at different points in
time; the findings were as follows:

Optimal Drawdown
Percentage*

Retirement
Start Date

Optimal Drawdown
Percentage*

September 1929

4.0%

August 1948

7.0%

July 1930

5.5%

June 1954

4.5%

February 1932

7.0%

June 1961

3.5%

July 1933

5.0%

May 1965

3.0%

September 1936

4.0%

January 1974

4.5%

*Using a constant dollar drawdown strategy. Source: AIER Research Study, From Savings to Income: Retirement Drawdown Strategies
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CHALLENGING CONVENTIONAL WISDOM
What these findings suggest is that the
4% Rule serves more as a generalization
for investors, rather than a hard and fast
“rule”. Historically speaking, critics of
the 4% Rule on both sides could be right
depending on the timing that a retiree
started employing the rule. More often
than not though, the 4% Rule seems to
err on the conservative side of historical
results; at least for a 50/50 allocation.
Allocation Optimization
The example of the drawdown
optimization above looked at historical
data using returns from a 50/50
portfolio, but what about drawdowns for
other common allocations? This leads
us to our next challenge of conventional
wisdom with regards to portfolio
allocation: “Age in Bonds”.
The premise of this theory is that
investors should gradually reduce their
exposure to equities as they age. “Age in
bonds” suggests a rule of thumb that an
investor should allocate their portfolio
to bonds to match their age. The logic
behind this strategy can be credited back
to…you guessed it…attempting to reduce
sequence risk. Age in bonds attempts to
mitigate sequence risk by reducing equity
exposure as the investor ages. However,
Bengen and others have pointed out that
more equity exposure, not less, tends to
lead to a higher probability of success for
retirees.

A 2012 Morningstar study called
Optimal Withdrawal Strategy for
Retirement Income Portfolios5 evaluates
withdrawal rate efficiencies for various
equity allocations. The results conclude
that higher equity exposures lead to
higher efficiencies as withdrawal rates
increase - particularly for investors
seeking higher income rates (5% and
above). The study compared five
distribution strategies, including the
“endowment approach” which showed
optimal withdrawal rates consistently
increasing with higher equity exposure.
Another article published by the Journal
of Financial Planning called Reducing
Retirement Risk with a Rising Equity
Glide Path concluded that retirees that
begin with a 20-40% equity exposure
and end with a 60-80% equity exposure
actually had a higher probability of
success (when using a 10% probability of
failure rate target).
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CHALLENGING CONVENTIONAL WISDOM

Consensus by the authors of the article
came to the following conclusion after
reviewing the research:
“The implications of this
research
for
financial
planners are significant.
Results suggest that the
traditional
approach
of
maintaining constant asset
allocations in retirement,
which are routinely
rebalanced, are
actually far less than
optimal. Although such an
approach is actually
superior to decreasing
equity exposure through
retirement, the results of
this study reveal that the
best solution may be to
steadily
increase
equity
exposure throughout
retirement, while starting
at a lower initial equity
exposure.” 6

While we agree with the assessment that
exposure to equities will tend to support
withdrawal rates for longer periods and
at higher levels, we do not agree with the
idea of starting with a lower initial
equity exposure. The findings of this
article, as with most retirement
distribution strategies, are based on
analyzing historical total return data.
Having a lower starting exposure to
equities could lower average return rates
in the long run and may not be optimal.
However, given the fact that this study
used a total return distribution
approach, a lower starting equity
exposure makes sense.
We suggest that a consistent exposure to
equities that matches an investor’s
tolerance for risk is actually more
optimal. The logic behind this
conclusion is based on behavioral finance
factors which will be explored in a later
section. In summary though, investors
are better positioned to act rationally
when their expectations are aligned with
the outcomes they experience. Changing
expectations because of continuous
adjustments to risk exposure sets the
stage for detrimental behavioral changes.
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		 04 EXPLORING SEQUENCE RISK
Sequence risk, also called sequence-ofreturns risk, is the risk of receiving lower
or negative returns early in a period when
withdrawals are made from an individual’s
underlying investments. The order, or
the sequence of investment returns, is
a primary concern for retirees who are
living off the income and capital of their
investments. (Source: Investopedia)
Sequence risk can cause the transition
from growing the nest egg to spending
the nest egg uncomfortable and uncertain
for retirees.

During the accumulation stage, when
investors do not need to rely on drawing
from their portfolio, sequence risk is not
a factor. However, sequence risk during
the drawdown phase can pose a notable
threat and lead to wide variations in
outcomes for retirees. Examples of these
outcomes are illustrated below using
an average rate of return from a 60/40
portfolio over a 30 year period leading
up to retirement (accumulation phase),
and a 30 year period after retirement
(drawdown phase).

Data and Calculation Methodology
• Mr. Solo - Actual Returns: Annual returns were
calculate using data from the S&P 500 and the
US Barclays Aggregate Bond Index and weighted
60/40 respectfully from 1987 to 2017.

• Mrs. Smith - Best Case: Annual returns were
determined using the annual data from Mr. Solo
and repositioning the annual returns in order from
best to worst.

• Mr. Doe - Worst Case: Annual returns were
determined using the annual data from Mr. Solo
and repositioning the annual returns in order from
worst to best.

• Ms. Lee - Constant Return: Annual returns were
determined by taking the average return from
Mr. Solo and rounding down to the nearest whole
number.

For all hypothetical scenarios we assume a $1,000,000 starting value with no additional deposits or withdrawals. Please refer to
the appendix Exhibit A for a complete list of annual returns and Exhibit B for a list of annual portfolio values. All portfolios are
rebalanced annually.
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EXPLORING SEQUENCE RISK
Notice that sequence risk does not impact
the ending value for these hypothetical
scenarios that we might associate with
investors in the accumulation phase.

While each client experienced a very
different path during their 30 year
journey, all began with a $1M portfolio
and ended with a $13.2M portfolio. Now
let’s consider how this data changes when
we add in an annual withdrawal.

Data and Calculation Methodology
• Mr. Solo - Actual Returns: Annual returns were
calculate using data from the S&P 500 and the
US Barclays Aggregate Bond Index and weighted
60/40 respectfully from 1987 to 2017.

• Mrs. Smith - Best Case: Annual returns were
determined using the annual data from Mr. Solo
and repositioning the annual returns in order
from best to worst.

• Mr. Doe - Worst Case: Annual returns were
determined using the annual data from Mr. Solo
and repositioning the annual returns in order from
worst to best.

• Ms. Lee - Constant Return: Annual returns were
determined by taking the average return from
Mr. Solo and rounding down to the nearest whole
number.

For all hypothetical scenarios we assume a $1,000,000 starting value and an annual withdrawal rate of $50k which is adjusted up
by 3% per year to account for inflation. Please refer to the appendix Exhibit A for a complete list of annual returns and Exhibit C
for a full list of portfolio values. All portfolios are rebalanced annually.

In this scenario we simulate the same
clients and the same sequence of returns
but add in an annual withdrawal of
$50,000 per year ...

which is adjusted up by 3% per year
to account for inflation. Unlike the
accumulation scenario – these ending
portfolio values vary dramatically.

Mr. Doe
Worst Case

Mr. Solo
Actual Returns

Mrs. Smith
Best Case

Ms. Lee
Constant Return

Starting Value

$1,000,000

$1,000,000

$1,000,000

$1,000,000

Ending Value

$0 after 12 years

$4,883,993

$8,273,719

$3,420,967
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EXPLORING SEQUENCE RISK
There is a low probability of the best-case
and worse-case scenarios actually
happening given historical returns.
However, it may not seem that way to an
investor when their first three years of
retirement are negative performing years;
like we experienced from 2000-2002.9
Sequence risk is a notable risk for
investors – but how investors react to
sequence risk can actually be far more
detrimental to their portfolio.
The chart below illustrates the outcome
of a retired investor that decided to
reduce their equity exposure from 60%
down to 40% or 30% after experiencing
the downturn from 2000-2002.

Data and Calculation Methodology
• For all hypothetical scenarios we assume
a $1,000,000 starting value and an annual
withdrawal rate of $50k which is adjusted up by
3% per year to account for inflation. Please refer
to the appendix Exhibit C for a complete list of
annual returns.

• All portfolios are invested the same from 20002002 with 60% exposure to the S&P 500 and 40%
Exposure to US Barclays Aggregate Bond Index.
After 2002 each portfolio is invested according
to its corresponding title. All portfolios are
rebalanced annually.
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The variation between these outcomes is
significant. The table below illustrates the
ending portfolio value for each of these
scenarios. Without making changes to
the 60/40 allocation, sequence risk would
have partially contributed to this
portfolio eroding from the $1M starting
value to $366,173 after 18 years.
However, had the investor decided to
reduce their risk after 2002 to 40% or 30%
equity exposure they would have
experienced erosions to $225,827
and $157,369 respectively.

30/70 After 2002

40/60 After 2002

60/40 Throughout

Starting Value

$1,000,000

$1,000,000

$1,000,000

Ending Value

$159,369

$225,827

$366,173

The point of reviewing these scenarios is
two-fold. First, sequence risk can have a
notable negative impact for retired
investors. Second, how an investor
responds to sequence risk can compound
that negative impact. The forthcoming
sections will uncover a path for those
that would like to limit sequence risk for
investors and offer a healthier perspective
for investors in an attempt to curb poorly
timed allocation changes.
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A CASH FLOW ONLY DISTRIBUTION STRATEGY
The “Orchard Approach” is a retirement
income distribution strategy that is
designed to distribute only the cash flow
(dividends, interests, option premiums,
etc.) that is produced by a portfolio and
does not rely on selling principal to
supplement distributions. Said
differently, it is a take the fruit - not the
tree approach to retirement income.
One advantage that this approach has
over traditional total return (take the
tree) approaches is that it has the
ability to reduce sequence risk along with
the negative corresponding investor
reactions that accompany sequence risk
(discussed later in Behavioral Finance
Merits of Cash Flow Investing). The
reduction of sequence risk is possible
because cash-flow oriented equities tend
to have a more favorable sequence of
return than their total return
counterparts. Let’s explore why this is the
case:
1. Expected returns from dividend
stocks are more predictable. The chart
below illustrates the various components
that contribute to historical equity
returns along with their annual standard
deviation. The data shows that dividend
yield is not only the greatest contributor
to annualized returns, it also has the
lowest standard deviation.

Annualized
(Nominal)
Return

Annual
Standard
Deviation

Total Market

8.9%

19%

P/E Expansion

0.3%

34%

Inflation

2.1%

6%

EPS Growth

1.7%

33%

Dividend Yield

4.6%

2%

2. Dividend stocks tend to have lower
volatility than non-dividend payers. The
chart below illustrates the standard
deviation between S&P 500 dividend
payers and non-dividend payers from
2000-2017. Note: data uses equally
weighted holdings, not market cap
weighted holdings.

Standard
Deviation

Dividend
Stocks

Non-Dividend
Stocks

17.7%

28.4%
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A CASH FLOW ONLY DISTRIBUTION STRATEGY
3. Dividend stocks tend to outperform
non-dividend stocks. The chart below
illustrates the nominal performance
between S&P 500 dividend payers and
non-dividend payers from 2000-2017.
We also include price return to illustrate
growth for investors that use dividends
to supplement retirement income. Note:
data uses equally weighted holdings, not
market cap weighted holdings.
Dividend
Stocks

Non-Dividend
Stocks

Average
Price
Return

7.64%

8.77%

Average
Total
Return

9.43%

8.77%

Investors that employ the cash flow only
approach do not rely on selling shares to
supplement their distribution. Instead,
these investors are able to hold on to
shares that experience a downturn until
the price recovers or a better buying
opportunity comes along. In our
experience, distribution yields for cash
flow only portfolios will vary depending
on risk exposure, but generally fall in the
3-5% range under stable market
conditions. During more volatile markets
that trend down dividend yields will tend
to climb as prices fall because stock prices
do not dictate dividends.
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		 06 THE INTEGRITY OF CASH FLOW IN EQUITY MARKETS
In order for the Cash Flow Only
distribution approach to be reliable over
a 30 year period for retirees we must have
evidence that various investment classes
will produce a reliable cash flow stream
through changing market conditions. We
call this analysis Integrity of Cash Flow.
Using a macro analysis for equities we
look at cash flow from several
perspectives to determine integrity.

Annual Dividend
Snapshot*

Average

Min (Year)

Max (Year)

Dividend Increases

277.5

178 (2002)

358 (2014)

No Change

74.5

41 (2015)

119 (2002)

34

15 (2012)

90 (2009)

114.7

79 (2014)

164 (2000)

Average Payout Ratio

55.45%

39.36% (2005)

86.15% (2001)

Average Dividend Yield
(of dividend paying
companies)

2.57%

2.12% (2004)

5.00% (2008)

Dividend Decreases and
Cuts
No Dividend

*Sample: S&P 500 from 2000-2017
Below are a few notable points from this data that we believe speak to the integrity of cash flow:
• Even after the worst downturn in modern
history (2008-2009) only 90 companies in the S&P
500 had a negative dividend event in 2009. That
same year 197 companies increased their dividend.

• The average dividend yield nearly doubled in 2008, a
year when the index experienced dramatic price
declines. Those steady dividend payouts provided hope
for cash flow only distribution strategies that
experienced large price fluctuations.
• Of the S&P 500, an average of 277 companies
increased their dividend annual from 2000-2017.
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THE INTEGRITY OF CASH FLOW IN EQUITY MARKETS

Table 2
S&P 500 Index 1987-2017

Price
Growth

Dividend
Growth

Nominal
Average

9.07%

6.07%

Real Average

6.31%

3.32%

Nominal
Standard
Deviation

16.73%

7.05%

Real Standard
Deviation

16.46%

6.66%

0.54

0.86

Return/Risk

Table 2 shows data from the S&P 500
Index from 1987-2017 and has several
important points. Take note of the real
standard deviation between price growth
and dividend growth. These results
suggest that we can much more accurately
forecast cash flow from dividends than we
can accurately forecast price growth. As
we will learn in the next section – there
are major psychological advantages to
this.

Before moving on we must address with
300 lb. gorilla in the room that you may
be thinking about by now – an
average annual yield of 2.5% (Table 1)
is not enough to satisfy the cash flow
demands of most investors. The graph
shown below illustrates the available
yields in different asset classes through
2017. As you can see, the yield from each
investment class has a range that tends to
fluctuate at different points in time.
Currently, the S&P 500 is near historic
lows. Other assets such as REITs,
preferreds, and high yield bonds can help
to make up where other assets fall short.
Another strategy that could help increase
the cash flow of an equity portfolio would
be to sell put and covered call options – a
strategy that our team has relied on for
over a decade.
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HISTORICAL YIELD RANGES ON INCOME-PRODUCTING ASSETS
SOURCES: FRED, MORNINGSTAR DIRECT
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(2009-2017)
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THE BEHAVIORAL FINANCE MERITS OF CASH FLOW INVESTING
Investing can be an emotional and
complex experience for investors. As the
field of behavioral finance continues to
mature some consistent themes suggest
that a lack of success for investors are
caused from factors that fall outside of
the scope of empirical investment
analysis. As a result investors
consistently underperform popular
indices. One study suggests that the
causes of underperformance can be
categorized into four areas 7:
1. Lack of access to cash
to invest
2. The need to withdraw cash
at inopportune times
3. Fees and expenses

In 1957 Leon Festinger proposed that
human beings strive for internal
psychological consistency in order to
mentally function in the real world in
“A Theory of Cognitive Dissonance”8. In
other words, cognitive dissonance is the
uncomfortable emotion that we get when
we simultaneously believe two things that
contradict one another. For example, an
investor could simultaneously
believe that it is bad to sell low – while
also believing that their portfolio will
never recover if they stay invested after
experiencing a sharp drawdown. An
individual experiencing cognitive
dissonance will have an internal struggle
as they attempt to eliminate one of the
contradicting “truths”.

4. Behavioral underperformance

Dalbar has published this study in a
report, called Quantitative Analysis of
Investor Behavior, for more than 20 years.
One of the findings of the report is that
voluntary investor behavior
underperformance is the leading cause of
equity investors not being able to keep up
with indices. These negative
behaviors include panic selling,
excessively exuberant buying, and
attempts at market timing.7 While
conventional wisdom tells us to “buy low,
sell high”, cognitive dissonance often gets
the better of investors causing them to act
contradictory to what they know to be
good advice. The results of these investor
missteps account for 1.50%
underperformance per year from
1986-2016. 7
Camelot Portfolios, LLC			

14

		 >

THE BEHAVIORAL FINANCE MERITS OF CASH FLOW INVESTING
Individuals attempt to
resolve their cognitive
dissonance in one of four
way10:
1. Change the behavior or the
cognition (“I am going to
stop investing.”)
2. Justify the behavior or the
cognition, by changing the
conflicting cognition (“I am
OK selling my portfolio and
going to cash because I can
always buy back in later.”)
3. Justify the behavior or the
cognition by adding new
cognitions (“I am OK getting
out of the stock market
because I am going to start
saving more instead.”)
4. Ignore or deny information
that conflicts with existing
beliefs (“I no longer
believe that investing
works.”)

The diagram below illustrates how this
concept may unfold through changing
market conditions:

4. THIS IS GOING TO
THE MOON!
I’LL TELL
EVERYONE ABOUT IT
2. THE TREND IS
HOLDING, I’LL BUY
AT NEXT DIP

15. I MISSED THE RALLY
BUT I’LL BUY NOW
AS ITS CHEAPER
THAN LAST TIME

5. ITS ONLY A SMALL
PULLBACK
I’LL BUY MORE!
3. I MISSED THE DIP
BUT I’LL MISS THE
PROFITS IF I WAIT
ANY LONGER - BUY!

14. THIS IS IT!
I KNEW THIS
WAS A GOOD
COMPANY

6. UH-OH!
I’LL SELL ONCE
IT STARTS RISING AGAIN

13. THIS IS
SO FRUSTRATING

1. THE PRICE IS
RISING, ADD TO
WATCH LIST

THE
CYCLE
OF
MARKET
EMOTIONS

7. I’LL JUST GIVE
IT A BIT LONGER

10. THIS IS A
DEAD CAT
BOUNCE
12. I CANT BELIEVE THIS

8. IM SELLING EVERYTHING
AND STAYING OUT

9. GOOD JOB!
I SOLD

11. TOLD YOU SO
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THE BEHAVIORAL FINANCE MERITS OF CASH FLOW INVESTING
For investors, cognitive dissonance can
occur when there is knowledge that leads
to expectations followed by outcomes
that do not support those expectations.
This is commonplace for investing.
Investors may make initial decisions
based on long term historical results
of 5-10+ years. These results create a
baseline expectation for the investor.
However, shorter term results in the first
1-4 years of actual investing rarely align
with the longer term results that were
used to manufacture expectations. This
can cause both artificially positive and
negative emotions that can be
detrimental for the investor (as
illustrated above).
Advisors can see cognitive dissonance in
action when they deal with clients who
tend to articulate a higher risk tolerance
during market highs and lower risk
tolerance during market lows.

Volatility invites cognitive dissonance for
investors; the greater the amount of
disparity between potential outcomes and
expected results the higher the likelihood
that cognitive dissonance will occur. A
natural tendency for investors might be
to simply reduce the amount of volatility
in their portfolio by increasing their
allocation to bonds – thereby reducing
the range of expected results. However,
this is contrary to research shared earlier
in this paper that equity exposure (which
generally has higher volatility) tends to
result in greater drawdown optimization
for retirees.
Rather than reduce the equity exposure,
we recommended supplementing the
conventional measurement of success
(total return) with something less
variable – cash flow.
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CONCLUSION
Cash flow metrics are more closely
correlated to investor outcomes than
total return metrics. This is not to suggest
that investors should abandon evaluating
the total return metrics of their portfolio.
Instead, we recommend using total
return as a secondary measurement for
success while focusing on cash flow
metrics as the primary measurement of
success.

Investors face a myriad of risks that
can lead to uncertainty as they
transition from wealth accumulation
to retirement. In order to help make
investors more successful during this
transition we hope that you will
consider a different approach –
the Orchard Approach.

Focusing on cash flow metrics helps to
reduce the risk of cognitive dissonance
for investors. Cash flow has lower
variability than total return (refer back
to Table 2) and because of this, cash flow
can be projected far more accurately than
total return. This greater accuracy helps
increase the likelihood that investor
expectations will align with portfolio
outcomes.

REFERENCES:
1 Population Reference Bureau, Fact Sheet: Aging in the United States; Mather 2016
2 World Population Prospects, 2015 Revision, United Nations
3 Determining Withdrawal Rates Using Historical Data; William Bengen
4 From Savings to Income: Retirement Drawdown Strategies; American Institute for Economic Research
5 Optimal Withdrawal Strategy for Retirement Income Portfolios; Morningstar
6 Reducing Retirement Risk with a Risign Equity Glide Path; Wade D. Pfau, Ph.D., CFA; and Michael E. Kitces,
CFP®, CLU®, ChFC®, RHU, REBC
7 Quantitative Analysis of Investor Behavior, 2016,” DALBAR, Inc. www.dalbar.com
8 Cognitive Dissonance, Wikipedia
9 The S&P 500 returned -9.10% in 2000, -11.89% in 2001, and -22.10% in 2002
10 Cognitive Dissonance, Wikipedia
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DISCLOSURES
• Past performance may not be indicative
of future results. Therefore, no current
or prospective client should assume
that the future performance of any
specific investment, investment strategy
(including the investments and/or
investment strategies recommended by
the adviser), will be profitable or equal to
past performance levels.
• This material is intended to be
educational in nature, and not as a
recommendation of any particular
strategy, approach, product or concept
for any particular advisor or client. These
materials are not intended as any form of
substitute for individualized investment
advice. The discussion is general in
nature, and therefore not intended to
recommend or endorse any asset class,
security, or technical aspect of any security
for the purpose of allowing a reader to
use the approach on their own. Before
participating in any investment program
or making any investment, clients as
well as all other readers are encouraged
to consult with their own professional
advisers, including investment advisers
and tax advisors. Camelot Portfolios
LLC can assist in determining a suitable
investment approach for a given
individual, which may or may not closely
resemble the strategies outlined herein.
• Some information in this presentation
is gleaned from third party sources,
and while believed to be reliable, is not
independently verified

• Any charts, graphs, or visual aids
presented herein are intended to
demonstrate concepts more fully
discussed in the text of this brochure, and
which cannot be fully explained without
the assistance of a professional from
Camelot Portfolios LLC. Readers should
not in any way interpret these visual
aids as a device with which to ascertain
investment decisions or an investment
approach. Only your professional adviser
should interpret this information.
• These materials contain references
to hypothetical case studies. These
are presented for the purpose of
demonstrating a concept or idea, and not
intended to be interpreted as representing
any specific person. Such representations
are not intended to substitute for
individual investment advice, even if
the case study appears to have similar
characteristics.
• Different types of investments involve
varying degrees of risk, and there can be
no assurance that any specific investment
will either be suitable or profitable for a
client’s investment portfolio.
• The S&P 500 is an unmanaged index
used as a general measure of market
performance. You cannot invest directly
in an index. Accordingly, performance
results for investment indexes do not
reflect the deduction of transaction and/
or custodial charges or the deduction
of an investment-management fee, the
incurrence of which would have the effect
of decreasing historical performance
results. CAM A590
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APPENDIX EXHIBIT A

|

ANNUAL RETURNS

Age

Mr. Doe
Worst Case

Mrs. Smith
Best Case
Returns

Mr. Solo
Actual
Returns

Ms. Lee
Constant
Returns

36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65

-20.10%
-9.16%
-3.75%
-0.81%
-0.37%
1.05%
1.72%
3.92%
4.25%
4.40%
6.08%
7.53%
8.23%
8.26%
9.95%
10.60%
11.21%
11.29%
11.65%
12.30%
13.12%
15.23%
18.25%
18.62%
18.85%
20.62%
23.88%
24.68%
24.82%
29.94%

29.94%
24.82%
24.68%
23.88%
20.62%
18.85%
18.62%
18.25%
15.23%
13.12%
12.30%
11.65%
11.29%
11.21%
10.60%
9.95%
8.26%
8.23%
7.53%
6.08%
4.40%
4.25%
3.92%
1.72%
1.05%
-0.37%
-0.81%
-3.75%
-9.16%
-20.10%

4.25%
13.12%
24.82%
1.72%
24.68%
7.53%
9.95%
-0.37%
29.94%
15.23%
23.88%
20.62%
12.30%
-0.81%
-3.75%
-9.16%
18.85%
8.26%
3.92%
11.21%
6.08%
-20.10%
18.25%
11.65%
4.40%
11.29%
18.62%
10.60%
1.05%
8.23%

9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%
9%

Average Return

9%

9%

9%

9%
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APPENDIX EXHIBIT B

| PORTFOLIO VALUES (ACCUMULATION)

Age

Mr. Doe
Worst Case

Mrs. Smith
Best Case
Returns

Mr. Solo
Actual
Returns

Ms. Lee
Constant
Returns

36

$

798,974

$

1,299,362

$

1,042,525

$

1,090,000

37

$

725,802

$

1,621,909

$

1,179,298

$

1,188,100

38

$

698,554

$

2,022,209

$

1,472,042

$

1,295,029

39

$

692,881

$

2,505,104

$

1,497,384

$

1,411,582

40

$

690,288

$

3,021,700

$

1,866,949

$

1,538,624

41

$

697,538

$

3,591,366

$

2,007,577

$

1,677,100

42

$

709,546

$

4,260,201

$

2,207,268

$

1,828,039

43

$

737,350

$

5,037,724

$

2,199,009

$

1,992,563

44

$

768,707

$

5,804,885

$

2,857,309

$

2,171,893

45

$

802,559

$

6,566,451

$

3,292,429

$

2,367,364

46

$

851,379

$

7,373,886

$

4,078,648

$

2,580,426

47

$

915,509

$

8,233,291

$

4,919,737

$

2,812,665

48

$

990,901

$

9,162,667

$

5,524,686

$

3,065,805

49

$

1,072,796

$

10,189,809

$

5,479,815

$

3,341,727

50

$

1,179,505

$

11,269,867

$

5,274,096

$

3,642,482

51

$

1,304,526

$

12,390,867

$

4,791,079

$

3,970,306

52

$

1,450,764

$

13,414,939

$

5,694,318

$

4,327,633

53

$

1,614,527

$

14,519,652

$

6,164,938

$

4,717,120

54

$

1,802,695

$

15,613,345

$

6,406,516

$

5,141,661

55

$

2,024,362

$

16,563,109

$

7,124,691

$

5,604,411

56

$

2,289,946

$

17,292,515

$

7,558,088

$

6,108,808

57

$

2,638,666

$

18,027,888

$

6,038,715

$

6,658,600

58

$

3,120,245

$

18,734,324

$

7,140,832

$

7,257,874

59

$

3,701,341

$

19,056,844

$

7,973,075

$

7,911,083

60

$

4,399,136

$

19,256,994

$

8,324,193

$

8,623,081

61

$

5,306,315

$

19,184,939

$

9,263,830

$

9,399,158

62

$

6,573,442

$

19,029,118

$

10,989,071

$

10,245,082

63

$

8,195,815

$

18,314,744

$

12,153,846

$

11,167,140

64

$

10,230,307

$

16,637,427

$

12,281,496

$

12,172,182

65

$

13,292,870

$

13,292,870

$

13,292,870

$

13,267,678
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APPENDIX EXHIBIT C

| PORTFOLIO VALUES (DRAWDOWNS)

Age

Mr. Doe
Worst Case

Mrs. Smith
Best Case
Returns

Mr. Solo
Actual
Returns

Ms. Lee
Constant
Returns

66

$

759,025

$ 1,234,394

$

990,399

$

1,035,500

67

$

642,728

$ 1,476,530

$

1,062,077

$

1,072,560

68

$

567,546

$ 1,774,811

$

1,259,510

$

1,111,271

69

$

508,743

$ 2,130,946

$

1,225,616

$

1,151,732

70

$

450,775

$ 2,502,504

$

1,457,942

$

1,194,048

71

$

396,937

$ 2,905,397

$

1,505,432

$

1,238,332

72

$

343,040

$ 3,375,660

$

1,589,534

$

1,284,706

73

$

292,579

$ 3,919,029

$

1,522,323

$

1,333,301

74

$

238,989

$ 4,442,848

$

1,895,748

$

1,384,259

75

$

181,402

$ 4,951,925

$

2,109,265

$

1,437,732

76

$

121,153

$ 5,485,374

$

2,529,708

$

1,493,885

77

$

55,854

$ 6,047,401

$

2,967,893

$

1,552,894

78

-

$ 6,650,698

$

3,252,783

$

1,614,950

79

-

$ 7,314,588

$

3,153,533

$

1,680,261

80

-

$ 8,006,244

$

2,962,356

$

1,749,048

81

-

$ 8,716,969

$

2,620,291

$

1,821,553

82

-

$ 9,350,537

$

3,018,919

$

1,898,036

83

-

$ 10,031,100

$

3,178,953

$

1,978,779

84

-

$ 10,695,159

$

3,215,065

$

2,064,087

85

-

$ 11,252,740

$

3,477,973

$

2,154,289

86

-

$ 11,654,006

$

3,593,740

$

2,249,742

87

-

$ 12,052,628

$

2,796,988

$

2,350,832

88

-

$ 12,425,360

$

3,194,171

$

2,457,980

89

-

$ 12,538,890

$

3,456,263

$

2,571,637

90

-

$ 12,567,876

$

3,502,354

$

2,692,297

91

-

$ 12,416,553

$

3,781,194

$

2,820,493

92

-

$ 12,208,752

$

4,357,470

$

2,956,803

93

-

$ 11,643,526

$

4,696,499

$

3,101,855

94

-

$ 10,473,259

$

4,630,228

$

3,256,330

95

-

$ 8,273,719

$

4,883,993

$

3,420,967
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