





STRATEGIC INVESTMENTS

RETIREMEN

Best Retirement

Portfolio Ever

Despite proper retirement planning, your money

might still dry up. Understand the need for
proper asset allocation and cash ow.
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Retirement Planning is a hot topic discussed by gennment, media,
nancial advisers, banks, insurance companies andn. Most of the
discussions have been centered on the need to saver retirement. But
little is said on what a retired person should doitih their money. Let
us assume a retired person has accumulated enougtealth, how then
should he manage his money? The lack of salariedon@e means there
can be no room for mistake in money management. Thedore there is a
greater need to promote more awareness on how thetiree can manage
his money.

THE NEED TO MANAGE RETIREMENT MONEY

There are two reasons why a retired person shoulddrn how to manage
his money. Firstly, he might wish to pass on his wkh to the next
generation. Passing on wealth through inheritance tive next generation
is common. However, some may also want to leave adacy such as
setting up a charitable trust to help certain group of disadvantaged
persons in society.

Secondly, all retirees want to live a comfortabléé. After working hard
for decades, it is time to enjoy the fruits of harbr without worrying about
income, debt and other nancial commitments. Living comfortable life
also means spending at a reasonable level and hayia reasonably good
standard of living including perhaps, enjoying relgu golf and travel.

However, care must be taken to ensure that extravagt spending is
discouraged because this can deplete one’s capitaligpkly. It is said that
it is all right for a retiree to lose some money hiit becomes a disaster
once a person loses his nancial independence. Thension between
living comfortably and extravagant spending resulg in the loss of one’s
nancial independence is where money management cesi into the
picture.

COMMON WAYS OF MANAGING MONEY

From my conversations with retired clients, therera generally four ways

Table 1 Instruments used by Retirees

Instrument used by retirees Advantages

Singapore dollar denominated xed Deposits Easy tonderstand

by which they manage their money. The rst and mosbmmon way is to
put most (if not all) of their money in Singapore denominate@d deposit.
Ironically, this is the worst approach because thesassets have in ation
eroding its value over the years. If in ation is Jer cent and the xed
deposits yielding only 2 per cent per annum, we ageeing a net negative
return of 3 per cent per annum. Using the rule ofZ] after (72 divided by
3) 24 years their xed deposit will only be worth &lf in value. As long as
the interest rates remains less then in ation, therosion of purchasing
power in the xed deposits are a certainty. Surelyo risk adverse person
wants to hold an instrument that gives him guarared losses!

The second most common way is to purchase the “heft” investment
products haphazardly. Retirees are most vulnerabie unethical selling
for obvious reasons. | encountered a retired cliemtho instead of thinking
about his immediate medical bills, decided to buy karge amount of
sector-based unit trust from an unethical nanciadviser. Purchasing
products haphazardly without asking how these tta the “big picture”
is like a blind man crossing the road in heavy traf Your chance of being
hit by a car is certain and you will not even knowho hits you!

Thirdly, retirees use their free time “playing” shas. | personally have
no problem with this if this is what they have beetoing throughout
their nancially active years since they are famali with the risk-reward
trade-offs. However, if they have either no prioxperience in investing in
shares or that such an activity becomes more likensaddiction, | strongly
suggest retirees to stay away from shares investing.

Similarly, venturing into an unfamiliar business dsurting disaster.
All business ventures are high risk in nature — this why the reward is
potentially high. Unless the business venture isnfidiar to the person, |
suggest staying away from venturing into new businsss.

Remember, there cannot be any mistake because theieno future
salary to compensate for losses. Losing one’s nanal independence is
an unacceptable disaster when one is already rettte

Finally, a minority would purchase an annuity plemprovide for life
long income. Annuity provides a guaranteed incomegardless of how
long a person lives and can hedge against longevitigk.

Disadvantages

Guaranteed losses if interest rates leskdn
in ation

Haphazard purchase of “hottest” products None

Risk-reward unknown

“Play” shares

Potentially rewarding for the experieed
investor

Large losses possible for the inexperienced.

Can be addictive.

Traditional Annuity

Perpetual income as long as arpen lives.
The longer the annuitant lives, the higher the
return.

Not in ation proof.

Investment-linked annuity

Perpetual income as lorgaaperson lives.

Severe currency risk due to US dat long
term depreciation. Inappropriate underlying
asset allocation for Singaporeans.

Managed Cash Flow Portfolio
(by Promiseland)

Guaranteed minimum perpetual income; can
be in ation proof with risk of capital being
exhausted minimized

Cannot think of any (an opinion only)
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The idea behind the
portfolio is simple:

By not putting all
eggs into one basket
and allowing the
retiree to spend (and
enjoy life) as much as
possible with the risk
of exhausting one’s
capital managed.

Longevity risk is the risk of exhausting all of oretesources during the
retirement years. Despite traditional annuity beirgapable of providing
capital preservation, annuity products have not be¢oo popular.

STRENGTHS AND WEAKNESS OF ANNUITIES

One common complaint is that the payout from annyiis less then
the monthly withdrawal from the CPF Minimum Sum.féhunately the
comparison is awed because the CPF Minimum Sum canly provide
income for 20 to 21 years while an annuity providgserpetual income as
long as the person lives. The complaint that the anity’s return is low is
also awed because the return from an annuity is ¢eendent on how long
a person lives. The longer the person lives, thetuern is higher! The return
from an annuity is indeed low if the life expectapds short but then who
cares about return if you are already dead?

Nevertheless despite the advantages of an annuithap, we personally
will only advice our clients to place a small amotiof their money into
an annuity. This is because the payout of a parfieting annuity has a
good chance of being unable to cope with in ation. i@ popular annuity
plan in the market is only able to give projectiortsetween 2.25 per cent
to 2.75 per cent per annum increase in payout. This still less than our
current in ation rate.

Recently, aninsurer launched an investment linkathuity product. On
the surface, such a product offers hope that the amity is able to give a

good chance of coping with in ation. Unfortunatelhjhe product has much
room for improvement. Having a US dollar denominat@nnuity payout
is a great disadvantage. With the greenback havirt long term bear
run, | really wonder whether how much the annuitamil be getting net of
currency losses. Moreover, | have a problem withetasset allocation of
the three funds linked by the annuity product. Theisset allocations were
designed for the Americans rather then Singaporegsilents. For all the
three portfolios, the bond portions are entirely iS dollar bonds. About
60 per cent to 70 per cent of the equity portions & in US equities. In
my opinion, the exposure to the US is too high fony comfort. In view of
this, this product requires some improvements.

Figure 1

Table 2 An example of Managed Cash Flow Portfolio (for illustration only).

Asset Amount Remarks

(example

only)
Cash in saving 2% $25,000 For emergency
account purposes
Traditional 8% $100,000 Provide guaranteed
annuity minimum income
High yield 80% $1,000,000 | Provide income
moderately through safe high
conservative yielding instruments
portfolio (HYMC
for short)
Aggressive 10% $125,000 Capital appreciation
portfolio
Total Liquid 100% $1,250,000
Assets




MONEY MIGHT DRY UP DESPITE MODELING CASH FLOW

In this section, we shall brie y discuss ways of mesuring cash ow. Cash
ow management is an important aspect for a retiregherson. Spending
too much will result in depleting one’s resourcesrematurely. On the
other hand, there is no reason to under spend becse this is the period
to enjoy fruits of one’s labor. Many retirees haveghtfully pointed out
that if they do not pamper themselves in their reément years, there will
be no more chances left. Thus, many nancial planreand advisers use
“sophisticated” mathematical calculation for the ppose of calculating
cash ow.

Typically this is how it is done: Let us assume iation is 5 per cent
and the return of the existing money is able to pvide a projection return
of say 2 per cent per annum (e.g. xed deposits). ét’s also assume a
30 years time horizon and an initial retirement fdnof $565,000. The
adjusted discount rate is (1+2 per cent)/(1+5 per ent)-1 = -2.857 per
cent, then punch this into the nancial calculatowith PV=$565000,
N=30, R=-2.857 per cent, FV=0, yearly expenses hean afford is $12,000
yearly (but growing at 5 per cent per annum to adgtifor in ation). This
is known as the Straight Line Capital Depreciatidviodel. This method
is correct for risk-free assets like xed depositswhich has very little
volatility (although | must add that both the intest rates and in ations
are uctuating parameters which this method cannahodel).

Some practitioners have incorrectly used the exaatethod when the
underlying assets are not entirely risk free. Foxample, when using say
a projection rate of return of 12.41 per cent, it$ obvious that non-risk
free assets are used. The use of non-risk free asteintroduces volatility
to the portfolio resulting in the breakdown of th&traight Line Capital
Depreciation Model. Take for example the case ofgjection rate of return
of 12.41 per cent per annum, in ation per cent, arannual drawdown of
$76,000 (growing at in ation rate yearly), for aniitial $1 million, the
Straight Line Capital Depreciation Model will tel that the money will last
for 30 years. However, for a similar return in a \atile market like MSCI
EAFE Net (USD) that yielded exactly 12.41 per cgna over the same 30
years from 1970 to 1999, the same initial capital wl be fully exhausted
after 16 years. Refer to Figure 1 for anillustrabn. A better way is to use
Monte Carlo Simulation. It is not a perfect solutidout much better then
the Straight Line method. We will come back to thiater.

Figure 1 Despite the two having identical annualizeeturn over
30 years, the Straight Line Capital Depreciation rtteod will incorrectly
predict the capital to last for 30 years. In realit, it lasted only 16 years.
Many nancial practitioners make this mistake.

Nevertheless, if the (almost) risk-free asset class are used, the

Table 3 High yield moderately conservative portfolio (HYMC)

Usage description Advantage

Withdraw interest component only

Perpetual incomegsible

Straight Line Capital Depreciation Model shows userious problem. Take
a very simple illustration: the parameters assumeithat the retiree will

live over a certain time horizon (say 30 years). \&@hif the life expectancy
increases beyond the projected age? The implicatithat the capital

would have been exhausted and in this case, the iree is worse of than

dead then alive as losing one’s nancial independemis an unacceptable
risk at such ripe old age. So should the retiree umd spend to prevent

the loss of capital before life expectancy age? Shi he purchase a
traditional annuity plan to hedge against longevitigk? We are now back
to a full circle and we have already mentioned thpgos and cons of these

considerations. We will want to break free from thtircle of thoughts by

introducing a Retiree’s Managed Cash Flow Portfotmdel.

ASSET ALLOCATION & CASH FLOW PORTFOLIO

The idea behind the portfolio is simple: By not piirig all eggs into one
basket and allowing the retiree to spend (and enjdife) as much as
possible with the risk of exhausting one’s capitalanaged.

The accompanying Table 2 illustrates the asset atlation of such
a portfolio. It consists of cash, traditional annty, high yield income
producing portfolio and an aggressive part to proge for capital
appreciation.

The traditional annuity is still recommended agstthe only instrument
that can provide a guaranteed minimum guaranteedelitime income.
This instrument will provide the retiree the peacef mind of having a
perpetual and minimum income. The aggressive pootio is optional
but if a small amount of say $125,000 is investedi something that can
produce 10 per cent per annum, we will see the cafail grow to $1.35
million after 25 years. It is nice to have this ammt after 25 years but
it is optional as the capital is subjected to sigrdant risk. Due to space
constraints, we will not further discuss about theaditional annuity and
the aggressive portfolio. In fact, any nancial adsers are able to provide
more information on these two instruments. Instead,e want to focus on
the high yield moderately conservative portfolio wih makes up 80 per
cent of the model portfolio.

The high yield moderately conservative portfolio Y#MC) is meant
to provide income through safe but high income ydihg instrument. At
Promiseland, we have constructed such a portfolilat gives 7.79 per
cent in average annual return with an annualizedastlard deviation of
8.44 per cent and total expense ratio 1.36 per cenper annum. (We are
not able to disclose the exact underlying instrumésin this article but it
does not consist of stock, REIT, bond, derivativetructure note or unit
trust.) Other rm’s moderately conservative portfad will have different

Disadvantage

=

Interest component withdrawn will vary ove
time because both income yield and capitall
uctuates

upwards annually for in ation

Withdraw a xed monthly amount but adjust Predictable and in ation-proof cash ow

Cannot prodé guaranteed perpetual income
(but can manage this risk via Monte Carlp
simulation)
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parameters.

Our HYMC has dual capabilities. It can provide arpetual income
if the withdrawn amount consists of only its intes¢ component. At this
moment of writing, it has an income yield of 6.51 pecent after fees. As
the capital uctuates over time, the interestincomevill vary over time. Our
recommendation is for retirees to regularly withdmthe interest income
component of our high yield portfolio. This ensurebat they will continue
to receive perpetual income (but varying in amourthroughout their life
time. If a steady income is desired, then a moretmictured withdrawal
is required. A steady income will consist of makimggular xed monthly
withdrawal from the portfolio with adjustments madennually to increase
the withdrawal amount to counter the effect of inton. We shall have to
use Monte Carlo simulation to estimate the probaibyl of “success” for a
structured withdrawal. “Success” means that the reee did not exhaust
his capital during his life time. See Table 3 forsummary.

The Monte Carlo simulation entails the use of randageneration to
map out many scenarios that could happen in the fue. For this article,
we use 1,000,000 possible scenarios that could hapgn.

With reference to Table 4, our HYMC is able to piide $20,000 (in
today’s value) of income for 40 years with the pralbility of success rate
of 92.05 per cent. This is in contrast with usingraditional Singapore
denominated xed deposits with its success rate 0 @r cent (or a failure
rate of 100 per cent) from years 32 onwards. This i®ased on a capital
of $1 million and assumptions shown on Table 4.

From the gures, it can be seen that using a low gld instrument
like Singapore denominated xed deposit is doomedtfailure if the life
expectancy age exceeds beyond 31 years. What “IF"ishoccurs? For a
retired person at that ripe old age, such possibiii is totally unacceptable.
We cannot eliminate this risk but we can raise thprobability of success
from O per cent to more than 90 per cent through the use of the HWC. For
information, the HYMC portfolio size would be frobetween $293,000 to
$10 million at the end of 40 years despite its reglar withdrawal. This is
based on the 10th to 90th percentile.

Now that we have proposed a retiree’s portfolio, i$ time to consult
your nancial adviser.

Wilfred Ling is an investment adviser with Promiaat
Independent. He is licensed by the Monetar
Authority of Singapore to provide investment advice
For consultation, prior appointment is required. A
consultation fee will be charged.

Email: wilfred.ling@promiseland.com.sg
Telephone: 6294-2461.

Website: http:/articles.wilfredling.com

Despite the
advantages of an
annuity plan, we
personally will only
advice our clients to
place a small amount
of their money into
an annuity. This is
because the payout of
a participating annuity
has a good chance of
being unable to cope
with in ation

Table 4 Comparison* between withdrawing from the HYMC and a xed
deposit

SGD Fixed Deposit
(@ 2% p.a) [Straight

HYMC (7.79% p.a, 8.44%
standard deviation, 1.36% p.a
expense ratio )

[Monte Carlo simulation]

Line Capital
Depreciation[

Years Success probability] Success probability
25 100% 100%
30 100% 99.38%
31 100% 99.09%
32 0% 98.71%
35 0% 97.01%
40 0% 92.05%
*Assumptions are (1) In ation 5% p.a (2) Average nem and
standard deviation stated does not change throughte (3) $20,000
initial withdrawal amount (4) Initial capital of $fillion




