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An Age-Old Question

Can you determine portfolio asset allocation based solely on a client’s chronological
age? By Craig L. Israelsen and Richard A. Ferri

AGE PLAYS AN IMPORTANT ROLE IN
determining asset allocation. The
general consensus is, the older you
get, the less risk you should take.
This makes sense for two reasons:
first, you have less time to make up
losses, especially if you are in the
distribution phase of life; and sec-
ond, if you are still working, you
have fewer years to replace those
losses from savings.

A SIMPLE APPROACH
Financial planners use several asset
allocation models to set asset allo-
cation. One simple method that
is popular with advisors and the
media is known as “Your Age in
Bonds.” Very simply, whatever a
person’s age is, that is the alloca-
tion they should have in bonds.
The remainder of their portfolio
would be invested in riskier assets
such as stocks.

For example, a 55-year-old may
have 55% of his or her savings in
bonds and the rest in a diversi-
fied stock portfolio. This allocation
would change every year or every few
years as the investor ages.

This concept definitely has the
appeal of simplicity. It is easy to
articulate to clients and appears to
solve a difficult financial planning
question about asset allocation.

However, is it practical to apply
this general rule across your entire
client base? While “Your Age
in Bonds” may work as a start-
ing point for asset allocation, our
research shows the concept requires
substantial adjustment as clients
get older.
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Different clients have differ-
ent needs, and their chronologi-
cal age may not be the best way to
determine their asset allocation.
While simple guidelines such as
“Your Age in Bonds” make port-
folio construction straightforward
and convenient for the financial
planner, these strategies may not
represent the level of due diligence
that should prevail when tailoring
a portfolio for each client.

CHRONOLOGICAL AGE
Let’s look at two age groups, 30-
year-olds and 55-year-olds. We are

going to test how well “Your Age in
Bonds” works as an asset allocation
formula for each of these groups.

Most 30-year-olds are still at
the beginning of their careers or
perhaps making their first career
changes. They all have many years
of work and savings ahead. Thirty-
year-olds typically have little in
savings, which means that market
gyrations have only a minor impact
on their net worth.

Accordingly, most 30-year-olds
should concentrate more on for-
mulating a regular savings plan,
and whatever money they do save
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should be largely invested in equi-
ties as long as the allocation does
not exceed their tolerance for risk.
Consequently, a “Your Age in
Bonds” allocation of 70% in equity
and 30% bonds works fine for most
people in this group.

The range of financial situations
for people who are 55 is much
broader than when they were 30
years old. Some 55-year-olds have
accumulated significant wealth,
while others have accumulated
few assets and significant obliga-
tions. Some people are vested in an
employer pension, while others are
relying 100% on their own savings
for retirement.

Family status is quite diverse
also. Some people are married, oth-
ers divorced, others remarried and
still others never married. Some are

a bearing on our asset allocation
and investment portfolio.

ALLOCATION AGE

So is the “Your Age in Bonds”
model useless? No, but financial
planners need to make adjustments,
and an important one is determin-
ing the allocation age of an inves-
tor. So far, we have only discussed
chronological age as a proxy for
asset allocation. Now we will take a
look at allocation age, which takes
life situations into account.

A person’s allocation age may
be higher or lower than his or her
chronological age, depending on
the individual investor’s unique
situation. In a sense, “Your Age
in Bonds” is a fair place to begin
forming an asset allocation, and
then the financial planner should

at all by the couple. It will all go to
the children.

In view of this scenario, what is
an appropriate allocation for each
$1 million account, and what is
appropriate for the total $2 mil-
lion? The $1 million to be used
primarily for income for the couple
can be invested based on the cou-
ple’s age in bonds, which would
make that account 65% bonds and
35% stocks. The other $1 million
could be invested according to the
two children’s ages. Since the chil-
dren’s average age is 35, let’s use
age in bonds again and make that
account’s allocation 35% bonds
and 65% stocks.

A financial planner can manage
these two accounts separately with
two individual allocations, or the
planner can combine the accounts

It's more appropriate to create generic asset allocation models for
younger people and less so to propose them for older investors.

caring for large families, some for
small families, some have no family
and some have extended families,
with a wide variety of responsi-
bilities to help out aging parents
or other relatives. As financial
advisors have come to know,
appropriately dealing with unique
life situations is a constant in the
financial planning process.

Consequently, there is no typi-
cal 55-year-old for asset allocation
purposes. Their situations are all
unique, and their asset allocations
need to take into account a host of
life situation variables.

In general, it’s more appropri-
ate to create simple, age-based, all-
purpose asset allocation models for
younger people and less appropriate
to propose them for older investors.
Life has a way of intruding on our
simplistic models and introducing
lots of sticky details as we grow
older, and those details should have
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adjust the percentages either up or
down based on factors unique to
each individual.

Here is a simple example showing
how to adjust chronological age to
allocation age. Assume a 65-year-old
couple has accumulated $2 million
in liquid investment assets over the
years. The couple has two grown chil-
dren ages 33 and 37 who do not need
any financial support. The couple
spends about $100,000 per year, of
which $60,000 comes from pensions
and Social Security. Only $40,000
comes from their savings accounts.

Let’s split the $2 million into
two accounts, if only on paper.
The first account is $1 million.
This account will provide the
couple with $40,000 annually in
income for living needs for their
rest of their life, which is reason-
able based on a 4% distribution
rate. The second $1 million is in
savings and will likely not be used

and make one combined alloca-
tion. A combined account of $2
million would be allocated as 50%
in stocks and 50% in bonds.

This is the couple’s portfolio
allocation age, which is quite dif-
ferent than their chronological age.
Their comingled allocation age in
bonds is 50% because that fits their
life situation at this point in time.

A TALE OF TWO WOMEN
Here’s another example. Assume
you're working with two 55-year-
old female investors. How do you
differentiate the asset allocation
needs of each of these women?
Well, you would ask them ques-
tions about money and finances,
and lots of them. These questions
are designed to assess a wide range
of issues, such as income needs,
retirement needs, pensions, cur-
rent and forecasted living expenses,
bequeathing goals, passive income



sources and risk tolerance, just to
name a few.

The chronological age-based
allocation of 55% in bonds may be
a good starting point, or baseline
allocation model. But there are a
number of life variables that will
ultimately determine the allocation
age of the investor.

Let’s say the first 55-year-old
woman is barely getting by. All she
has saved for retirement is the small
amount she has put aside in her
401(k). She has some housing debt
and is caring for her aging parents,
who are both in their eighties. This
client has an allocation age of 70
based on her life situation because
she has very high cash flow risk and
is caring for elderly parents. She is
financially vulnerable and cannot
afford to lose any sizable amount of
her savings.

The second 55-year-old woman
has a healthy and generous pen-
sion plan, no housing or consumer
debt and a large Roth IRA account
balance that is positioned conser-
vatively. She is expected to inherit
a sizable estate from her parents in
the next few years. Her allocation
age is 40 because she has little cash-
flow risk, no debt and no foreseen
future liabilities.

For these two investors, the rule
is this: Start with their chronologi-
cal age in bonds, then adjust the
fixed-income allocation to equal
their allocation age.

Recall that both female inves-
tors have a chronological age of 55.
Their asset allocation ages are quite
different, however.

The first investor will have a
70% allocation to bonds in 2008
due to her difficult financial situa-
tion, with the balance (in this case
30%) invested in the equity portfo-
lio (a mixture of domestic large-cap,
domestic small-cap and non-U.S.
equity). The second investor will have
a40% allocation to bonds and a 60%
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INVESTING FOR THE AGES

Two 55-year-old investors have different allocation ages, based on life
events. If they allocated their portfolio based on their |chronological
age, both would have lost 11.3% in 2008 (with a 55% fixed-income
allocation and 45% equity allocation).

Chronological Life Allocation Age ~ Allocation Performance
Age of Investor  Situation of Investor Age in 2008
in 2008 Assessment in 2008 Portfolio
55 Must take very 70% Fixed -4.08%
little risk Income/30%
Equities*
55 Can accept 40% Fixed -18.60%
higher risk Income/60%
Equities*

* Mixture of large-cap U.S. equity, small-cap U.S. equity and non-U.S. equity.

Source: Authors using Morningstar data

equity allocation in 2008 because she
is in much better financial shape and
able to tolerate more risk.

MARKET TEST

Following is a summary of how these
two 55-year-old female investors fared
in “allocation age” portfolios during
2008 (see “Investing for the Ages,”
above). If both investors had a portfo-
lio allocated according to their chron-
ological age of 55, they both would
have lost 11.3% in 2008 (with a 55%
fixed-income allocation and 45%
equity allocation).

Taking into account life vari-
ables beyond simple chronologi-
cal age protected the risk-averse
55-year-old investor, who only
lost 4.1%. The other 55-year-old
investor (who could handle more
volatility) experienced a bigger loss
(18.6%), but is also positioned
to outperform during subsequent
market rebounds.

Chronological age may be a
good starting point for deter-
mining an asset allocation model
because it is simple to understand,
particularly for young people who
have similar situations. As people
age, however, their unique life situ-
ations increasingly impact their

asset allocation. Rather than sim-
ply basing their asset allocation on
their chronological age, it becomes
vitally important to determine their
allocation age.

a simple asset allocation model
based on age as a starting point,
they must be willing to adjust and
adapt that simple model as their
client gets older and their lives
become more complex. Calculating
a client’s allocation age is a simple
idea with big implications for advi-
sors who want to develop client-
centered portfolios. FP]

If financial advisors want to use
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