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A major concern in any family and business is that of ensuring financial security in retirement.  Yet, we get little practical advice about the most important factors involved in attaining that goal.

Two important facts have to be noted:

1. Saving an adequate amount for an adequate time is crucial.  I suggest that young families commit to save 15-20% of their income for retirement, knowing that this greatly increases the chance of having enough money to make good choices later on.

2. Understanding the effects of inflation is also crucial.  You are saving for expenses that will begin “later on,” and continue for decades.  The erosive effect of inflation on your savings absolutely must be understood, or you will fall short of your goal at the worst possible time.

Think of inflation as the loss of purchasing power.  For example, given a 3% average rate of inflation (about what we’ve had for the last several decades) over 30 years, one thousand dollars will only buy $412 dollars of “stuff” at that time.  5% inflation would drop the purchasing power to $230!  This means that with a 3-5% rate of inflation, you would need to have roughly two to five times as much money (after taxes) to buy the same thing as now.

What type of investments can accomplish the goal of preserving purchasing power over decades of inflation?  For most of us, the only answer is equities (stocks).  Some of you are certain to cringe at this suggestion, but in a contrary way, that is a good sign.

We have just had a twenty year period in which bonds (fixed income) “did better” than stocks.  This is very unusual, last occurring during the great Depression.  It also occurred primarily as bonds surged in price as the very high interest rates of the inflationary 1970-80’s dropped.  Now we are faced with the combination of stock prices that have not appreciated for a decade, and very low interest rates (high prices for bonds).  There is almost no chance for any capital gains on bonds for the current future, and perhaps instead a chance of true negative returns for fixed income (after taxes, inflation and increasing interest rates).   Conversely, equity investments are feared and shunned, and at historically reasonable valuations.  Thinking rationally, someone with a long term horizon (the very nature of retirement investing) should invest a significant amount of their portfolio in equities.
Which equities?  I favor using low cost index funds and their ETF equivalents.  However, the investor/advisor must make an active asset allocation by choosing among a wide variety of equity asset classes:  various size domestic companies, various size foreign developed companies, emerging markets, real estate, commodities, and other “alternative” choices.  The portfolios should be monitored, rebalanced, and adjusted based on valuation and geopolitical trends.

The hard part of investing wisely is the above.  The crucial part of investing for retirement is to save enough, save early, and consider the effects of inflation.

