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INTRODUCTION

I’m often asked whether the markets behave rationally. 
My answer is that it all depends on your time horizon. 

Turn on CNBC at 9:31 AM any weekday morning 
and you’re faced with a lunatic asylum described by the Three Stooges.

 — William Bernstein, The Four Pillars of Investing

I
 
t was several years ago when I first heard the news — at least, it was news to 
me. The TV was tuned to CNBC, and a distinguished-looking gentleman was 
on camera. He spoke with an air of supreme confidence and authority. An émi-

nence grise, no doubt about it. He was talking about the Lost Decade, those ten 
years beginning in 2000 when the stock market went down, then up, then down, 
and then up again — only to finish pretty much in the same place it started.

And then he delivered the grim news: “Buy and hold is dead.”
How, he asked, can you possibly earn any returns simply holding your positions 

year in and year out, when the stock market has been moving sideways for a decade? 
Instead, he offered us viewers this advice: we would need to become “stock pickers.” 
We would need to be nimble, to dart quickly in and out of positions, catching a stock 
with a little upward momentum here and there and then quickly dumping it before 
it goes back down. This approach is, he said, the only way to make money in a 
market going nowhere fast.

The stockbrokers watching that day were no doubt gladdened by his news, and 
by his advice on what we should do about it. After all, investors who just sit there 
holding the same old investments year after year don’t generate commissions. “Buy 
and hold is dead? Well, good riddance,” the brokers might well have been thinking.

And similar thoughts might have been passing through the heads of the CNBC 
on-camera personalities, their off-camera colleagues, and others who earn their living 
providing a 24/7 stream of market news and advice. After all, buy-and-hold investors 
have no need for the media’s short-term investment advice. “Buy and hold is dead? 
Then by all means,” the pundits, newsletter writers, and investment advisors might 
have thought to themselves, “follow Mr. Éminence Grise’s advice and become a stock 
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picker. Don’t fret, Mr. Jones and Ms. Smith. We’ll be more than happy to sell you 
our latest, greatest market predictions.”

***

Yes, it was no doubt the kind of news to warm the hearts of stockbrokers, stock-
picking gurus, and others eyeing your purse or wallet. But that doesn’t mean it wasn’t 
true. After all, consider the evidence in support of buy and hold’s demise. Our friend 
on CNBC was speaking just two years after the stock market meltdown of 2008. Just 
about every asset class in existence plummeted in value during that debacle. U.S. 
stocks, international stocks, emerging market stocks, high-yield bonds — you name 
it, it lost money big time. Beginning in October 2007, and continuing until March 
2009, the S&P 500 dropped a whopping 55.3 percent — the worst stock market loss 
since the Great Depression.

And the 2007–9 bear market began only five years, to the day (October 9), after 
the 2000–2002 bear market ended. Between March 2000 and October 2002, the S&P 
500 dropped 47.4 percent. These two bear markets served as bookends to the second 
worst ten-year stretch for investors since 1926. Between 2000 and 2009, the S&P 500 
managed to deliver, on average, annualized returns1 of negative 1 percent. A $10,000 
investment in the S&P 500 made on January 1, 2000, would have been worth only 
$9,090 by December 31, 2009.2 And that’s not even taking into account the mutual 
fund fees and other costs you would have incurred. That’s ten years adding up to 
nothing but losses. The so-called aughts produced naught for a lot of investors.

It’s no wonder, then, that so many responded by f leeing stocks in favor of bonds 
and other fixed-income investments. From 2008 through 2012, investors in the world’s 
ten largest economies pulled $1.1 trillion from stock mutual funds, while adding $1.3 
trillion to bond mutual funds.3 The stampede out of stocks finally began to reverse 
itself in 2013. Of course, at this point, investors returning to stocks had already missed 
out on the 129 percent returns generated by the S&P 500 between the market bot-
tom on March 9, 2009, and December 31, 2012. Buy and hold? It sure doesn’t look 
like that’s what many investors did in the wake of the financial crisis. But nor did 
they follow our CNBC friend’s advice. “Dump and run” is what happened, as in 
dump stocks and run to the safety of bonds.

So maybe buy and hold is dead, at least in the sense that most average investors 
are not using it, regardless of its advantages or disadvantages. But still, there was 
one question someone should have put to that gentleman on CNBC: when you say 
buy and hold is dead, exactly what investments are you talking about buying and 
holding? Yes, the S&P 500 had negative returns over the past decade. But none of 
the books I’ve read on buy and hold recommend putting all of your money into the 
S&P 500. Diversification is the cornerstone of the buy-and-hold approach to investing. 
A portfolio invested 100 percent in the S&P 500 is not diversified. Would you believe 
a well-diversified buy-and-hold portfolio, split 60 percent stocks and 40 percent bonds, 



INTRODUCTION xvii

purchased on January 1, 2000, and rebalanced back to 60/40 each year since then, 
would have more than doubled in value by December 31, 2009? It’s true. Such a 
portfolio, based on the principle underpinning modern portfolio theory (MPT) and 
including high-volatility hedges, return boosters, and low-volatility hedges, would have 
yielded annualized returns of 8.1 percent between 2000 and 2009. A $10,000 invest-
ment in this portfolio made on January 1, 2000, would have been worth $21,848 by 
December 31, 2009. And this is after taking into account average mutual fund fees 
and trading costs. This portfolio would have generated modest positive, not negative, 
returns during the 2000–2002 bear market. True, this same portfolio would have lost 
about 21 percent of its value in 2008. However, the loss would have been made up, 
in its entirety, by December 31, 2009 — just ten months after the great bear market 
of 2007–9 ended. We study this portfolio — the advanced moderate portfolio — and 
other similar portfolios in detail in Part III.

As Mark Twain might have said, reports of the death of buy and hold are greatly 
exaggerated. As for the so-called Lost Decade, it is a myth to those investors who 
maintained a well-diversified buy-and-hold portfolio throughout the 2000s. A difficult 
decade? Yes, for sure. But by no means was it a lost decade — despite what the finan-
cial gurus on CNBC might say.

But what about all those individual investors f leeing stocks and buying bonds? 
Isn’t it reasonable to move to bonds given the riskiness and poor returns of stocks 
over the past decade?

Well, maybe. If some investors had too large a share of their assets in stocks 
going into 2008, it may have made sense for those particular individuals to lighten 
up a bit on stocks. But that massive move away from stocks and toward bonds was 
probably motivated more by fear than by reason. This is unfortunate and may prove 
counterproductive to the bond buyers. Yes, stocks are risky. But bonds come with 
their own risks. By f leeing one type of risk — the short-term risk posed by stock 
market volatility — investors caught up in the rush to bonds (and also CDs, bank 
savings accounts, and other fixed-income investments) may be taking on another, 
more insidious and potentially more dangerous risk — the long-term risk of returns 
that cannot keep pace with inflation. This risk is all the greater today given that 
bond yields and interest rates are at historic lows. Because bond prices move up when 
bond yields go down, the many investors who piled into bonds paid a hefty price for 
those low yields. When interest rates and bond yields return to more normal lev-
els — as they probably will — bond prices will drop.

***

All this takes us to our central topic. This is a book about risk — specifically, risk to 
your retirement — and how to manage and minimize it. Successful investing for, and 
in, retirement basically comes down to mitigating a single, key risk — the risk of 
outliving your money. Throughout this book, we refer to this risk as the retirement 
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risk. If you manage to live out the entirety of your golden years comfortably and 
enjoyably, without having to make sacrifices in your standard of living, and without 
becoming a financial burden on your family, you will have successfully navigated 
the retirement risk.

Unfortunately, retirement seems to be becoming more and more about sacrifice, 
scrimping, saving — and working. The Center for Retirement Research at Boston 
College estimates that more than half of all workers risk being unable to maintain 
their standard of living in retirement.4 Given current trends, 30 percent of workers 
currently in the middle class will become low-income retirees.5 Many people delayed 
their retirements because their 401(k)s and IRAs took major hits in 2008. Seventy 
percent of adults recently surveyed by Wells Fargo plan to work during retire-
ment — in many cases because they cannot afford to retire full time.6 Many already 
in retirement are returning — or trying to return — to the workforce for the same 
reason. Not only are older workers who want to retire finding it necessary to con-
tinue working, but these same workers are occupying jobs that would otherwise go 
to younger people who want to work but can’t find employment. This is not how it 
should be.

But neither is it surprising. With the demise of pension plans and their replacement 
with defined contribution plans — 401(k)s and the like — responsibility for successful 
investing for, and in, retirement has been transferred from professional pension fund 
managers to individual Americans like you and me. But the knowledge and skill 
needed to invest successfully and avoid the risk of running out of money have not 
been transferred along with the responsibility. It is as if we have all been given a 
new job — Money Manager in Charge — without receiving any job training. No won-
der, then, that the prospects for a comfortable retirement are slipping away for so 
many.

Well, like it or not, you’ve been given the responsibility of managing your retire-
ment portfolio. Of course, you can always outsource the job to a professional finan-
cial planner. That was what I was planning to do myself, back when I was getting 
ready to retire. In fact, I did hire a financial planner to create my retirement plan 
and was expecting to use him to manage my nest egg going forward — until he told 
me the fee for his services! That’s when I decided to try the do-it-yourself approach. 
With some trepidation, I started to read up on the subject of investing. It proved to 
be not too difficult, so I kept at it. And then a strange thing happened: much to my 
surprise, I discovered I actually liked learning about investing and putting my new-
found knowledge to work. What started out as a chore became a hobby and then 
something of an obsession. After a few more years went by, I found myself sitting 
down to write a book about what I had learned.

And so here we are. I can’t promise you you’re going to find drama, suspense, 
fun, and excitement in the world of investing — or in the pages of this book. Unless 
you’re a math-loving, number-crunching geek like me, that’s just not very likely. But 
what you will find here is the accumulated knowledge of a self-taught, pretty good 
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amateur investor who has read a lot of the great books on investing and distilled 
them into what, I hope, is a clear, comprehensible, and not too unbearable read. So 
if you’ve decided to have a go at the DIY approach to investing (or even if you’re 
going to hire a professional but want to be able to check up on what he or she is 
doing with your money), it’s time now to roll up your sleeves, put on your green eye 
shade, and get to work. The goal of this book is to help you learn your new job. 
More specifically, the book’s goal is to help you construct and manage an investment 
portfolio that will minimize the retirement risk — the risk of running out of money 
before running out of time. Understanding the retirement risk in all its dimensions 
is a prerequisite to understanding how to construct a portfolio that will last your 
entire lifetime. Therefore, we begin with a consideration of the retirement risk, and 
only after considering this risk in some depth do we proceed to the question of how 
best to invest your nest egg for, and in, retirement. The retirement risk will not only 
serve as our starting point — it will also be our touchstone throughout this book.

If you are a young person, please do not get the wrong impression by my use 
of the term retirement risk. This book is intended for all age groups — young workers 
far from retirement as well as retirees and those nearing retirement. As we shall see, 
the principles I’ll be sharing work to reduce risk just as well for young investors as 
for older investors. These principles do not discriminate by age. There are some dif-
ferences in the ways a younger person should approach the all-important task of 
developing an asset allocation plan, but Chapter 11 provides advice tailored to those 
still working, separate from the advice for retirees and near-retirees. Also, Chapter 
10 includes guidance for estimating the amount of money workers will need to be 
able to retire comfortably and how much workers need to be saving to grow their 
nest eggs to the required size.

***

In this book, we will consider a broad array of solutions to the problem posed by 
the retirement risk. We will learn how to combine these solutions into a holistic 
risk-reduction approach providing defense in depth against the risk of bankruptcy. The 
first half of the book (Parts I–III) will focus on one of these solutions: diversification 
using the principles of correlation and compromise.

But before we can even begin to consider these solutions, we must first, in 
Chapter 1, learn all we can about the problem these solutions seek to address — the 
retirement risk. When it comes to investing, the term risk is often used interchange-
ably with the term market volatility. But too much (negative) volatility is only one 
aspect of the retirement risk. The other aspect — not earning enough returns to 
outpace inflation  —  is just as important to understand and guard against. Viewing 
risk as equivalent to volatility can blind investors to the less terrifying but equal 
danger of insufficient returns. This blindness is often manifested in an overreliance 
on investments like bonds, CDs, and money market funds — investments that will, 
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to be sure, reduce an investor’s exposure to market volatility, but only at the expense 
of an increased risk of not earning enough returns to keep up with inflation. This 
latter risk is especially dangerous today, when the yields for bonds and other fixed-
income investments are at historic lows and the future outlook for these investments 
is not promising.

There is, fortunately another way besides bonds and other fixed-income invest-
ments, to reduce the risk posed by too much volatility while still realizing good returns. 
The approach to asset allocation I’ll be sharing, beginning in Chapter 2, is based on 
the fundamental insight underlying modern portfolio theory (MPT). Don’t worry 
— you will not need to learn MPT to apply the principle that underlies the theory. 
The mathematics behind MPT is formidable; but the principle of correlation, on which 
MPT is based, is simple. As we will learn, this principle is uniquely well suited to 
addressing the risk of too much market volatility without forcing us to give up returns. 
You can think of diversification based on the correlation principle as judo investing 
— or, better yet, black belt investing. A black belt in judo uses the force of a bigger, 
stronger opponent to throw that opponent off balance and defeat him. Similarly, 
when you use the correlation principle to construct a well-diversified portfolio, you 
take the risk posed by market volatility and turn that risk against itself. We cannot 
change the volatile nature of the stock market, but in this book, you will learn how 
to make volatility your friend.

Harry Markowitz won the 1990 Nobel Prize in Economics for developing MPT. 
I want to stress this point — the principle of correlation you will be learning in Parts 
I–III underpins a Nobel Prize–winning investment strategy. There are never any guar-
antees when it comes to investing in the stock market, but I will guarantee you one 
thing: none of the pundits on the financial networks who declared the death of buy 
and hold ever won a Nobel Prize for their investment ideas.

Of course, theories, even Nobel Prize–winning theories, are all well and good, 
but when it comes to investing, results are what matter. I wouldn’t be writing a book 
on the correlation principle unless that principle had proven its worth over and over 
again, by growing and protecting not only my own portfolio but those of many 
others. The fact is, MPT and the principle of correlation have been successfully applied 
for many years both by small-time amateur investors like me and by professional 
money managers responsible for multi-billion-dollar portfolios. David Swensen, the 
manager of the Yale endowment, used MPT to help generate annualized returns of 
greater than 16.5 percent from 1985 to 2008, while the Harvard endowment used 
MPT to produce annualized returns of greater than 15 percent — not bad for a period 
when the S&P 500 yielded only 12.6 percent.7

If you diligently apply the principle of correlation, will you, like Swensen, be 
able to beat the stock market by 4 percentage points per year for the next twenty-five 
years? Absolutely not. You’re not David Swensen, and you don’t run a multi-billion-
dollar portfolio like he does.8 But you can apply the correlation principle to achieve 
the kind of modest success I and other small investors have enjoyed. It is not a secret, 
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nor is it difficult to master — and though you can’t come close to Swensen, you may 
well be able to do better than me.

There’s nothing new about a book on the principle of correlation. Many investment 
books describe or apply this principle. My personal favorites are Burton Malkiel’s A 
Random Walk Down Wall Street and William Bernstein’s The Intelligent Asset Allocator. 
These two books are investment classics. You should beg, borrow, or steal them, 
read them, read them again, and then stick to the lessons they teach you through 
thick and thin.

This book approaches the subject of correlation from a somewhat different angle 
than these classics. In addition to using the retirement risk as our starting point and 
touchstone, I will show you how diversification based on the principle of correlation, 
combined with the complementary principle of compromise (i.e., using bonds to reduce 
portfolio volatility), would have worked to protect and grow portfolios over the past 
four decades. We will focus less on theory and more on market history. I hope that 
this will make the book more accessible to normal, nongeeky people (such as my 
mother, who, when she first heard that I was writing a book on this subject, made 
a face and asked if it was going to contain a lot of math and statistics). I will explain 
how the principle of correlation works as a risk-reduction tool and will show how 
various portfolios based on this principle would have performed during all of the 
major bear and bull markets of the last forty years. In the process, I will debunk the 
myths of the Lost Decade and the death of buy and hold.

***

Again, the principles of correlation and compromise are the focus of Parts I–III. Part 
I explains the two manifestations of the retirement risk — too much (negative) mar-
ket volatility and not enough returns to outpace inflation. It then goes on to explain 
the two principles.

Part II describes the various asset classes that can be used to construct and hedge 
(protect) an all-weather, buy-and-hold portfolio based on the principles of compromise 
and correlation. We consider the risk and reward profile of each asset class and how 
well each one meets the three main criteria of a good hedge: (1) low correlation with 
other asset classes, (2) high expected returns, and (3) high volatility. We also examine 
how each asset class has actually performed during the major bear markets and 
market corrections of the past forty years.

In Part III, we use the asset classes examined in Part II to build a variety of 
portfolios based on the principles of compromise and correlation. We consider simple 
portfolios for those with modest savings as well as more complex portfolios for 
people with larger nest eggs. We also look at portfolios for the risk averse versus 
portfolios for those willing to accept more volatility. Each portfolio is put to a rigor-
ous backtest using historical return data for mutual fund categories from Morning-
star’s excellent investor website.9 Reliance on Morningstar’s data helps to ensure that 
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the backtests provide the most realistic representation possible of the kinds of returns 
a typical, real-world investor might have achieved. Unlike data on market indices 
(such as the Dow Jones or S&P 500), the Morningstar mutual fund data capture the 
impact of real-world costs, including management fees and trading costs, on returns. 
Also, because the Morningstar data are averaged across all mutual funds in a given 
asset class, the backtest results assume neither superior nor inferior fund selection 
skills on the part of the typical investor. The backtests show us how each portfolio 
would have performed during bull and bear markets stretching back to 1972.

***

In the second half of the book (Parts IV and V), we turn to the practical issues in-
volved in implementing and maintaining an all-weather portfolio, such as how to 
develop a personalized asset allocation plan, how to select the specific investments 
that will compose your portfolio, how to check on and maintain your portfolio’s 
health, and how to stick with a buy-and-hold approach through thick and thin. In 
the process of explaining these and other how-tos, we expand our scope beyond 
investing to the related fields of retirement planning (including saving for retirement) 
and taxes. As we explore these fields, we will discover potential solutions to the 
retirement risk beyond the principles of correlation and compromise. For example, 
in Part IV, we will learn that establishing a low withdrawal rate (the rate at which 
money is withdrawn from a retiree’s portfolio to meet expenses) is an excellent way 
to minimize both components of the retirement risk (too much volatility and not 
enough returns to outpace inflation). In fact, a low initial withdrawal rate is even 
more effective than the principle of correlation at reducing the retirement risk.

Other solutions to the retirement risk considered in Part IV include index invest-
ing, liability-matching bond portfolios, dollar cost averaging, tax loss harvesting, and 
rebalancing. By reducing the percentage of returns you must give up to mutual fund 
managers and to Uncle Sam, index investing and tax loss harvesting reduce the risk 
posed by insufficient returns without simultaneously increasing the risk posed by 
market volatility. Dollar cost averaging is a reliable, disciplined way to “buy low” 
while saving for retirement — again, reducing the risk posed by inflation. As we will 
see in Chapter 12, implementing a liability-matching bond portfolio (LMBP) can 
virtually eliminate both components of the retirement risk — at least for a while, and 
possibly for the duration of your retirement. Finally, rebalancing your portfolio on 
a regular basis will afford you opportunities to buy low and sell high, thereby pos-
sibly yielding a rebalancing bonus that will reduce the inflation component of the 
retirement risk while simultaneously keeping your portfolio’s volatility from rising 
over the long term.

In Part V, we turn to the emotional aspects of investing. You will learn why 
simply holding your investments is almost always the best strategy, and you will 
learn how to control your emotions and stick to a buy-and-hold approach through 
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thick and thin. We address not only the strengths of buy and hold but also its weak-
nesses. The strategy contains a major f law: although holding your investments is 
almost always the best way to protect yourself from the retirement risk, exceptions 
to this rule are possible. Given a big enough drop in the stock market, you may suffer 
losses so large that bankruptcy becomes a near-certainty. If inflation gets out of 
control (as happened during the 1970s), your portfolio’s returns may prove insufficient 
to outpace inflation, forcing you to draw down on your principal until it is entirely 
gone. Because investors have no way of knowing the difference between situations 
that truly threaten their portfolios’ survival and situations that are merely scary but 
pose no real risk, they often make what is arguably a rational decision to sell their 
stock holdings rather than risk the slim possibility of a catastrophic loss. This fun-
damental uncertainty in part accounts for the unpopularity of the buy-and-hold strat-
egy among amateur investors. In the last two chapters of Part V, we address the 
uncertainty underlying the buy-and-hold approach head-on, by providing tables of 
historical portfolio survival rates that you can use to gauge the probability that your 
portfolio will survive future market meltdowns. In addition, you will be given a 
hierarchy of actions you can take, ranging from reducing your withdrawal rate to 
selling your stocks, if and when the tables indicate that you are approaching a true 
danger zone.

The many solutions to the retirement risk we explore — the principles of cor-
relation and compromise, a low initial withdrawal rate, an LMBP, index investing, 
rebalancing, dollar cost averaging, tax loss harvesting, and others — work well sepa-
rately. But when they are combined within the framework of a buy-and-hold invest-
ment strategy, they form a very powerful “defense in depth” to protect your nest 
egg. You can never completely eliminate the risk of outliving your money, but this 
defense-in-depth approach will give you the best prospect of managing and minimiz-
ing this risk — and enjoying a comfortable, secure retirement.
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C H A P T E R  1

OUTLIVING THEIR MONEY:
A SHORT STORY ABOUT THE RETIREMENT RISK

To an older man it must have seemed inevitable that we were heading for a crash 
but to most of us it seemed that we were in a “New Era” which would never end.

— Benjamin Roth, The Great Depression: A Diary

As recently as the 1970s, as inf lation soared around the world, the bond market 
made a Nevada casino look like a pretty safe place to invest your money.

— Niall Ferguson, The Ascent of Money

I
 
magine for a moment that you are James Bond. You have been locked in a vault 
by an arch villain. Inside the vault is a doomsday device set to explode in one 
hour. It is up to you to disarm it and save the world. You have no idea how this 

particular device works and no means of communicating with anyone outside the 
vault. Besides you and the device, the vault is empty, except for two books. One is a 
lengthy manual that explains clearly and in detail how the device works but offers no 
solutions for how to disarm it. The other is a short manual offering quick descriptions 
of one hundred possible solutions; however, only one of those solutions will work. 
It will take you nearly the entire hour just to read the long manual, but you could 
quickly read and try a couple dozen of the possible solutions in the short manual. 

The clock on the device is ticking more and more loudly. The background mu-
sic grows more ominous. The beautiful woman waiting in bed for you is getting 
impatient. What would you do?

Well, Bond would probably mutter a joke, cut the red wire, and, with his incred-
ible luck, save the world. But if you wanted to attempt a solution that relied less on luck 
and more on brains, you might start by considering what Einstein once said: “If I had 
one hour to save the world, I would spend fifty-five minutes defining the problem, and 
only five minutes finding the solution.” Einstein would probably read the long man-
ual first, and then, based on his understanding of how the device operates, he would 
search for and find the one solution in the short manual that made the most sense.

Of course, most of us don’t think like Einstein, nor do we possess James Bond’s 
ability to remain cool under extreme duress. Fortunately, unlike Bond, we are not 
called on to save the world on a routine basis. But we do face financial challenges 
that, if solved incorrectly, could blow up our own little worlds. For many of us, by 
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far the biggest of these challenges is the risk of running out of money in retirement. 
Just how big a deal is this risk? According to AARP, most people fear running out 
of money in retirement more than they fear death.10

In this book, I refer to the risk of bankruptcy in retirement as the retirement 
risk. Although you may face other financial challenges, such as saving and investing 
for your kids’ college education or to buy a home, in this book, we focus exclusively 
on the mammoth challenge posed by the retirement risk. I am using the term retire-
ment risk because it is in retirement (when you begin to spend your savings) that the 
risk of outliving your money will manifest. The retirement risk is the risk that you 
will go broke when you are seventy, or eighty, or ninety years old, and the only jobs 
still open to you might be Wal-Mart greeter or fast-food burger f lipper.

Although we focus exclusively on the retirement risk, do not assume that this 
book is intended only for retired people. In fact, the cost of funding a comfortable, 
happy, worry-free retirement is so large that you should begin saving and investing 
for it decades in advance. This book is for everyone, regardless of age. Whether you 
are young or old, just embarking on a career, nearing retirement, or already retired, 
you need to be working on solving the challenge posed by the retirement risk now 
and throughout the rest of your life.

So how do we do this? We could do worse than follow Einstein’s lead. After all, 
he was a genius. Einstein’s point is really simple — before you try to solve a problem, 
first you must understand it. Unfortunately, when confronted with a stressful prob-
lem, most humans have a tendency to give short shrift to studying it and instead try 
to jump quickly to a solution. We don’t read the lengthy “problem” manual; we skip 
right to the short “solutions” manual. Nowhere is this tendency more pronounced 
than when the problem to be solved is the retirement risk. And it is not just amateur 
investors who exhibit this unfortunate tendency; financial advisors and other finance 
professionals are just as guilty.

The financial pros often equate “risk” to “volatility.” In this view, investment 
risk boils down to the possibility of losing money during a period of high negative 
volatility — that is, a sharp stock market downturn, or bear market. Understanding 
risk in this way leads to an obvious solution: because, in investing, volatility and 
returns increase and decrease together, the way to reduce risk is by buying lower-
returning investments like bonds. Essentially, you give up the money that comes 
with higher returns, and in exchange, you get lower risk. Many investors, taking this 
solution to its logical extreme, sold all of their stock holdings during the 2008 finan-
cial crisis and went to bonds, CDs, and other fixed-income investments.

This solution makes perfect sense if risk and volatility are in fact one and the 
same. But volatility is only one aspect of the really big, monumental risk investors 
face — the risk of running out of money in retirement.

Now, this is where Einstein’s point becomes really important. A solution that is 
not based on a clear, full understanding of the problem is not only likely to prove 



THE RETIREMENT RISK: PROTECTING YOUR RETIREMENT WITH A WELL-DIVERSIFIED PORTFOLIO 5

inadequate; in some cases it can be downright dangerous. So it is with the retirement 
risk. For although putting all your money in low-returning investments like bonds 
will definitely reduce the volatility of your portfolio, it may well increase the risk that 
you will run out of money in retirement. Even if you manage to reduce your retire-
ment budget to match the low returns you can expect from bonds, you may encounter 
unexpected expenses (such as medical bills) that bankrupt you — but that you might 
have been able to afford had you been earning higher returns on your investments.

It is so obvious that low returns can put you at increased risk of bankruptcy 
(not to mention an uncomfortable retirement), everyone intuitively grasps the con-
cept. And yet paradoxically, for many investors — amateurs and pros alike — the 
only way to reduce “risk” is by buying low-returning investments like bonds. Seem-
ingly, you are exchanging dollars for safety. Few see this exchange for what it really 
is — reducing the risk of a dramatic, fast, and terrifying ride to the poorhouse during 
a market crash by increasing the risk of a slow, insidious slide to the exact same 
destination.

Why is it that we know low returns could put us at increased risk of bankruptcy, 
and yet we seek to reduce risk by shifting to low-returning investments in the wake 
of a market crash? The answer lies in the human psyche. The dramatic, terrifying 
dangers grab our attention and keep us awake at night, not the mundane, everyday 
ones. After the September 11 terrorist attacks, airline ticket purchases dropped dra-
matically, as many would-be f liers decided to drive to their destinations instead. This 
happened despite the fact that the chances of being a passenger on a hijacked plane 
are much lower than the odds of being in an automobile accident. Clearly those who 
switched from flying to driving did so without a clear-eyed understanding of the 
true risks involved in getting from point A to point B. Blinded by their fear of a 
dramatic, terrifying, and extremely unlikely event, they wound up increasing their 
travel risks. The solution they adopted did not match the problem. Similarly, investors 
who are blinded by the fear of another financial crisis equate risk with volatility, and 
don’t clearly see the problem posed by the retirement risk. They are in danger of 
adopting a solution that may at best merely trade one route to bankruptcy for an-
other, while leaving themselves with less money to enjoy in retirement. Those who 
have shifted most or all of their savings from stocks to bonds and cash have probably 
increased their risk of running out of money, while at the same time condemning 
themselves to a poorer retirement.

I am not suggesting that you should completely avoid bonds. On the contrary, as 
we shall see, a moderate allocation to bonds is an absolute necessity for most investors. 
Rather, what I’m saying is that the confusion of risk with volatility has misled many 
investors seeking to reduce their risk into allocating too much of their savings to 
bonds, thereby increasing their risk.

A solution that is not based on a clear understanding of the problem is no solution 
at all. Therefore, in this book we approach the problem posed by the retirement risk 



PART I6

as the brainy Einstein (not the lucky James Bond) would have done. We take the 
time, here in Chapter 1, to come to a full and clear understanding of the problem. 
Then, in the subsequent chapters, we proceed to a solution.

If we can simply understand, and mitigate, the various ways in which our mon-
ey might run out before we do, we will have solved the retirement riddle. Although 
the specifics are many and varied, in general, there are two ways we can go broke 
in retirement. Either we can encounter too much (negative) market volatility or not 
earn enough returns to keep up with our inflation-adjusted living expenses.

John Stockman and the Great Crash of 1929

To illustrate these two paths to financial ruin, I’d like to begin with a short story. 
Our story concerns two very different (fictional) characters, both of whom happened 
to be born in the same small town in rural Iowa on January 1, 1897. Both lived to 
be ninety-five years of age — a remarkable achievement for two people born before 
1900 but no longer such an unusual occurrence. John Stockman was born on the 
east side of town, the only child of a successful local merchant. John was a mischie-
vous kid, always getting into trouble. He graduated from high school at the bottom 
of his class of twelve in 1915 and, bored with small-town life, moved to New York 
City. When the United States entered World War I in 1917, he joined the navy “for 
the adventure of it,” and as a sailor on a destroyer, he was cited for bravery on two 
separate occasions.

After the war, Stockman found work as a bartender in an upscale Manhattan 
nightclub. He proved very popular with the club’s wealthy patrons as well as the 
club’s owner, who took him under his wing and taught him the business. Stockman 
proved to be a fast learner. The club became a speakeasy when Prohibition became 
the law of the land, and not long after, Stockman came up with the idea of adding 
a gambling parlor. As he put it, “We’re paying off the cops anyway, so we ought to 
make the most of it.” Stockman helped raise the capital needed for the expansion 
from his rich friends, and as a reward, the owner made him a junior partner in the 
business and put him in charge of the gambling operation. As the 1920s progressed, 
the club became ever more popular, and Stockman enjoyed the high life his position 
and growing income brought him.

And what a time it was to be young and on the move up! The United States had 
emerged from the war an economic powerhouse. In the Roaring Twenties, signs of 
the nation’s newfound prosperity were everywhere — in the extension of the electric 
grid to the majority of homes; in the vast market accessible electricity created for 
new conveniences like refrigerators, vacuum cleaners, radios, toasters, washers, and 
dryers; and above all in the rise of the automobile from a plaything of the wealthy to 
the ultimate middle-class status symbol. Between 1922 and 1928, gross national prod-
uct rose nearly 40 percent and real wages 22 percent, while the standard workweek 
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shrank.11 In New York, Chicago, and other big cities, jazz clubs, f lappers, and boot-
leggers were plentiful and ready to help young, single men like Stockman spend 
their newfound dollars and leisure time.

The stock market more than kept pace with the booming economy. Between 
January 1924 and September 1929, the Dow Jones Industrial Average rose from 94.88 
to 386.10 — a 300 percent rise in fewer than six years. Whereas the market had been 
largely a staid preserve of Wall Street bankers and wealthy investors prior to the 
1920s, now, for the first time, the broader public began to get in on the game. In a 
widely read article published in Ladies Home Journal and titled “Everybody Ought to 
Be Rich,” John Jacob Raskob, a member of GM’s board of directors, showed that 
anyone who could invest $15 a month in sound common stocks would be worth 
$80,000 (more than $1 million in today’s dollars) in twenty years.12 As the decade 
progressed, many people took Raskob’s advice. More than a few became obsessed 
with the stock market and what they saw as the opportunity for quick riches. Like 
the forty-niners of the gold rush, they upended their lives in pursuit of the paper 
gold sold on the stock exchanges, going deep into debt to buy stock on margin. Some 
even quit their jobs so they could spend their weekdays trading stocks and watching 
the ticker tape at the new branch offices brokerages were opening throughout the 
country. It was widely believed that a “new era” of unending prosperity had dawned. 
The highly respected and well-known economist Irving Fisher lent credence to this 
belief when he proclaimed that “stock prices have reached what looks like a perma-
nently high plateau.”

Stockman was one of the many caught up in the market mania. Though in his 
earlier years, he had loved to gamble, as part owner of his own casino, he learned 
just how high the odds were stacked in the house’s favor. And anyway, now that he 
worked every night in his own gaming mecca, the excitement of the casino environ-
ment gradually wore off for him. Gambling, he knew, “was for losers,” and he need-
ed a new thrill. In the late 1920s, the stock market provided all the thrills of a real 
casino — but with the important difference that this casino was turning out many 
more winners than losers. Stockman became less and less interested in his business, 
showing up late or sometimes not at all. Instead, he spent most of his time at his 
broker’s office just off Wall Street. In spring 1929, he decided to quit his job and sell 
his ownership stake in the club to raise more funds for stock purchases. He became 
what we would today call a day trader, living off of his speculative returns. He was 
pretty good at it, too. It helped that he knew a lot of rich investors from among the 
clientele at the club. Occasionally they passed him privileged information (insider 
trading was legal back in the 1920s). He returned the favor by helping them spread 
negative rumors about stocks they had targeted in bear raids — which involved pool-
ing their funds to sell a stock short and drive down the price. (Conspiring to ma-
nipulate stock prices was also legal in the 1920s, believe it or not. Beer, however, 
wasn’t. Different times, different values.) Stockman had always envied the wealth 
and privilege enjoyed by his rich friends. Now he figured that if he just kept at his 
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stock trading for a few more years, he would be one of them. Riches were within 
his grasp. He just knew it.

***

Looking back from the twenty-first century, we know this story cannot have a happy 
ending. When the stock bubble finally burst, Stockman was a witness to history. On 
Black Thursday, October 24, 1929, he was in the customers’ room at his broker’s 
office as wave after wave of sell orders f looded the stock exchange and the stock 
ticker fell hours behind. Without access to up-to-the-minute price quotations, inves-
tors and speculators had no way of knowing just how much money they had lost. 
“The uncertainty led more and more people to try to sell. Others, no longer able to 
respond to margin calls, were sold out. By eleven-thirty, the market had surrendered 
to blind, relentless fear.”13 In his classic account of the crash, John Kenneth Galbraith 
described the scene unfolding in New York’s financial district:

Outside the Exchange in Broad Street a weird roar could be heard. Police 
Commissioner Grover Whalen became aware that something was happening 
and dispatched a special police detail to Wall Street to insure the peace. More 
people came and waited, though apparently no one knew for what. A work-
man appeared atop one of the high buildings to accomplish some repairs, 
and the multitude assumed he was a would-be suicide and waited impa-
tiently for him to jump. Crowds also formed around the branch offices of 
brokerage firms throughout the city and, indeed, throughout the country. 
Word of what was happening, or what was thought to be happening, was 
passed out by those who were in sight of the board or the Trans-Lux.  . . . 
Rumor after rumor swept Wall Street and these outlying wakes. Stocks were 
now selling for nothing. The Chicago and Buffalo Exchanges had closed. A 
suicide wave was in progress, and eleven well-known speculators had already 
killed themselves.14

On the afternoon of October 24, the city’s leading bankers organized a pool to 
buy up major stocks in an effort to quell the panic. The pool worked, selling gave 
way to a rally, and the market closed only slightly down for the day. But the respite 
proved brief, as the panic returned with renewed vengeance the following week. By 
the end of June 1930, the Dow stood at 48.11 — a decline of 87.5 percent from the 
high reached less than a year previously. Stockman managed to scrape up enough 
money to meet a series of margin calls and held on to his few remaining investments 
as long as he could in the belief that the market would eventually recover. He was 
right — it did recover. But the recovery came too late to help him. In 1934, as the 
Depression ground on, with no job and no prospects, he was forced to liquidate the 
last of his shares to buy a few weeks’ worth of groceries.
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At this point, the trail goes cold on Stockman’s life. It was rumored that he spent 
a few years riding the rails as a hobo, but we cannot say if this is true. We must 
instead leave John Stockman in the midst of the Depression and turn to his fellow 
Midwesterner, born on that same winter’s day in 1897, on the west side of the same 
small town.

Joe Bondsman and the Stagflation of the 1970s

Joe Bondsman may have been born at the same time and place as John Stockman, 
but he couldn’t have been more different in life experience or temperament. His 
father was a farmer who was seriously injured in an accident and forced to sell the 
farm before Joe, the youngest of nine, was born. After the accident, Joe Sr. moved 
to the west side of town, where he barely earned enough as a bank teller to keep his 
family in poverty. Young Joe might have been a playmate of John Stockman’s grow-
ing up if he had had the time to play, but his was a short childhood. He left school 
at age ten to work various odd jobs. At age fourteen, he landed a job at the local 
meatpacking plant — a brutal job but one that paid well for someone his age. Almost 
all of his earnings went toward helping his family get by, but he was able to de-
posit a few pennies each week in his own account at the bank where his father 
worked. He never spent anything on himself. When America entered the Great War 
in 1917, Joe joined the army. “It’s my duty as a citizen,” he said at the time. Private 
Bondsman shipped out to France in a convoy guarded by Seaman Stockman’s de-
stroyer. It was almost, but not quite, the last time their paths would cross.

During the war, Bondsman was gassed and bombed and suffered from trench-
foot — all of which he endured with great equanimity and resolve. His company 
commander admired his toughness and leadership qualities, and within a few months, 
he was promoted to sergeant.

After the war, Bondsman returned home and found his old job at the slaughter-
house waiting for him. Soon after he returned, his father died of complications from 
the old farming injury, and his mother passed away not long afterward. At the age 
of twenty-one, Bondsman was on his own, but by twenty-two, he had married a 
local girl, Emily, age nineteen. Two years later, Emily gave birth to a son, Joseph 
Bondsman III, who was followed in short order by three sisters and a brother.

As Joe’s family grew, he slowly worked his way up to more responsible positions 
at the plant. By 1924 he was a foreman. Meanwhile, he took a series of correspon-
dence courses in bookkeeping, in the hope that he would someday be able to leave 
the slaughterhouse f loor for an office job. And all the while, while meeting the bills 
and avoiding debt, he managed to add slowly to his savings account at the bank.

But Joe’s gains were nearly all lost as the Roaring Twenties gave way to the Great 
Depression. These were frightening times for the Bondsmans and their fellow Mid-
westerners. Many lost their farms to foreclosure, and their life savings to bank failures. 
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Nor was it just the economy that brought hardship to rural Americans; the land itself 
turned against them. More than once the Iowa sun was blotted out by vast dust 
clouds carried on the wind from the Dust Bowl states of Nebraska and Kansas. 

Joe’s employer was forced to lay off more than half the workforce at the meatpack-
ing plant. Bondsman lost his position as a foreman to a more experienced supervisor, 
but he was just barely able to hold on, through a number of layoffs, to a position as 
a laborer in the plant’s stockyard. Another close call came in 1933, when rumors that 
the local bank was insolvent threatened a bank run. Fortunately for Joe and Emily, 
the new president, Franklin Roosevelt, declared a bank holiday just as these rumors 
were about to reach a critical mass. Roosevelt’s first fireside chat, intended to calm 
depositors and stop the bank runs, was arguably one of the most effective speeches 
in history. When the banks reopened, long lines once again formed outside their 
doors — but this time people lined up to deposit, not withdraw, their money. None-
theless, Bondsman, who thought his money was safe at the bank, never forgot the 
sinking feeling he got when he first heard the insolvency rumors. It was during those 
dark days of 1933 that he first began to consider alternatives to his savings account. 
Stocks were out of the question — if Bondsman was too risk averse to buy stocks in 
the Roaring Twenties, he certainly wasn’t going to do so in the depths of the Depres-
sion. Bonds seemed much safer, although “Go Slow Joe,” as his friends called him, 
would take years before finally buying his first bond mutual fund.

In the meantime, the Depression finally came to an end as the nation’s factories 
geared up for World War II. The slaughterhouse returned to hiring mode, and Bonds-
man, after a short stint in his old foreman’s job, became supervisor of the day shift. 
Throughout the Depression, Bondsman had kept up with his nighttime studies, and 
he earned an accounting degree and passed the CPA exam. When the plant’s book-
keeper finally retired in 1942, Bondsman got the job. He actually had to take a pay 
cut at first, but he believed he was positioning himself for improved job prospects 
in the future. He was right. In 1945, he was transferred to the company’s headquarters 
in Chicago. By 1949, he was head of the accounting department, and during the 
1950s, he rose through the executive ranks. He and Emily put all five of their children 
through college, bought a fine house in the Chicago suburbs, hired a live-in house-
keeper, and enjoyed travel abroad. And when Bondsman retired in 1962 at age sixty-
five, he had built up a sizeable nest egg worth $625,000 — invested entirely in bond 
mutual funds. Joe Bondsman, a survivor of the Great Depression, never overcame his 
fear of stocks. It was a fear that would eventually doom him and Emily to poverty.

Joe Bondsman’s Retirement Plan Meets a Harsh Reality

Bondsman had a detailed financial plan all worked out for his golden years with 
Emily. He had estimated their budget and planned to withdraw 4 percent of the 
money in his portfolio — $25,000 — to cover living expenses in their first year of 
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retirement ($25,000 in 1962, the year Bondsman retired, is worth more than $100,000 
in today’s dollars). After that first year, by his calculations, he would be able to increase 
the amount withdrawn from the portfolio by 3 percent per year to cover inflation. 
These withdrawals, plus the $5,000 per year he expected from Social Security, should 
have enabled the Bondsmans to enjoy a comfortable retirement in their suburban 
home, with little danger of running out of money.

In 1962, Joe’s all-bonds portfolio sustained a 5.2 percent loss. (This and all of the 
following return figures in Joe Bondsman’s tale represent actual average historical 
returns for investment-grade, intermediate-term bond funds, calculated from data 
on Morningstar’s website.) The first few years of retirement are crucial to the surviv-
ability of a retiree’s portfolio, and there is nothing unluckier than starting off the 
first year with a loss. Fortunately, the next two years saw improved bond returns of 
9.8 and 8.0 percent, and by the end of 1964, Joe’s portfolio had recovered to $616,000  
— only $9,000 less than his starting value of $625,000. But 1964 was the high water 
mark. Over the next six years, Bondsman’s best annual returns were only 5.6 percent, 
and in two of those years, returns were negative — including a huge double-digit loss 
of 15.7 percent in 1969. By 1970, when Bondsman turned seventy-three, his portfolio 
had shrunk to $437,000.

The years 1973–74 brought the Arab oil embargo and spiraling inflation. Presi-
dent Nixon tried, but failed, to stop inflation with wage and price controls. By the 
late 1970s, “stagflation” — high unemployment coupled with double-digit inflation 
that seemingly could not be stopped — had settled in. Joe Bondsman, a former CFO, 
was financially astute enough to have taken inflation into account in his retirement 
plans. Recall that he planned to withdraw $25,000 from his portfolio to cover living 
expenses in the first year of his retirement and then to increase this amount by 3 
percent per year to cover the effects of inflation. In the low-inflation environment 
of the early 1960s, 3 percent seemed more than adequate. But the inflation rate 
gradually rose above 3 percent in the late 1960s, and between 1977 and 1982, the 
inflation rate averaged 9 percent — three times the rate Joe had expected.

Beginning in 1973, the Bondsmans began to cut back on their living expenses. 
In 1975, with inflation showing no sign of abating, they made the painful decision 
to sell their house and move into a much smaller duplex near the city limit. The 
moved helped their finances, but not enough. The inflation rate kept increasing, and 
the Bondsmans simply couldn’t make ends meet with the 3 percent adjustment. In 
1977, at Emily’s insistence, Joe increased the inflation adjustment to 9 percent to 
match actual inflation. Joe and Emily planned to return to a more sustainable, 3 
percent adjustment once the inflation rate returned to more normal levels. But stag-
f lation dragged on into the 1980s. Meanwhile, their bond fund returns had dwindled. 
Between 1977 and 1981, returns on intermediate-term bond funds averaged a measly 
2.8 percent — nowhere near enough to keep up with inflation. By 1981, the Bonds-
mans’ nest egg had declined to $156,000, pressured on both sides by low returns and 
rapidly increasing withdrawals.
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It was around this time that Federal Reserve chairman Paul Volcker, by raising 
interest rates to double-digit levels, finally brought an end to stagflation and ushered 
in the great 1980s–90s bull market in stocks and bonds. In 1982, the average invest-
ment-grade, intermediate-term bond fund returned a whopping 32.4 percent. For the 
remainder of the 1980s, the average return of these same funds remained more than 
8 percent in every year but one. Unfortunately, all this came too late for Joe and 
Emily Bondsman. They reduced their inflation adjustment back to 3 percent starting 
in 1983, but despite the much better returns and the tamed inflation, their remaining 
nest egg was now too small to recover. In 1984, the year Joe turned eighty-seven and 
Emily eighty-four, they ran out of money. They sold their duplex unit and move back 
to their old Iowa hometown to live with their youngest daughter and her husband 
— himself a retiree on limited income. The Bondsmans had outlived their money. 
Joe Bondsman, who had been financially independent since age fourteen and hated 
the thought of being a burden on anyone, let alone his own daughter, would have 
to survive on her charity and a small stipend from Social Security for the remaining 
eight years of his life.

Stockman’s and Bondsman’s Two Paths to Ruin

Let’s now analyze what happened to Stockman and Bondsman. In Stockman’s case, 
it’s pretty obvious. His road to financial ruin is the one all investors know about, 
and fear. Over the long run, stocks have proven to be an excellent investment, yield-
ing annualized returns of about 10 percent from the 1920s to the present. But these 
returns have been anything but steady. During the Depression, the Dow lost a stag-
gering 89 percent of its value. More recently, the S&P 500 dropped 47 percent in the 
2000–2002 bear market and 55 percent in the 2007–9 financial crisis. It is difficult 
enough to watch these kinds of losses ravage your savings when you enjoy steady 
income from a secure job. But if you are retired and, like Stockman, entirely dependent 
on the stock market for your income, such losses can lead to bankruptcy.

But it was not just the magnitude of his losses that sent Stockman to the poor-
house. It was also the timing of those losses. Stockman began his retirement in spring 
1929, only a few months before the October crash. Retirees who encounter a major 
bear market soon after retiring are in much greater danger of losing everything than 
those who retire in the early or middle years of a bull market. The latter retirees 
will have time to grow their portfolios, and this early growth will help to offset their 
losses when the inevitable bear market finally arrives. But for those who have the 
bad luck of retiring shortly before a major market crash, the investment losses, coming 
on top of the need to keep withdrawing money from a dwindling nest egg to meet 
living expenses, can spell financial doom.

The risk posed by the timing of market losses is referred to as sequencing risk. 
Sequencing risk in turn combines with the magnitude and frequency of market 
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crashes to compose the risk posed by market volatility — one of the two components 
of the retirement risk, and the undoing of John Stockman.

***

What happened to Joe Bondsman is less obvious. The financial route that Bondsman 
followed through his retirement seemed much safer than Stockman’s. Stockman’s 
road was a short one that sent him over a cliff. Although much longer and less dra-
matic, Bondsman’s road ended at the same destination — bankruptcy. Bondsman was 
bound and determined to reduce the risk posed by market volatility to an absolute 
minimum. It was for this reason that he invested his entire life savings in bonds. 
What Joe Bondsman didn’t know — what he couldn’t possibly have known — is that 
the first twenty years of his retirement would parallel a long bear market in bonds. 
A bond bear market looks, and feels, much different than a bear market in stocks. 
During this entire period, Joe lost money in only five years. Furthermore, the worst 
loss was only 15.7 percent, in 1969. Compare this with the 90 percent loss suffered 
by Stockman during the Depression, and it is clear that bonds are indeed much less 
“risky” than stocks — if by “risky” we mean only less volatile.

But it is an ironclad rule of investing that risk and return go together. Buyers of 
a high-risk (meaning highly volatile) investment, such as a stock, are compensated 
for the risk they undertake with high expected returns. Investors in low-risk (i.e., low 
volatility) bonds must expect low returns. Over the twenty-year period of 1962–81, 
the average investment-grade, intermediate-term bond fund generated annualized 
returns of only 3.2 percent. In 1962, Joe withdrew 4 percent of his portfolio for living 
expenses, and increased his withdrawals each subsequent year. It is clear that you 
cannot keep taking out 4 percent or more of the value of a portfolio that is growing 
only 3.2 percent per year and expect it to last.

The Night Thief

But while he couldn’t have done it forever, Bondsman could have taken a f lat $25,000 
per year for the twenty years that the bear market lasted, and he would have been 
able to recover financially once the bear market ended. It was inflation — the need to 
keep increasing the withdrawal rate to keep up with rising prices — that bankrupted 
Bondsman. Whereas John Stockman was done in by too much market volatility, Joe 
Bondsman was financially ruined by returns insufficient to keep up with inflation. 
The effect of inflation on Bondsman’s portfolio is illustrated in Figure 1.1. This figure 
compares the actual trajectory of Joe’s portfolio, with the original 3 percent inflation 
adjustment and the 9 percent adjustment he used from 1977 through 1982, with the 
trajectory it would have taken if Joe had lived in some inflation-free fantasyland 
where he could have kept his annual withdrawals for living expenses at a f lat $25,000. 
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The difference between the two trajectories is stark. By 1984, just twenty-two years 
into Joe’s retirement, the portfolio subject to the inflation adjustments went bust, 
but in that same year, the fantasy portfolio with no annual inflation adjustment 
would have been worth $596,000.
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Figure 1.1. Trajectory of Joe Bondsman’s Portfolio 
with Inflation Adjustments to Annual Withdrawal, 

Compared with a “Fantasy” Portfolio with No Increase 
in the Annual Withdrawal for Inflation
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And this isn’t the worst of it. Even if stagflation hadn’t occurred and Bondsman 
didn’t have to increase the inflation adjustment starting in 1977, the portfolio still 
would have gone bust by the time Joe turned ninety-one (and Emily eighty-eight). 
In that same year, the fantasy, no-inflation portfolio would have grown to $798,000. 
Increasing the inflation adjustment from 3 percent to 9 percent between 1977 and 
1982 didn’t cause the Bondsmans’ financial ruin — it just hastened it.

Why does a small, 3 percent increase in the annual amount withdrawn from the 
portfolio have such a huge impact on the portfolio’s final value? The answer is simple. 
The effects of inflation compound over time, in the same way as the interest you 
earn on a savings account. A few years ago, I took a night class on retirement plan-
ning. The instructor had a colorful way of warning us against two key risks to our 
nest eggs. There are, he would say, two thieves we must guard against. First, there 
is the bold thief who comes in the broad daylight and demands a cut of everything 
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we earn. This daytime thief is also called “the taxman.” Then there is the much sneak-
ier burglar who comes in the night, while we sleep, and raises the prices of everything 
we need and want. The price increases are very small — almost imperceptible — so 
we barely notice what has happened. But he comes back the next night and raises 
prices again. And the next night. And the night after that. And even though each 
time the night thief — also called “inflation” — strikes, the effect on prices is barely 
perceptible, over time the effect compounds in the same way that interest earned on 
a savings account compounds.

Over the very long term, the rate of inflation has averaged 3 percent. Owing to 
the effects of compounding, a 3 percent inflation rate will cause prices to double every 
twenty-four years. Or, viewed another way, a 3 percent inflation rate will reduce the 
real value of $1 million to $491,934 in twenty-four years and to $241,999 in forty-eight 
years. This constant, insidious reduction in the real purchasing power of your retire-
ment savings is the biggest long-term problem you and every investor face. It is why 
you must earn a long-run rate of return that significantly exceeds the rate of inflation 
if you are to grow the purchasing power of your nest egg and beat the retirement 
risk. Bondsman’s 3.2 percent returns barely exceeded the long-run inflation rate. He 
could not grow his portfolio on such meager returns and was forced to dip more 
and more deeply into his principal to meet expenses. The old story claiming that 
Einstein said compound interest is the most powerful force in the universe is prob-
ably apocryphal, but certainly compounding is one of the most powerful forces in 
the financial universe. And it can be a force for evil (inflation) as well as good (com-
pound interest).

Joe Bondsman was done in by the second of the two great risks to retirement — 
investment returns too small to keep up with the compound effect of inflation. What 
is the lesson here? Although bonds are much more effective than stocks in limiting 
an investor’s exposure to market volatility, they are much less effective at safeguard-
ing an investor from inflation — especially unexpectedly high inflation such as we 
experienced in the 1970s and early 1980s. Unlike stock dividends, which can grow 
over time with inflation, the dividends you earn from a bond will remain the same, 
year in and year out, regardless of whether inflation remains tame or rises. Further-
more, whereas the price of a stock can move higher as the stock’s earnings per share 
increase with inflation, a bond’s price can rise only so far before it eventually con-
verges back toward the bond’s face value — the principal that must be paid when the 
bond matures. When there is an unexpected rise in inflation, the value and price of 
a fixed-income investment like a bond will decline, not increase. And we should add 
that cash investments like money market funds, CDs, and savings accounts are even 
worse than bonds at protecting you from inflation.

Unfortunately, memories are short. With the extreme stock market volatility we 
experienced in 2008 still fresh in their minds, many investors — professional traders 
as well as amateurs — have long since forgotten the less dramatic but no less cata-
strophic stagflation of the 1970s and early 1980s. Yet inflation has been a fact of life 
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ever since the rulers of antiquity discovered that they could make their tax revenues 
go further by debasing (reducing the gold or silver content of) their coinage. And it 
is a fact that as government debt rises — as it is doing across the globe today — the 
temptation governments face to inflate their way out of that debt (by paying it off 
in debased dollars, euros, yen, etc.) also rises. The night thief is still with us today, 
and he could still surprise us by going on a rampage, as he did back in the 1970s. 
The investor in bonds should never lose sight of this possibility and the risk it poses 
for her bond portfolio.

That said, we can perhaps take some comfort from the fact that Joe Bondsman 
didn’t run out of money until he was eighty-seven years old. After all, what are the 
odds of living eighty-seven years or more?

To a Long Life (and a Merry One)

Well, according to actuarial tables from the Social Security Administration, the odds 
are pretty high. If a male makes it to retirement age (sixty-five), he has a 33 percent 
chance of living until at least eighty-seven. For a female, the odds increase to 46 
percent.15 And what are the odds that at least one spouse of a couple, both age sixty-
five, will make it to age eighty-seven or more? These odds can be estimated easily 
from the two preceding numbers. I’ve done the calculation, and the result is 64 
percent.16 Chances are better than even that at least one spouse will live to age eighty-
seven, or longer.

In Table 1.1, I’ve used the Social Security data to calculate the odds of making 
it to other advanced ages. The table gives the probabilities that a sixty-five-year old 
male, a sixty-five-year old female, and at least one member of a sixty-five-year-old 
couple will live to at least eighty-five, ninety, ninety-five, and one hundred. For ex-
ample, at least one member of a 65-year-old couple has a 19 percent (nearly one in 
five) chance of making it to age 95. 

Table 1.1. Probabilities of Living to Advanced Ages 
for Sixty-Five-Year-Old Males, Females, and Couples

Age (years)
Probability for 

65-Year-Old Male (%)
Probability for 

65-Year-Old Female (%)
Probability for 

65-Year-Old Couple (%)

85 or older 42 54 73

90 or older 21 33 47

95 or older 7 13 19

100 or older 1 3 4

Source: Calculated by the author from the Social Security Administration’s 2009 Actuarial Life Table, 
www.ssa.gov/oact/STATS/table4c6.html.
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Take a good, long look at the probabilities in Table 1.1. The good news is that 
life expectancy in the United States has increased significantly over the years. The 
downside is that, if you don’t want to wind up f lipping burgers at McDonald’s when 
you’re ninety, you’d best make financial preparations for a long retirement.

A Postscript

We lost track of John Stockman in Depression-era New York, but in 1948, he reap-
peared as the owner of a small restaurant in Los Angeles, with a wife (Brenda) and 
son (Anthony). In the mid-1950s, he hit upon the idea of expanding his small business 
by opening a chain of restaurants to serve travelers along the interstate highway 
system then being built by the Eisenhower administration. His interstate restaurant 
chain was small but growing rapidly by the late 1950s, and he was able to sell the 
business for the then-sizable sum of $625,000 in 1962. Thus he entered into retirement 
at the same time, and with the same-sized nest egg, as Joe Bondsman. And although 
he didn’t plan his retirement out with anything like the same precision as Bondsman, 
he nonetheless wound up withdrawing 4 percent in the first year to cover his and 
Brenda’s living expenses and then adjusting the withdrawal upward 3 percent per 
year — just like Bondsman. And like Bondsman, he had to increase the inflation 
adjustment to 9 percent between 1977 and 1982, before going back to 3 percent after 
1982. The only difference is that whereas Bondsman invested all of his savings in 
bond mutual funds, Stockman invested 100 percent of his nest egg in large cap (large 
company) stock mutual funds.

Although Stockman’s total reliance on stocks had proven disastrous in the 1930s, 
it worked out okay for him in the 1960s and 1970s. Figure 1.2 shows the trajectory of 
Stockman’s portfolio compared with Bondsman’s. There were a few rough patches 
for Stockman — especially 1973–74, when the average large cap mutual fund lost 38.8 
percent of its value. In 1974, Stockman’s portfolio hit a low of $355,000. But by 1984, 
the year Joe Bondsman went broke, Stockman’s portfolio had recovered to $505,000. 
John’s nest egg lasted his entire lifetime, and was still worth $476,000 when it was 
passed on to his son Anthony.

As would be expected, and as Figure 1.2 confirms, Bondsman’s all-bond portfolio 
followed a much smoother path than Stockman’s all-stock portfolio. But that smooth 
path led to a much different destination.

In 1987, Brenda Stockman passed away, and John, still in good mental and phys-
ical health at age ninety, decided to visit his Iowa birthplace for the first time in more 
than seventy years. His son Anthony agreed to take him there. On the drive from 
the Des Moines airport, he noticed an old, run-down clapboard house on the west 
side of town. In a rocking chair on the porch sat a very old man. Staring at the man’s 
ancient face, a sense of recognition, or connection, passed over Stockman.
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It was a vaguely disquieting feeling. But it quickly passed as the light turned green 
and they continued their drive to Stockman’s childhood home on the east side of town.
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Figure 1.2. Trajectory of John Stockman’s Portfolio, 
Compared with Joe Bondsman’s Portfolio

1961 1964 1967 1970 1973 1976 1979 1982 1985 1988 1991
Year

           Bondsman’s Portfolio              Stockman’s Portfolio

Source: Developed by the author using data from www.morningstar.com. 
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