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Introduction

“Grow old along with me!

The best is yet to be,

The last of life for which the
first was made.”

Rabbi Ben Ezra,

Robert Browning

Robert Browning’s enthusiastic
call to join him in aging has al-
ways been a great fascination.
Indeed, what could be more of a
contradiction to modern attitudes
about becoming elderly than to
claim “the best is yet to be”? What
can be more of a challenge to how
we approach the relationship be-
tween being young and being old
than to claim that the last of life is
“for which the first was made”?
What can the possible rewards of
the golden years be that transcend
the glorious enthusiasms, unfet-
tered optimisms, and just pure
physical conveniences of being
young? Or, was Browning simply
trying to sucker us all into a fait
accompli, the hopeful outcome of

which is the envy of the very youth
that the aged often envy so much.

Whatever joys there are in re-
tirement (and in the aging that
accompanies it) come in part
from the sense of security that one
would hope to have achieved by
the time the energies of youth are
no longer available for produc-
ing income. Whether one
accomplishes that or not is in part
a function of how well he or she
has followed a strategy for creat-
ing a financial base in retirement
and how well he or she has an-
ticipated the needs to which his
or her wealth will be put. In short,
it is matter of planning for both
how one will create wealth and
how one will spend it. Failures in
either category have significant
impacts on the quality of life one
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can expect, either because
wealth grows more slowly than
it must, or because the costs of
living are greater than one ex-
pected. A significant category of
costs that have a large impact on
the lives of retirees is health care.
Rising costs and burgeoning
numbers of people requiring
health care have placed pressure
on individuals to take greater ac-
count of their health care needs
as part of preretirement financial
planning. For many people,
health care is the single largest
cost item they will pay on a rou-
tine basis in retirement. How well
are preretirees anticipating health
care costs, and are their expecta-
tions about the growth of
financial markets realistic in light
of their potential financial needs?

Some answers to these questions
can be gleaned from partial results
of a recent survey of preretirees in
the age range of 45 to 55 years.'
The survey was conducted by
telephone using list-sample tech-
niques in the spring of 2000.2 A
total of 396 households were con-
tacted and agreed to answer
questions about a broad range of
issues relating to preretirement fi-
nancial planning, including their

concerns about retirement, antici-
pated uses of wealth in retirement,
expectations about the future of
the economy, and expected health
care costs. Respondents were also
asked whether they used the ser-
vices of a financial advisor, as well
as their income level and the
amount of income they expected
in retirement as a percentage of
current household income.

The sample had more male re-
spondents than female respondents
(57.6 percent versus 42.4 percent).
The vast majority of the sample was
of white ethnicity (86.9 percent),
with about one-half the African-
American representation that one
would expect from the U.S. popu-

Chart 2

lation as a whole (6.1 percent). Al-
most three-fourths (72.4 percent) of
the sample had at least some col-
lege education, while over half
(51.3 percent) had a four-year de-
gree or more. Income levels were
generally high, with over 40 percent
of the sample having an annual
household income of more than
$75,000 (see Chart 1).

With regard to retirement plan-
ning, two-thirds reported having
a portfolio of long-term invest-
ments, such as stocks, bonds, and
mutual funds. However, some-
what less than half (43.1 percent)
reported using the services of a fi-
nancial advisor or planner.
Females who reported having a
portfolio of investments were
more likely to have used a finan-
cial planner (68.5 percent) than
were males (51.0 percent).

Respondents who reported hav-
ing long-term investment
portfolios generally indicated that
their portfolios were weighted
heavily in stocks and stock funds.
Chart 2 shows portfolio compo-
sitions by asset class. On average,
stocks and stock funds comprised
two-thirds of respondents’ port-
folios. Portfolio compositions by
asset class did not significantly
differ according to whether or not
the respondent reported using a
financial advisor.

Advisor

No Advisor

Portfolio Composition

(percent in asset class)

- Cash or equivalents
[ Bonds
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The sample of respondents is an
interesting one because it repre-
sents a group for whom retirement
planning should have reached
some importance. Old enough to
be in the peak of their income-
earning years, they have the
opportunity to create wealth but
are still young enough to take ad-
vantage of long-term economic
trends. From a demographic per-

Planned Uses of
Wealth in
Retirement

One reflection of how this group
sees its future is captured in how
they anticipate using their accu-
mulated wealth in retirement (see
Chart 3). In keeping with the cur-
rent social and political spotlight
that has been

Though people talk much these days of

accumulating wealth and building estates,

the reality appears to be that their plans

are to consume within their own lifetime

whatever they have accumulated during
their income-earning years.

cast on health
care, most re-
spondents found
this use of retire-
ment  wealth
critically impor-
tant. However,
the interesting
result is not so
much that these

spective, they are the “leading
edge” of the Baby Boomers and
are those within that cohort who
will retire first. Not only do they
burgeon in numbers, but in eco-
nomics as well. They are the best
educated and richest group to
have lived in the United States,
and perhaps in the world.

Chart 3

preretirees were
most inclined to use their wealth
for basic financial support and
health care, as the relatively small
number of people who plan to use
their wealth for purposes beyond
themselves. Bequeathal (e.g., gifts
to children, charity) was among
the uses of wealth deemed least
important. Though people talk
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much these days of accumulating
wealth and building estates, the
reality appears to be that their
plans are to consume within their
own lifetime whatever they have
accumulated during their income-
earning years. The notion of estate
building in the traditional sense of
leaving a financial legacy to one’s
progeny and future generations is
largely absent from what we might
call the broader middle class con-
cept of wealth, though people’s
views about their estate may
change as they age and reconsider
how they would like to be remem-
bered. If the contents of Chart 3
are truly reflective of where the
wealthiest generation is with re-
spect to thinking about the future,
the future does indeed have a
somewhat short-term definition.
Furthermore, if we consider how
people manage their financial lives
in contemporary society, we can
see that one of the greatest risks to
the concept of “future” is to the
very definition of future itself. By
and large, those who seek to se-
cure their financial future do so by
investment in markets. Yet, when
we observe the investment behav-
ior of market participants, we see
that what many people do when
they “invest” is actually more akin
to speculation. Though people tout
the long-term expectation of finan-
cial markets as a reason to invest,
their expectations of market returns
are based largely on only the most
recent years, which have generally
been high. Moreover, when people
judge how well markets will do in
the future, their judgments bear
little relationship to the actual po-
tential for returns, and are strongly
rooted in images and perceptions.3
In contemporary society, long-
term investing is often a matter of
months, rather than a matter of
years. For many people, the con-
cept of a time horizon has become
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drastically shortened to the point
that the notion of a future beyond
a matter of a few years is psycho-
logically meaningless, at least in
the context of investment.

Retirement
Concerns

As people approach their retirement
years, with their wealth in hand,
what do they anticipate will be their
challenges? What will dominate
their interests and their concerns?
Though people expect to accumu-
late wealth, they expect to worry
about how to spend it (see Chart 4).

Although people appear to have
strong concerns about some types
of costs, such as health care, and
with having enough money in gen-
eral, their concerns are not uniform
across all categories of life’s basic
needs. For example, people worry
much less about transportation
costs than about taxes. But, it is
interesting to note how concerned
people are about “being happy.”
With some inferential leaping, we

can conjecture that perhaps at the
core of it all, people recognize the
limits of material wealth to provide
them what they perhaps most want.
Some support for this conjecture
comes from an additional result of
the survey: fewer than five percent
of respondents expected support in
retirement from children and fam-
ily. These results provide yet
another indication of the growing
tendency of adults in retirement to
live apart from their children.

Table 1°

Financial
Expectations

Building wealth is a long-term en-
terprise, the outcome of which is
dependent upon the growth rate of
financial markets and the rate of
economic inflation. Over the past
few years, market returns have
been relatively high and there has
been considerable optimism on the
part of investors. Much of this op-
timism is shared by preretirees in
this sample who had portfolios of
long-term investments. Table 1
shows respondents’ estimates of
the near-term and long-term rates
of inflation, as well as their expec-
tations for growth in their
portfolios, both gross returns and
returns adjusted for inflation. The
results are grouped by whether the
respondent used the services of a
financial advisor or planner (i.e.,
“advisor” versus “no advisor”).
Also shown in the table are infla-
tion and market expectations
provided by a group of 256 pro-
fessional financial advisors
collected as part of a 1998 study.

Although survey respondents
were inclined to see the long-term
rate of inflation as higher than were
professional advisors, they were
much more optimistic about poten-

All Advisor No Advisor| Financial
(n=171) (n=226) | Advisors
(n= 256)

Expected inflation rate:
“next year”

4.6% 4.1% 5.0% 2.4%

“average annual rate next 10 years” 6.0 5.2 6.7 3.4
Expected rate of return on portfolio:
“next year” 15.8° 16.7 14.7 9.2¢
“average annual rate next 10 years” 16.6° 18.1 14.7 10.5
Net rate of return on portfolio adjusted
for inflation:
“next year” 14.4° 14.3 14.4 —
“average annual net rate next 10 years” | 15.5° 16:3 14.2 —

* From Survey of Financial Planners and Advisors (see MacGregor et al., 1999).

* Only those respondents indicating that they “expect to receive income from a portfolio of long-
term investments such as stocks, bonds, or mutual funds” (n =261).

¢ Financial advisors were asked to estimate the “percent growth in the S&P 500" for both time periods.
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tial 10-year annual rates of return.
Long-term market expectations
were in the 14-percent to 16-per-
cent range, even adjusted for
inflation. Although professional ad-
visors generally estimated returns to
be very near the historical market
average (e.g., 10 percent),
preretirees were quite optimistic that
their returns would be (on average)
about 50 percent above that.
Preretirees who indicated that they
used the services of a financial ad-
visor were as (or more) optimistic
in their market assessments as those
who indicated that they did not. The
implications of these differences be-
tween professional advisors and
preretirees are significant. For ex-
ample, assuming a 15-percent
versus a 10-percent growth (a 50-
percent difference) in the value of a
portfolio over a 15-year investment
period yields a difference of almost
100 percent in its future value. For
respondents in the middle of the age
range surveyed (i.e., 50 years) who
have approximately 15 years until
retirement, if the growth assump-
tions of the financial advisors are on
the mark, this translates into the po-
tential for realizing roughly half as
much wealth in retirement as they
may have assumed.

Expected Income
in Retirement

On average, respondents expected
to retire quite early. The average age
that respondents expected to begin
drawing income from retirement
assets was slightly under 62 years.
Male respondents expected to be-
gin using retirement assets slightly
sooner than females (61.6 years
versus 61.4 years). Respondents
generally expected that their assets
would have to last them approxi-
mately 23 years on average. Those
without a long-term investment
portfolio expected their assets
would have to last them less than
22 years on average.

Respondents expressed wide-
ranging estimates of the amount
of money they would need in re-
tirement as a percentage of current
household income (see Chart 5).

Less than a quarter of respon-
dents thought that they would
need 70 percent or more of their
current income in retirement,
while one-third anticipated need-
ing 50 percent or less. The
relationship between expectations
about income in retirement and
current annual household income
was only modest. Of respondents

with an annual income under
$50,000, 29.6 percent expected
50 percent or less of their current
income in retirement. For those
with an annual income over
$75,000, the percentage expect-
ing 50 percent or less in retirement
rose to only 31.7 percent. At the
other end of the income distribu-
tion, the relationship was only
marginally stronger. Those with an
income under $50,000 were more
likely to expect over 70 percent
of their current income in retire-
ment (32.2 percent) than were
those with an income over
$75,000 (21.8 percent).

Projections of
Health Care Costs

Health care and its costs will be
an important concern for retirees
for years to come. Although most
individuals have some form of
health insurance, it is also the case
that health insurance rarely cov-
ers all of the costs of an
individual’s health care needs. Not
only does health insurance cost
money, but many policies carry
deductibles. Some health care
needs, such as pharmaceuticals,
dental, and optical care, may be
only partially covered, or not cov-
ered at all. In addition, health care
needs change over time: the
amount of health care a person
requires at age 52 is often much
less than that required at age 72.

How well have preretirees pre-
pared themselves to meet the costs
of their health care needs in re-
tirement? What do they project
these costs to be? Respondents
were asked to estimate the per-
centage of their retirement income
(on a monthly basis) that they ex-
pected to spend on health care,
as well as how much they expect
to spend on health care in retire-
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Table 2 care expense expectations on a
Quartile Mean income Estimated percent | Yearly health | Monthly health monthl.y basis excee,ded $,6OO'

in retirement income on care expense | care expense Even without accounting for infla-

health care tion, these amounts are, for many

Q1 $14,414 17.3% $2,496 $208 people, very likely to be too low

Q2 29,218 13.2 3,851 321 and may fail to take into consid-

Q3 44,707 137 6,129 510 eration additional costs for

Q4 67,189 1.5 7,707 642 prescription drugs and other

-

r———————em——te.

Note: All estimates and calculations are in current dollars.

ment compared to what they
spend now (see Chart 6).

Typical responses to the percent-
age estimation question were in
the range of 14 percent overall.
Those who did not have a portfo-
lio of long-term investments
expected to spend more than
those who have a portfolio. How-
ever, having a financial advisor or
not made little difference in esti-
mates of the amount of retirement
income required for health care
costs. For the most part, respon-
dents expected to spend about the
same amount or slightly more on
health care than they do now.

One approach to gauging the
reality of respondents’ thinking
about health care is to examine
the implications of their estimates
in terms of actual expected costs.
Respondents’ income expecta-
tions in retirement can be
expressed in terms of a monetary
amount by multiplying their per-
centage estimate by their current
household income. The average
income expected in retirement
calculated by this method across
all respondents was $40,181, in
current dollars. However, this
amount varied widely depending
on current household income and

retirement income expectations.
Those in the lowest quartile (i.e.,
lowest 25 percent) expected on
average an annual retirement in-
come of $14,414, while those in
the highest quartile expected on
average $67,189. Averages for the
two middle quartiles were
$29,218 (Q2) and $44,707 (Q3).
Some sense of the reality of
health care cost expectations can
be gleaned by calculating antici-
pated health care cost
expenditures based on respon-
dents’ percentage estimates for
health care expenses in retire-
ment. Table 2 summarizes
calculated income in retirement
by quartile, and shows the aver-
age income within each quartile,
the average percentage of income
expected for health care, as well
as calculated expenditures on
health both yearly and monthly.
At the lowest levels of expected
income in retirement, preretirees
expect to spend only about $200
per month on health care. Even
those in the second quartile ex-
pected health care expenses on
the order of $325 per month. At
the highest income levels, health

health care needs that increase as
one ages (e.g., optical care, den-
tal care, prosthetic devices).

Do those who use financial ad-
visors fare any better at projecting
health care costs? Table 3 shows
monthly health care expenses pro-
jected in the same way as Table 2,
separately for those who reported
using a financial advisor and for
those who reported not using one.
For both groups, the mean income
in retirement by quartile was
nearly equal. As the table shows,
the two groups were nearly iden-
tical across the four quartiles in
their projections of health care ex-
penses in retirement.

Implications
for Practice

Whatever is in store for all of us
in “the last of life,” it is a virtual
certainty that careful financial
management is key to accessing
the joys of retirement that many
of us have come to desire and
even expect. However, when we
look at how preretirees (at least
this sample of households) view
their financial future, we see both
elements of hope and causes for

: Table 3
on expectations about the propor-
tion of current income needed in Mean income _ Estimated percent Yearly health
- Dividing the ealens in retirement income on health care care expense
: ) -y . . rtile No Advisor Advisor No Advisor Advisor No Advisor Advisor
lated income distribution into four Sua
waihiles and then computing the Q1 $14,109 $15,539 17.7% 15.6% $2,497 $2,424
gvera A — Eartil§ -y Q2 29,199 29,243 13.6 127 3,971 3,714
o Isg e varigbilit - Q3 44,261 45,140 124 150 5,488 6,771
4 8 Y Q4 67,308 67,105 15 114 7,740 7,650
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concern. More and more,
individuals are exercising self-
determinacy in constructing for
themselves a financial future,
many with the help of a financial
professional. Their priorities with
regard to meeting living expenses
and health care needs appear ap-

economic expectations for the fu-
ture, the picture harshens.
Anticipations of how well financial
markets are likely to perform over
the long-term appear to be too
strongly influenced by recent mar-
ket performance and do not
sufficiently regress to levels more

consistent with

A potential role for financial advisors
exists in aiding clients in making more
accurate (or at least more reasonable)
projections of health care costs, and
linking the implications of health care cost
projections to financial plans.

historical aver-
ages. Although
optimism is gen-
erally a valuable
resource for get-
ting through life,
excessive opti-
mism is not,
particularly when
its implications

propriate. Even their concerns
about happiness are, from a psy-
chological perspective, good ones
to have and may lead to serious
exploration and consideration of
ways to achieve life satisfaction
that are not tied so strongly to ma-
terial goals.

However, upon a more careful
examination of the details of their

may lead to erro-
neous conclusions about how much
wealth one will have accumulated
decades hence. There is a strong ten-
dency in human judgment to rely
heavily upon readily available and
recent information, and respondents
in the present study appear to ap-
ply such a strategy in assessing their
prospects in the marketplace. From
a counseling perspective, this sug-

gests that financial advisors may
need to be more assertive in inter-
preting for their clients the meaning
of recent market history. Four or five
years of well-above-average returns
may encompass, for some clients,
their entire investment experience,
and a single “flat” year may seem
wildly out of context. Research in
risk perception has shown that
events having an unusual appear-
ance can serve as a “signal” that
something is fundamentally wrong
and perhaps too “risky.” To those
relatively inexperienced in making
investments and who have been in-
volved in the markets closely for the
first time only in the past few years,
almost any deviation from strong
positive returns may seem unusual
and signal that either something is
amiss with the concept of market
participation, or something is wrong
with the advisor they have chosen.
When investors’ market expecta-
tions are so sharply out of
agreement with those of profes-
sional advisors as we have seen in
the results presented here, we can
only point more assertively to the

Chart 6
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critically important role that advi-
sors play in educating their clients,
and to the need for even broader
educational standards for all poten-
tial investors.

Turning from expectations about
market returns to expectations
about retirement expenses, we see
in the results of this study a po-
tentially serious bias toward
underestimating health care costs
in retirement. Given the relatively
high importance that respondents
in the study assigned to this use of
wealth in retirement, we might
expect these costs to have been
overestimated. However, a num-
ber of factors conspire against
people’s ability to make this cat-
egory of cost projection
appropriately. First, health care
costs are often not seen on a regu-
lar basis. For many people, health
insurance payments are automati-
cally deducted from paychecks
and unless health care costs in a
particular year are unusually high,
itemization of health care ex-
penses on federal tax returns is not
done. Second, health care needs
at ages 45 to 55 are considerably
different from those later in life,
where (for example) procedures
needed may be assigned to provi-
sions of a health care policy that
impose higher deductibles (e.g.,
surgery). Furthermore, some forms
of vision and hearing care that re-
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tirees deem essential for their
quality of life may not be eligible
(or only partially eligible) for in-
surance coverage. A reasonable
projection of health care costs for
a retired household must take into
consideration a broader account-
ing of health care needs that those
associated with regular care, such
as annual checkups. Important as
well in this assessment is some
consideration of an individual’s
personal health profile and history,
as these factors influence the rela-
tive likelihood of health problems
at different ages.

A potential role for financial
advisors exists in aiding clients in
making more accurate (or at least
more reasonable) projections of
health care costs, and linking the
implications of health care cost
projections to financial plans.
However, although relevant
health data does exist to develop
stochastic models that can aid in-
dividuals in projecting potential
health care costs, tools to do so
are not currently available. A
challenge for the future of finan-
cial advising and retirement
planning is to extend the base of
tools advisors apply in their prac-
tice to include structured and
perhaps computer-based aids that
provide individualized profiles
and projections of health care
needs and costs in retirement.

' Support for this research was provided in part
by the AARP, Public Policy Institute, Wash-
ington, D.C.

2 List samples are drawn at random from a
database constructed to match the general
demography of the U.S. population. Though
not precisely equivalent to a random digit
dialing (RDD) sample, the results obtained

ENDNOTES

In Retrospect

Robert Browning penned his exu-
berant celebration of “aging” in
1864, three years after his wife’s
death. At that time, life expectancy
in England was approximately 40
years for men, and a scant three
years older for women, at 43.° The
notion of “retirement,” at least as
conceptualized today, was enjoyed
only by a privileged few who, be-
cause of their economic advantage,
could afford the better nutrition,
health care, and lifestyle that, in the
approximately 150 years since has
virtually doubled longevity and
brought retirement within the grasp
of most people living in modern
industrialized societies. Today, we
face a different challenge to retire-
ment—Ilives that may extend to 125
years or longer, well beyond a
“working life.” Generations close
at hand may live as many years in
what we now call retirement as
they did in the adult workforce. In
these generations, the last of life
will be that for which the first is
made only if people are prepared
to meet their financial needs for
perhaps decades more than they
produce an income. For the future,
ensuring the attainability of retire-
ment may be less a matter of
extending longevity and more one
of improving our ability to plan and
prepare for the last of life.

from list-sample surveys are highly general-
izable to the U.S. population as a whole.
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