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    You are asked by three different families for your best investment recommendations in the following situations:

 

1)  Family 1 has $50,000 that they intend to use as a down payment on a house in 6-12 months.  They want to make the best return consistent with their needs.  Your suggestion?

 

2)  Family 2 has $50,000 that they intend to use for their children’s college education, which begins in 5 years and probably ends in 10 years. Your suggestion?

 

3)  Family 3 has $50,000 that is intended for the parents' retirement funding, which will be more than 20 years out.  Your suggestion?

 

My answers would be:

 

Family 1 should put all the money in a money market fund or a short term CD.  They need the entire amount back in a short time and cannot expose themselves to the volatility of stocks, long term bonds, or any other investment choice that might result in a loss of their initial investment.

 

Family 2 has a longer time horizon, but still needs the money back in an intermediate time frame.  It would be reasonable to choose a mix of short and intermediate term bonds or CDs along with some stocks.  The mix could be 50-70% stocks initially, with a shift more towards the fixed income side as the time when the money is needed approaches.  The vast majority if not all the money should be in short term fixed income (short term bonds, money market funds and/or CDs) as the children start college.  Although choosing some stock investments in the first few years exposes the portfolio to both up and downwards volatility, the time horizon is adequately long to have at least some of the money potentially benefiting from the superior long term returns of stocks over bonds.

 

Family 3 should have a portfolio comprised almost entirely of stocks.  They have a very long time horizon in which to ride out the volatility of the stock markets.  At the same time, they have the same long time in which to benefit greatly from the markedly superior long term return that stock investments have over bonds. Note also that the time in which they will actually use the money is potentially over decades.  This means that they should not necessarily switch the money into fixed income as retirement begins (as in the example for Family 2). Instead, they should continue with a portfolio tilted towards equities, perhaps with a "buffer" of short term fixed income that would fund 2-3 years of needs in the event of a downward market swing. 

 A good strategy for Family 3 would be to take a steady percentage (4-5%) of the total portfolio amount as distributions each year.  If there was a year or two with a major downturn in the market, they would use the buffer money to avoid selling equities at market lows.  A number of academic studies have lent evidence that this strategy is the most likely one to provide a long term inflation adjusted retirement distribution strategy that works.

So, time is important when deciding on how and where to invest.  Consider your time horizon as an equal variable when deciding how to allocate your investment funds.
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