
A chieving a success-

ful retirement has gotten a lot 

harder lately, and recent 

trends have made retirement 

preparations more critical. 

Longer life spans, lower 

returns on Social Security, the 

decline in pension plans, and 

the aging of the Baby Boom 

generation have created “the 

perfect storm for those plan-

ning to retire over the next 

few decades,” say David F. 

Babbel of The Wharton School 

and Craig B. Merrill of 

Brigham Young University. 

“Five forces are converg-

ing upon Americans in what 

some have called the Perfect 

Storm—others the Tsunami 

Wave—that is about to engulf 

us from all sides,” they wrote 

in a policy brief published by 

the Wharton Financial Institu-

tions Center. 

Socia l  Secur i ty  decl ine  
They say that people who 

are working now will get a 

much lower return on their 

Social Security contributions 

than their parents received. 

That will happen because 

current workers are paying 

higher taxes and are subject 

to later retirement ages than 

were their parents. The Social 

Security Administration esti-

mates that low-income work-

ers will get only a 2.8 percent 

rate of return on their Social 

Security contributions, while 

higher income workers who 

pay the maximum yearly So-

cial Security tax will get re-

turns of just 0.4 percent. 

The demise of traditional 

pension plans will also hurt 

many retirees. Traditional 

pensions were offered by 

175,000 employers in 1983; 

now there are less than 

25,000 pension plans that 

guarantee lifetime benefits. 

Even worse, about 30 

percent of the remaining pen-

sion plans have said they will 

close within two years, and 

some of those that remain are 

either insolvent or underfund-

ed. 

There are serious impli-

cations for retirees: under 

traditional pensions a retiree 

could not outlive his income. 

Under 401k and other con-

tributory plans a retiree can 

easily spend everything be-

fore death. 

Living longer  
Longer life spans are 

also going to bedevil future 

retirees. Since 1940, the 

number of months of life ex-

pectancy for those age 65 

has increased by 50 percent.  

When Social Security 

began, the average person 

did not even live until 65. This 

increased longevity has 

placed a big strain on the 

Social Security system. Mean-

while, the average lifespan of 

a man at 65 is now age 86 

and for a woman it is close to 

88. 
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A PE R F E C T  S T O RM  I S  MA K I NG  I T  
H A RD E R  T O  R E TI R E  S UC C E S S F U LLY  

Points of interest: 

• Returns on Social Security 

taxes are declining. 

• Traditional pensions are 

declining rapidly. 

• Retirees are living into 

their late 80s, on average. 

• Baby Boomer retirements 

will put a strain on Social 
Security. 

• Younger workers may 

eventually work until age 
70. 

Future retirees will face more financial difficulties and will have to work 
harder to avoid outliving their assets. 

Costs matter more 
than anything else 
when selecting winning 
mutual funds. 

2 

Bonds have had a 
better run than stocks 
in recent years. 

3 

The experts get inter-
est rates wrong, a 
Social Security calcu-
lator, and more. 

3 

Stock mutual fund 
investors are doing a 
better job. 

4 

I N S I D E  T H I S  I S S U E : 

September  2010  

INVESTMENT  
UPDATE  



Investment Update  

Finally, the aging of the 

Baby Boomers means that a 

much larger percentage of the 

U.S. population will be placing  

a strain on Social Security, 

just as the emergence of a 

much smaller post-Boomer 

generation will mean there 

are fewer workers to support 

Social Security. The end result 

likely will be lower benefits or 

delayed benefits for many 

current workers. 

Workers who want to 

retire someday will have to 

(Continued from page 1) 

take a combination of ac-

tions to ensure retirement 

success. 

First, savings rates will 

have to increase. The gold 

standard for retirement 

savings traditionally has 

been 10 percent of in-

come. Today as much as 

15 percent might be more 

prudent. 

Second, more retirees 

should consider using part 

of their assets to fund lifetime 

annuities that will pay month-

ly benefits for as long as they 

live, ensuring they can’t out-

live their income.  

Finally, early retirements 

may become a thing of the 

past for many workers and it 

may become commonplace to 

work until age 70 or later. 

star to five-star ratings. 

“In every asset class over 

every time period, the cheap-

est quintile produced higher 

total returns than the most 

expensive quintile,” he wrote. 

Consider domestic stock 

funds. The cheapest group 

produced an annualized re-

turn be-

tween 

2005 and 

2010 of 

3.35 per-

cent per 

year, com-

pared to 

2.02 per-

cent per 

year for the 

most ex-

pensive 

group. 

“The 

gap was 

similar in other categories 

such as taxable bond, where 

cheap funds returned 5.11 

percent versus 3.82 percent 

for pricey funds,” Kinnel 

wrote. 

The U.S. Department of 

Labor also warned 401k in-

Investors may not need a 

complicated system to pick 

the best mutual funds: it may 

be as simple as comparing 

the costs of one fund to an-

other. 

“If there’s anything in the 

whole world of mutual funds 

that you can take to the bank, 

it’s that expense ratios help 

you make a better decision,” 

says Russel Kinnel, director of 

mutual fund research at 

Morningstar Inc. 

Kinnel recently studied 

mutual fund returns, expens-

es, and Morningstar ratings 

from 2005 through 2008 and 

then tracked their perfor-

mance through 2010. 

“In every single time 

period and data point tested, 

low-cost funds beat high-cost 

funds,” he wrote on Morn-

ingstar’s web site. “Expense 

ratios are strong predictors of 

performance.” 

Al l  in the costs  
Kinnel divided the funds 

into five equal groups (known 

as “quintiles”), because that’s 

how Morningstar divides 

funds when it assigns its one-

vestors about the dangers of 

high mutual fund fees. Its study 

shows that over a 35-year work-

ing career, a fund that costs 1 

percent more per year would 

result in an account ending 

value that is 28 percent below 

what could have been earned 

with a cheaper fund. 

Stars  st i l l  matter  
This doesn’t 

mean that Morn-

ingstar’s rating 

system is worth-

less, Kinnel says. 

He also fac-

tored in the clo-

sure of poorly 

performing funds 

during the period 

under study. 

After correcting 

for “survivorship 

bias,” Kinnel 

found that Morn-

ingstar’s star rating system—

which takes into account risk 

adjusted performance—was still 

a pretty good selection tool. 

That finding implies that 

investors should look at both 

mutual fund costs and their risk 

levels when selecting funds. 
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“ Expense ratios are 

strong predictors of  

performance.” 

Retirement will grow more elusive. 

Mutual funds that charge higher fees 
to investors offer considerably lower 
returns, says Morningstar and the U.S. 
Department of Labor. 
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Bonds have beaten 

stocks in recent years and 

even over the last decade. 

Guess where most mutual 

fund money has been flowing 

recently?  

Of course investors who 

were stung by the bear mar-

ket in 2008 are pumping 

money into bonds instead of 

stocks. But is this wise? 

Maybe not, according to 

Yale Professor Roger Ibbotson 

and Peng Chen of Morn-

ingstar.  

In a recent article they 

note that bonds have had a 

very good run for almost 40 

years, beating stock returns in 

some cases and doing so at 

lower risk levels. 

A great  run 
“Relative to bonds, stock 

returns look mediocre over 

the past 20, 30, and even 40 

years,” write Ibbotson and 

Chen. 

For instance, for the 10 

years starting in July 1999, 

the Standard & Poor’s 500 

Stocks Index had a negative 

annualized return of 2.2 per-

cent, while various bond in-

dexes gained from 6 

percent to 7.6 percent 

per year. 

Over the 20 years 

starting in July 1989 

most bond indexes 

almost equaled the  

7.8 percent annualized 

return on stocks, but at 

much lower risk. 

“For the very long 

term, it is no longer a 

contest,” write Ibbotson 

and Chen. “One dollar 

invested in stocks 83 

years ago easily out-

grows one dollar invest-

ed in bonds.” 

I t ’ s  a l l  in  the rates  
The recent outperfor-

mance by bonds has been 

pretty much a declining inter-

est rate story, they note. Inter-

est rates were a lot higher 40 

years ago, and bonds have 

benefitted from an average 

income return of 7 percent, 

and from capital gains as 

subsequent declines in inter-

est rates made older bonds 

more valuable. 

Today yields are much 

lower. Thirty-year U.S. Treas-

ury Bonds are yielding less 

than 4 percent, and 10-year 

Notes go for less than 3 per-

cent. 

In order to enjoy the 

same returns that they have 

in the past, long-term bond 

yields would have to go into 

negative territory. “This is 

simply impossible,” the au-

thors say. 

Ibbotson and Chen say 

that bonds likely will offer 

total returns of between 3 

percent and 4 percent going 

forward, while stocks are 

more likely to gain 7 percent. 

estimate of 4.13 percent. Just 

two forecasters said it would 

move below 3 percent. One 

year later the rate stood at 

2.95 percent. 

Socia l  Secur i ty  onl ine  
When should you take 

Social Security—early, 

at normal retirement 

age, or later? 

In order to help you 

make this difficult deci-

sion, the Social Security 

Administration offers an 

online estimator to help com-

pare different retirement op-

tions. The calculator  will use 

your own earnings record so 

If predicting the future 

was easy, we’d all be able to 

do it, right?  

The evidence shows that 

forecasting is hard, even for 

the investment “experts.” 

Consider the annu-

al Wall Street Journal 

survey of interest rate 

predictions by the in-

dustry’s top forecast-

ers. 

Over a year ago it 

asked 50 experts where 10-

year U.S. Treasury note yields 

would be 12 months later. 

Forty-three predictions put the 

yield higher, with an average 

you won’t have to manually 

enter information. It is at: 

www.socialsecurity.gov/estimat

or. 

Expectat ions decl ine  
Two bear markets between 

2000 and 2009 have brought 

investor expectations down to 

earth, found a recent survey of 

high net worth investors by 

Allianz Global Investors. 

Three in five investors do 

not expect stocks to increase 

by more than 7 percent per 

year, Allianz said. Half of the 

participants expect five-year 

annualized returns of 3 percent 

to 10 percent, it added.    
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BO N D S  H AV E  B E E N  B E AT I N G  S T O C K S :  
WH E R E  S H O U L D  YO U  I N VE S T  N OW?  

“Relative to bonds, stock 

returns look mediocre 

over the past  20, 30, 

and even 40 years.” 

Bonds have been the big winners over the 
last 10 years, easily beating stocks. 

H A R D  T O  P R E D I C T ,  S O C I A L  S E C U R I T Y ,  &  M O R E  



tor garnered a return of 32.2 

percent in 2009, vs. 26.5 

percent for the S&P 500. 

That outperformance 

helped trim the long term 

trend where investors have 

lagged the market, it said. 

Over the 20 years ended 

in 2009, the S&P 500 has 

grown by 8.2 percent per year 

with dividends reinvested, 

while the average stock fund 

investor has earned an esti-

Every year research 

firm DALBAR studies mu-

tual fund flows to estimate 

how much money fund 

owners make on their 

investments. 

Over the years it has 

found that investors, due 

to bad behavior—that is, 

buying and selling at the 

wrong times—actually earn 

less than the investments 

themselves. In other 

words, if investors had 

just put their money into 

the market via index funds 

and left it alone, they would 

have done better. 

But DALBAR’s latest sur-

vey offered a glimmer of 

hope, the Boston-based firm 

says: the average stock fund 

investor beat the Standard & 

Poor’s 500 Stocks Index by 

six percentage points last 

year. 

DALBAR estimated that 

the average stock fund inves-

mated 3.2 percent per 

year. 

“While investors seem to 

be learning hard lessons 

from the past 15 years, the 

original… findings still hold 

true: Mutual fund investors 

do not achieve the returns 

cited by fund firms due to 

their irrational behavior,” 

said DALBAR president Lou 

Harvey. 

He said some of the im-

provement in investor re-

turns recently may be due 

to the growing popularity of 

target date funds, which pro-

vide a diversified portfolio to 

investors who buy them and 

stick with them. 

In order to improve your 

returns, set a strategy and 

stick with it. Develop a check-

list geared to that strategy 

and consult it before making 

decisions. Then run those 

decisions by a third party to 

see if they still make sense. 

IN V ESTOR  R ETUR N S  IMP ROV E ,  BU T  
A R E  STIL L  L AG G IN G  TH E  MAR K ET  

Investors continue to make bad decisions that 
reduce their returns. 

Investment Update is published 

monthly by OBS Financial 

Services, Inc. © 2010 All rights 

reserved. Information has been 

obtained from sources believed 

to be reliable, but its accuracy 

and completeness, and the 
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Consult your personal financial 
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prospectus before making an 

investment decision. Any 

performance data published 

herein are not predictive of 

future performance. Investors 

should always be aware that 

past performance has not been 

shown to predict the future. If in 

doubt about the tax or legal 

consequences of an investment 

decision it is best to consult a 

qualified expert. OBS Financial 

Services, Inc. is a Registered 
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