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• Retirement strategy fragility reaches a peak at the point of
retirement.
• Market volatility greatly impacts investment portfolios when
you're near or just past retirement.
• Equities, no matter what valuation they are trading at, are very
risky for short-term investors.
• We believe investors can add stability to their portfolios by
incorporating the 3L strategy into their financial plan.

Fig. 1: Sequence of returns doesn't matter
when there are no contributions or
withdrawals
Hypothetical growth of USD 1,000 with return
sequence reversed in scenario 2
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We'd like to start this month with a bit of a thought exercise.
Suppose you have a USD 1,000 portfolio and over ten consecutive
years experience the following returns: 7.3%, -1.35%, 35%,
19.6%, 31.7%, 27%, 18.4%, -12.5%, -13.4%, and -24.5%. A
little bit of math shows us that the initial USD 1,000 portfolio would
have grown to USD 1,936 at the end of the ten years.
Now assume you experienced the exact same returns, but in the
opposite order: -24.5%, -13.4%,-12.5%, 18.4%, 27% and so on.
Do you wind up with the same amount of money as in the first
scenario? The answer is yes at USD 1,936 (Fig. 1). The sequence in
which the returns occurred didn't matter.
Now for a second exercise. We're going to keep everything the same
as in the first example, but also include a USD 40 annual spend
from the portfolio. In the first scenario the portfolio ends up at USD
1,510, but in the second scenario (returns reversed in order) the
investor ends up with 25% less: USD 1,124 (Fig 2).
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Fig. 2: Sequence of returns matter when there
are contributions or withdrawals
Hypothetical growth of USD 1,000 with return
sequence reversed in scenario 2, assuming USD 40
annual withdrawal
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The phenomenon illustrated in the second example is called
sequence risk, and it refers to the fact that when you're adding
or withdrawing funds from a portfolio the order in which you
experience returns matters a great deal. The same exact average
return over time can lead to very different outcomes. Market
pullbacks hurt a lot more when you're early in retirement than when
you're still working.
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For readers that are curious, the returns used above were the
inflation-adjusted returns of the S&P 500 leading up to the dot com
crash.
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Fragile - Handle with care
From the standpoint of someone that's near or just past retirement,
investment portfolios are fragile; market volatility impacts them greatly. A household can diligently save for 40 years, but a 40% stock market correction in the final years before retirement completely changes
the assets the family has for retirement. Something similar can be said
about a 30 or 40% one-year gain. A 40% gain is a happy blessing, but
equally random in that there was no way to predict or prepare for it.
The fragility of retirement portfolios is why most families are advised
to reduce their exposure to equity risk as they approach retirement.
Lowering equity exposure increases the near-term stability of the portfolio, but there's no free lunch. The stability that's appreciated during
market stress also creates a performance drag when viewed from a
longer-term perspective.

Fig. 3: US equity valuations are high
Shiller cyclically-adjusted PE ratio, 1900-2017
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Are high equity valuations a warning sign?
US equity valuations are objectively high. One longer-term measure,
the Shiller CAPE (Cyclically adjusted price to earnings) puts the valuation of the S&P at levels only seen two previous times in the last 100
years – just before the Great Depression and just before the dot com
bust (Fig. 3).
A lot of the commentary about high valuations focuses on the fact
that valuations are a terrible predictor of returns over the short term.
It's true. Valuations don't tell you much at all about what will happen
over the next year or so, and have virtually no correlation with sharp
declines and bear markets. However, it's also true that we don't really
have any really good short-term indicators to time equity markets.
Equities, no matter what valuation they are trading at, are very risky
for short term investors. If you have money that you need to spend in
the next three years invested in equities, sell your equities. You don't
need a market view for that to be good advice.
High equity valuations tell us one important but simple thing: US equity returns are likely to be low but positive over the next decade. But
it's also not super useful for us to just point to the long run and say
that even if there's a sell-off long-term investors will be fine. I want
to harken back to the famous Keynes quote, "in the long run we
are all dead" on this point. The full quote is: "But this long run is a
misleading guide to current affairs. In the long run we are all dead.
Economists set themselves too easy, too useless a task, if in tempestuous seasons they can only tell us, that when the storm is long past,
the ocean is flat again."
In other words, we can't simply wave our hands at the short term and
only focus on the long term. We have to get through the short term
to enjoy the fruits of the long term.
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Source: Shiller data library, UBS. As of September 2017.

Are equity valuations also a warning sign?

US equity valuations are
objectively high right now, but
Valuations don't tell you much
at all about what will happen
over the next year or so.
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Learning from beauty contests
What can we look at to understand if we should be concerned about
an equity sell off? The short answer is investor sentiment. At last
week's CIO Forum in New York, I led a panel with three Behavioral
Finance experts: Svetlana Gherzi (UBS), Terry Odean (UC Berkeley),
and Dennis Ruhl (JP Morgan). While on stage, we held a Keynesian
Beauty Contest with the audience.
A Keynesian beauty contest gets its name from a fictional newspaper
contest in which participants try to select the six most attractive faces
from a large selection of photographs. The winner is the participant
who chooses the most popular faces according to everyone else. A
naive participant would select the faces they find most attractive. A
more sophisticated participant would try to base their selection on
what they think others find attractive. An even more sophisticated
participant would base his or her answer on what they think other
participants' perceptions of attractiveness would be. This logic can be
extended over and over again, and Keynes thought similar behavior
was at work in the stock market.
In the short term, stock market pricing is likely based more on what
everyone thinks everyone else thinks the correct value is than any fundamental assessment of value. Investor sentiment indices remain supportive of equity markets and don't indicate a growing trend toward
bearishness. Absent some areas of private tech and cryptocurrencies,
we also haven't heard a groundswell of run-away investor bullishness
coupled with skepticism from other quarters like were present in 2000
and 2007. Today at least, the Keynesian beauty contest deems the
equity market quite attractive.

A robust retirement strategy
Robust (adj):
(1) a process or system able to withstand or overcome adverse
conditions
(2) capable of performing without failure under a wide range of
conditions
Considering the seriousness of sequence risk, most investors need to
shift mindsets when they approach retirement. Success can no longer
be defined as return in-excess of a benchmark, since beating a benchmark can still result in a failure to meet their retirement goals. For
instance, outperforming the S&P by 1% isn't 'success' if the family
can't afford to generate the income they want in retirement because
the market declined 30% due to the madness of crowds. Success is
a strategy that meets the family's objectives no matter what happens
one a short term basis in the market.
To that objective we published a report titled Liquidity, Longevity, and
Legacy: A purpose-driven approach to wealth management at the
beginning of September. Every family’s financial plan is unique, but
most investment strategies are organized quite similarly. Instead of

So what should you do?

Investment
strategies should be
built around
meeting your
financial objectives.
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using ”risk tolerance” as the primary guiding factor, our approach is
built on the foundation of your financial objectives (Fig. 4).
The report walks through how investors can use institutional-quality frameworks to intuitively segment their assets and manage them
appropriately. For retirees, the framework is particularly powerful
since it not only helps investors avoid sequence risk, but might even
enable them to take advantage of market volatility to proactively
improve results. Please speak to your financial advisor about obtaining
a copy of the report and discussing how it applies to your situation.
Fig. 4: The UBS Wealth Management Framework

Source: UBS

UBS Chief Investment Office Americas, Wealth Management 4 October 2017

4

Modern retirement monthly

Appendix
Disclaimer
Research publications from Chief Investment Office Americas, Wealth Management, formerly known as CIO Wealth
Management Research, are published by UBS Wealth Management and UBS Wealth Management Americas, Business
Divisions of UBS AG or an affiliate thereof (collectively, UBS). In certain countries UBS AG is referred to as UBS SA. This
publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any
investment or other specific product. The analysis contained herein does not constitute a personal recommendation or
take into account the particular investment objectives, investment strategies, financial situation and needs of any specific
recipient. It is based on numerous assumptions. Different assumptions could result in materially different results. We
recommend that you obtain financial and/or tax advice as to the implications (including tax) of investing in the manner
described or in any of the products mentioned herein. Certain services and products are subject to legal restrictions and
cannot be offered worldwide on an unrestricted basis and/or may not be eligible for sale to all investors. All information
and opinions expressed in this document were obtained from sources believed to be reliable and in good faith, but no
representation or warranty, express or implied, is made as to its accuracy or completeness (other than disclosures relating
to UBS). All information and opinions as well as any prices indicated are current only as of the dateof this report, and are
subject to change without notice. Opinions expressed herein may differ or be contrary to thoseexpressed by other business
areas or divisions of UBS as a result of using different assumptions and/or criteria. At any time, investment decisions
(including whether to buy, sell or hold securities) made by UBS and its employees may differ from or be contrary to the
opinions expressed in UBS research publications. Some investments may not be readily realizable since the market in the
securities is illiquid and therefore valuing the investment and identifying the risk to which you are exposed may be difficult
to quantify. UBS relies on information barriers to control the flow of information contained in one or more areas within
UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading is considered risky. Past performance
of an investment is no guarantee for its future performance. Some investments may be subject to sudden and large falls
in value and on realization you may receive back less than you invested or may be required to pay more. Changes in FX
rates may have an adverse effect on the price, value or income of an investment. This report is for distribution only under
such circumstances as may be permitted by applicable law.
Distributed to US persons by UBS Financial Services Inc. or UBS Securities LLC, subsidiaries of UBS AG. UBS Switzerland
AG, UBS Deutschland AG, UBS Bank, S.A., UBS Brasil Administradora de Valores Mobiliarios Ltda, UBS Asesores Mexico,
S.A. de C.V., UBS Securities Japan Co., Ltd, UBS Wealth Management Israel Ltd and UBS Menkul Degerler AS are affiliates
of UBS AG. UBS Financial Services Incorporated of Puerto Rico is a subsidiary of UBS Financial Services Inc. UBS Financial
Services Inc. accepts responsibility for the content of a report prepared by a non-US affiliate when it distributes reports
to US persons. All transactions by a US person in the securities mentioned in this report should be effected through a
US-registered broker dealer affiliated with UBS, and not through a non-US affiliate. The contents of this report have not
been and will not be approved by any securities or investment authority in the United States or elsewhere. UBS Financial
Services Inc. is not acting as a municipal advisor to any municipal entity or obligated person within the meaning of Section
15B of the Securities Exchange Act (the "Municipal Advisor Rule") and the opinions or views contained herein are not
intended to be, and do not constitute, advice within the meaning of the Municipal Advisor Rule.
UBS specifically prohibits the redistribution or reproduction of this material in whole or in part without the prior written
permission of UBS. UBS accepts no liability whatsoever for any redistribution of this document or its contents by third
parties.
Version as per September 2017.
© UBS 2017. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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