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4. INVESTMENT STRATEGY
Your investment strategy will be based on the results from your time horizon, target goal, and risk
tolerance from your retirement investment policy statement.
Risk tolerance will be your guide to the important task of choosing how to diversify your portfolio. Modern
portfolio theory recommends constructing portfolios to maximize expected return based on the level of
risk that you are willing to take.
Conservative tolerance will require very different investments than a growth tolerance portfolio. Also, if
the return on a conservative portfolio is lower than the projected return that you used in your calculations,
you might need to factor in more money invested or more time to achieve your goal. The available time
to accumulate savings and the amount of money you invest will affect the level of risk that you might have
to take.

Fact: Investing for your retirement is the most important financial goal you will have. Yes, saving to buy
a home, to pay for your child’s college education and many other goals are important, but your
retirement should be number one. If your employer is not, “on your behalf,” saving for your retirement in
a pension plan, then the responsibility is all yours. The earlier you start, the easier it will be to get the
results you want.
It’s hard to make a goal that might be many years out and less pressing than those facing you now. If
you visualize retirement through your short-term “here and now” eye, you will be thinking about today’s
cash flow and what you have to give up. Retirement is just too far off; it is easy to think, “I can start that
tomorrow, but I need this today.” However, if Social Security can’t be relied on like some people believe,
or if it pays only a percentage of the benefit you expected to get, your savings will be your only or your
primary source of income.
To create a retirement plan of action that will succeed, start with a retirement investment policy
statement. It’s a way for you to articulate and structure a plan of action to accomplish your goal. It’s a
document that includes your time horizon, tolerance for risk, target goal and investment strategy.
Consider the following components of a retirement plan and how you can create your own.
1. TIME HORIZON
When do you want to retire? Full Social Security retirement age for anyone born after 1959 is 67. Do you
want to retire sooner or later? You need a target date to aim for. You also need to plan for the years you
expect to live in retirement. Be positive; start with the Social Security life expectancy. If your parents
lived long, add some years.
2. TARGET GOAL
Based on your time horizon, the next step is to figure out how much your IRA needs to grow and how
much you need to save each year. A good starting point is to use your current income as your retirement
income goal. You probably will not enjoy living on less, and you can always adjust in the future. Calculating your approximate accumulation goal will need three computations, all easily done with an online
retirement calculator.
3. SOCIAL SECURITY BENEFITS
Inflation calculator: What will my income be worth when I retire?
This calculator will tell you what your current income will inflate to by retirement and what your Social
Security benefit estimate is. If you expect Social Security to be around, subtract that estimated benefit
from the estimated annual income at 67 to get the annual income your retirement plan will need to
support.
Example: $40,000 current income with retirement income adjusted for 2 percent inflation:

Current Age
30
40
50

Waiting Period
Before Investing
0
10
20

Income
at 67

Social
Security

$81,595
$81,595
$81,595

$28,762
$28,762
$28,762

Income
Needed
$52,833
$52,833
$52,833

Retirement calculator: How much do I need to retire?
Being positive about Social Security, you now calculate how much you need to accumulate to support
the needed income. (If you don’t trust that Social Security will be around when you retire, use the full
income needed.)
Example: If you started work at age 30, retired at 67 and lived 20 more years, you would need $52,833
in your IRA no matter when you started to save. The retirement calculator results show that with a 7
percent return, you would need $598,893 to generate $52,833 each year through retirement.
Investment goal calculator: How do I reach my retirement goal?
Now you need to calculate how much you need to save each year. This is where “when you started
saving” makes a big difference.
Example: Average annual return of 6.5 percent adjusted for 2.5 percent inflation:

Current Age
30
40
50

Waiting Period
Before Investing
0
10
20

IRA Goal

Yearly IRA
Investment

Monthly IRA
Investment

$598,893
$598,893
$598,893

$7,589.61
$13,027.42
$25,627.32

$612.43
$1,050.02
$2,086.06

Now you know what it will take to get you to where you want to go. You also can visually see how
expensive waiting is. On a current income of $40,000, $7589.61 per year is about 19 percent of
your income. That might sound like a lot, but at age 50, $25,627 is an impossible 65 percent.
Now that you know what your target is and how much you will need to invest a year, you need to
establish an investment strategy.

Although your asset allocation strategy will be based on your unique situation, consider the basic
examples of portfolios and related factors listed below to help you get started. Note that the portfolio types
are intended only as hypothetical illustrations and do not reflect the actual performance of any specific
investment. They should not be considered financial advice. All investment involves risk, including the
possible loss of principal, and there can be no guarantee that any investing strategy will be successful.
5. MANAGING RISK
Investing, whether in stocks and bonds or a bank CD, has risks which cannot be eliminated. All risk is
related to losing money: loss of value and loss of purchasing power due to inflation. The goal is to strive
for an overall combination of investments that, when diversified, will take the least amount of risk while
seeking to achieve the targeted rate of return.
There are two types of investment risk: systemic risk, which affects the economy as a whole, and
non-systemic risk, which affects a sector, industry or a single company. Investment strategies to manage
these risks are asset allocation and diversification.
6. ASSET ALLOCATION
Placing different asset classes like bonds, stocks, gold, real estate, and cash into your portfolio helps
manage systemic risk. The different asset classes respond to changing economic and political conditions
in different ways. Asset allocation increases the probability that some of your investments will perform
better while others are flat or losing value.
7. DIVERSIFICATION
Diversifying your portfolio manages the non-systemic risk by subdividing your asset classes. Within the
stock asset allocation, you can subdivide into growth and value companies as well as companies that are
very large or very small. Further diversification can be made into different sectors of the economy, such
as technology, manufacturing, pharmaceutical and utility companies. You can also spread your risk over
different countries or regions such as Europe, Asia and Latin America.
Bonds can also be diversified into type of issuer: the federal, state and local governments; corporate
issuers of different quality, from guaranteed to high risk; and duration.
8. CREATING YOUR PORTFOLIO
There are three basic levels of investment management activity you can choose. You can use one or a
blend of them. The three levels are passive, strategic and tactical. Asset allocation can be an active
process to varying degrees or strictly passive. How active you want to be will depend on how comfortable
you are in making investment decisions and how much time you are willing to devote to the process.
PASSIVE APPROACH
If you have little experience with investing and you are just starting your IRA, a passive approach, in
which you use the expertise of a money manager, would be a good starting place. The money manager
might be an individual who is an independent registered investment advisor or it might be a mutual fund
or annuity company. Whether your level of risk is conservative, moderate or aggressive, there is a
portfolio for you. Many companies have a fund designed for each category as well as lifestyle and
target-date portfolios.
STRATEGIC APPROACH
This portfolio strategy is a basic “buy and hold” strategy. The initial target asset allocations are based on
the risk tolerance, time horizon and investment objectives developed in the investment policy statement.
Adjustments to the asset mix are made through periodic rebalancing of the asset allocations since some
assets grow more than others. Typically, portfolios are rebalanced when an investment is 5 to 10 percent
greater than or less than the original target.
TACTICAL APPROACH
A tactical approach is a moderately active strategy that engages in short-term opportunistic moves to take
advantage of changing economic and market conditions by increasing or decreasing the percentage
invested in an asset class or sector. The asset allocation strategy (conservative, moderate or aggressive)
and the level of activity (passive, strategic or tactical) all are based on your individual preferences.
The investment policy statement and the process of developing it should help you learn your tolerance
for risk and what strategies suit you best. All strategies need to be monitored. “Buy and hold” does not
mean “buy and forget.”
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