Life Expectancy an Important Tool in Managing Retirement Income & Savings
As our knowledge of the universe has advanced, scientists have become aware of certain unities to life.  For example, every mammal, no matter what size, is issued roughly the same number of heartbeats in a lifetime, about 1.5 billion.  The same rule applies to metabolism, i.e. a cell’s metabolism or energy usage is based on beats which are also limited to 1.5 billion.  Shrews that live less than a year will have a heart and metabolism rate of almost 100 times faster than that of a human.   Alternatively, elephants live almost as long as humans since larger animals’ hearts beat slower and use energy more efficiently.  Humans at one twentieth the scale of an elephant, no longer fit this model.  We now live longer than our size would predict.  Our ability to harness technology and science to treat disease and control our environment has had an enormous impact on the length and quality of human life.  
As human longevity has advanced, so has the obligation of new generations that are facing retirement years far beyond what previous generations have experienced. With the aging of the baby boomers (some 79 million), more Americans will reach retirement age over the next two decades than at any other time in our history.  These same boomers will inherit significant advances in medical care in their retirement years which will impact the length and vitality of their retirement years.  This translates into greater financial requirements.  It’s incumbent for every retiree to plan for their retirement, addressing crucial factors such as mortality and morbidity risk and long term inflation risk. 

Morbidity Risk and Squaring the Curve
As people age, the likelihood that they will be battling chronic illnesses increases.   Before the advent of modern medicine, the typical person deteriorated and died on a rather severe downward curve, ending abruptly either from infection and/or organ failure.  Today people live longer and enjoy a morbidity curve that is flattening and drawn out, which graphically results in a longer flatter line that in contrast equates to a squaring of the curve.   Advances in medicine and preventive care including diet and regular exercise have allowed humans to soldier on even though they may be suffering from a combination of chronic diseases such as arthritis, heart disease, diabetes and other medical maladies.   
Mortality Risk
Many decades ago, there was considerable difference in the life span of the rich versus the poor.  Advances in technology and medicine have leveled the playing field.  Today, most people, even those with modest means, have access to state of the art medical care.  Consequently, there is no appreciable difference in the life span of a billionaire versus the life span of a middle class working person.  This means that both rich and poor are facing similar mortality risks and lifespan, but the challenge is how do people with more modest means meet the future obligation of expanded retirement years.
Variations in Mortality Rates
One’s lifespan is a function of many factors such as family history, lifestyle, routine exercise, and the ability to make effective use of the health care system.  In a world of ever advancing medicine and treatments, a person capable of keeping up with medical advances and effectively utilize the health care system will have an advantage.   To some degree, life expectancy can partly be a function of how good you are in acting as your own general contractor in managing your health care, including the ability to read your body, take preventive measures and know when to access the health care system to make effective use of it. 
Variations in death rates are due to gender and aging characteristics.  For example, the two leading killers are heart disease and cancer.  These diseases are impacted to some degree by hormones, which are some of the most powerful drugs known to mankind.  The typical woman, up until she reaches the age of menopause, is significantly less prone to heart disease due to estrogen and progesterone, while men tend to be more vulnerable to heart disease as a result of testosterone.   Cancer in many cases is fueled by hormones.  As one ages, hormone levels decline.  Consequently, people diagnosed with cancer under the age of 50 are more like to die of the disease than people diagnosed at an older age.  
Medical Underwriting and Life Expectancy Estimates
When confronting one’s own mortality, the average person is probably in denial, although that same person may be quick to assign a life expectancy to friends and relatives.  Armand Hammer, a well known industrialist and geo-political power broker, worked right up to the day he died at age 96.  In fact, six months prior to his death, he had ordered 6 custom tailored suits and 35 pairs of slacks.  Obviously, he was too busy maintaining his schedule to take notice of his own mortality.  This is common to all of us. The idea of hiring someone to estimate one’s life expectancy (LE) is probably even more of a stretch. 
Historically, human life expectancy has largely been the central focus of life insurance companies and their actuaries.  But in recent years we have witnessed the development of a secondary market for life insurance policies involving insured’s 65 years and older, who no longer need insurance.  Once sold, they are referred to as life settlements.   Valuing a life insurance policy requires that the buyer develop a life expectancy on the insured.  In this case, life expectancy is based on estimating medical mortality while ignoring the risk of accidental death.  Companies that specialize in assigning life expectancies have evolved; they are referred to as medical underwriters.  The industry is dominated by a half dozen companies, including AVS, Fasano, 21st Services, Midwest, and EMSI.  Individually, the LE’s assigned are not all that precise.  No one can predict the exact year a person will expire from natural causes.  However, based on a group of 200 or more individuals, medical underwriting firms believe that they can statistically predict mortality (dying from natural causes) of individuals within an accuracy of plus or minus 10%.
The concept of LE has far broader applications than simply to be used to price life settlements.  Knowing one’s LE is critically in addressing the risk of outliving one’s savings.   Financial advisors and estate planners can use this information to optimize financial performance for client’s investment while at the same satisfying the issue of suitability.   Furthermore, it’s relevant in managing and planning one’s retirement options and financial planning strategy.   What the later years may mean to you, may well determine your investment strategy and asset allocation.

A Generational Challenge

More Americans will reach retirement age over the next two decades than at any other time in this country’s history.  Unlike their parents who relied on traditional pensions that paid a lifetime stream of income, boomers will be the first generation whose principal retirement assets will come in the form of a lump sum, such as a 401k plans, IRA’s, and SEP Accounts.  It is estimated that Boomers, ages 43 to 62, hold over $1.75 trillion in 401k plans, according to the Employee Benefit Research Institute.   
A large number of these new retirees will be facing retirement without the benefit of a pension, relying almost entirely on their savings and lumps sum 401k plan proceeds.  Superficially, $500,000 may look much bigger than a promise to pay $50,000 a year for life.  However, these nest eggs are vulnerable to unwise spending, bad investments, and legal judgments that could arise out of litigation claims or catastrophic health care expenses. 
Limitations of Conventional Investment Concepts
If conventional investment strategy is employed many new retirees will out live their savings.  The typical financial planner would base his or her client’s allocation of investments on the rule of 110.  Simply put, you take the client’s age and subtract it from 110 to gauge the allocation between higher risk higher return investments such as stocks and lower risk lower return investment such as bonds.   Complicating this rule is that the actual individual deployment of funds needs to be based on suitability, which is composed of three broad measures; investment objective, financial needs and level of sophistication of the client.  Alternatively, a typical withdrawal strategy tends to follow the simple rule of thumb of 4.0% of assets a year. 
How Time Influences Investment Risk

Generally speaking, the longer the time horizon the more risk can be incorporated into a financial plan.   Investors are rewarded with a higher return in stocks because over the long term stocks have significantly outperformed other investment securities, although there have been many short term periods in which they have underperformed, or even posted negative returns.   Consequently, there is more risk in owning stocks if one has a short term time horizon.  Time exerts a different effect when analyzing the risk of owning fixed income securities, such as bonds.  More risk is associated with holding a bond long term than short term because of the uncertainty of future inflation and interest rate levels. If one were to "lock in" a rate of 6 percent for a bond that matured in one year, an upward move in inflation or interest rates would have a less adverse effect on the price of that bond than a 6 percent bond that matured in thirty years. This is because the bond could be redeemed in one year and reinvested in a bond with a presumably higher interest rate.
Inflation Risk
Retirees face an entirely different zone of inflation risk than working couples.  If you exclude from the CPI, electronics, such as computers and flat screen TV’s, whose prices have been declining, you discover a core inflation rate considerably higher.  Moreover, retirees’ face inflation rate weighted to a greater degree by medical costs, which have been rising at a far higher rate of 12% or more per year.   An adjusted inflation rate of as low as 6% would mean that goods and services would double in cost every 12 years.   For a retiree on a fixed income, such stratification of inflation would be devastating.   Given these factors, most simplified investments strategies are likely to fall short in meeting a couple’s retirement needs, leaving many retires destined to live financially strapped lives reduced to a confined existence.
Incorporating LE’s in Retirement Planning
Gaining a better understanding of a client’s life expectancy and epidemiology can better assist financial planners in custom tailoring a client’s retirement plan, asset allocation strategy and withdrawal expectations.  A 70 year old retiree, depending upon their genetic makeup and general health, could just as easily live another 25 years as another five years.  Advances in medicine will contribute to a greater stratification of life spans.  A retiree with a life expectancy of an additional 30 years can tolerate more risk in their investment strategy and needs to achieve higher returns since they are at greater risk of out living their savings.  Knowing one’s life expectancy, allows financial advisors to develop more precisely tailored investment and retirement plan.  During the last decade, there has been a substantial increase in the depth and breath of investment products.   Across all investment product categories, we have seen the development of a broad array of products.   
How much of a client’s assets should be allocated to generating guaranteed income, versus how much should be allocated to long term investments such as stocks and bonds is the first part of a three-fold assessment:   
The process begins with a review of a client’s assets, including life insurance policies.   A life insurance policy review can demonstrate the best options for a client.  In some cases, they can be sold to more efficiently allocate a client’s assets towards guaranteed cash flow products while eliminating premium expenses.  The combination of selling a negative cash flow asset while using the proceeds to generate positive cash flow creates a swing factor in funds flow that can dramatically change a client’s ability to manage their future financial needs.
Knowing a client’s life expectancy can assist a financial advisor in determining if an annuity makes sense, since Insurance Companies calculate the annual amount to pay to each person in an age group based on the predictable mortality experience of a large number of people in that age group.  Consequently, annuity contracts are more attractive for people whose present health, living habits and family mortality experience suggest that they are destined to live longer than average. 

A person with a long LE may elect to rely on annuities which can provide a source of income that cannot be outlived.  Annuities can offer several other advantages including the creation of spending discipline, tax deferred income, and judgment protection.  IRA’s and 401k plans also provide judgment protection and tax deferral of income in fairly efficient form but they fail to create a spending discipline unless self imposed.   
Basic daily expenses can best be secured by utilizing annuities in combination with social security payments.  Annuities, a guaranteed cash flow investment set of products, can be used to meet basic needs, allowing an investor to take a less conservative approach to investing the remaining assets.  Additionally, annuities can be made judgment proof, although this will depend on your state of residency and the length of time you own the annuity.  For someone dependent upon investment income from a sum of money this could be an important feature.  Moreover, tax deferred annuities can bypass probate proceedings and go directly to named beneficiaries, without any cost or delay.  
The last step of the process is to invest the remaining funds to address the risk of longevity and inflation.  This means allocating more of those assets toward higher growth, higher risk investment products that are designed to produce superior long term returns.   A review of investment strategies and guaranteed cash flow products will be discussed in a follow-up article.   
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