Investing by Seniors

Strategies for Avoiding Exploitation
and Preparing for the Future

-

By Karl J. Ege

e are seniors. We have worked deferred plans from which we intend to
Wdiligently for more than 40 receive financial benefit as our working

years. We have regularly con- days with regular income draw to a close.
tributed to our profit-sharing, 401(k), At present, a large percentage of
HR-10, or similar defined contribution investment wealth is held by those over
plan throughout our working days. We the age of 65. The latest data show that
may also be fortunate to be beneficia- the median wealth (one-half above and
ries of a defined benefit pension plan that one-half below) of those between the ages
provides us with an assurance of a cer- of 65 and 75 is $206,000, and of those
tain level of income for the rest of our over 75, $216,000; the mean (or aver-
lives. We are entitled to Social Security age) wealth for those groups is $848,000
benefits, and we may have aggregated and $648,000, respectively, which dem-
a portfolio of assets outside of our tax onstrates that many in these groups have
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significant wealth. For those seniors with
above average wealth, a sizeable portion
of their assets are in tax deferred pension
plans or investment portfolios.

In past decades, a senior in this posi-
tion would consider converting a sub-
stantial portion of his or her assets into
high-quality fixed income-bearing instru-
ments that would sustain in large part a
desired standard of living. Traditionally,
the rule of thumb for a retiree was that
the withdrawal of four to five percent of a
portfolio annually would provide reason-
able assurance that a retiree would not
outlive his or her assets. However, at this
writing (May 28, 2013), the 30-year U.S.
treasury bond is yielding 3.18 percent,
the 10-year U.S. treasury bond is yielding
2.01 percent, and the 90-day U.S. trea-
sury note is yielding 0.04 percent. More-
over, the Social Security Administration
estimates that a man at age 65 can expect
to live, on average, to age 83; a woman at
age 65 can expect to live, on average, to
age 85. One of four Americans age 65
will live past age 90, and one of 10 will
live past age 95, www.socialsecurity.gov/
planners/lifeexpectancy.htm. Regretfully,
we now have an interest rate environ-
ment where the yields of low-risk fixed-
income instruments are at historic lows,
and life expectancies in retirement are
longer than initially anticipated. Low-risk
income-producing investment assets
yielding four percent or more annually
are essentially unavailable.

As will be discussed, the current low-
yield fixed-income environment and the
likelihood of an extended life of retire-
ment present a troublesome dilemma for
seniors. Those seeking additional yield to
maintain a desired lifestyle and to ensure
future income security may be tempted
to invest in unproven, speculative, or
excessively risky investment products or
schemes that promise attractive returns
but involve unacceptable risk and an
increased probability of significant loss.
This article sets forth some guidelines for
seniors to follow when seeking invest-
ment advice, considering investment rec-
ommendations, implementing a prudent
investment policy suitable to the senior’s
level of wealth and income expecta-
tions, and seeking to avoid exploitative
investments.
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The Physical and Psychological Challenges

of Aging

A series of academic studies identifies
two countervailing trends among seniors
that, when combined, exacerbate the cur-
rent low-yield, lengthy retirement period
dilemma and create a “perfect storm” for
exploitation.

Independent studies and objective test-
ing have demonstrated that a person’s
ability to understand, absorb, and solve
complex financial and mathematical
problems peaks at approximately age 50
and, without exception, declines there-
after. Admittedly, mathematical and ana-
lytical acuity differs among individuals,
but the decline in analytical ability is real
and measurable, regardless of the level at
which it rests at age 50.

Another trend supported by indepen-
dent data is the increasing confidence
among seniors in their decision-making
ability. Perhaps this is a defense mecha-
nism engendered by a natural desire to
counter the more tangible physical effects
of aging—loss of strength and agility,
graying hair, arthritis, etc. Or perhaps it
is mere hubris—we are older and more
experienced, and we are confident we
have more wisdom and better judgment.
As a consequence, seniors as a group
are less willing to listen to advice from
those who are younger. They distrust the
young, are unwilling to change their past
investment and financial practices, and
rely on their traditional sources of advice
(often friends and advisers who are them-
selves aging and therefore losing the abil-
ity to understand and analyze complex
financial problems and who also may
have an unrealistic sense of their “wis-
dom” and therefore judgment).

These countervailing trends, coupled
with a low-return environment from
fixed-income assets, a lengthy period in
retirement, and significant wealth accu-
mulated by seniors over the years, cre-
ates a toxic mix of factors that places
seniors squarely in the sights of those
who wish to exploit them for personal
gain. It is interesting to note that the tar-
gets for those who commit financial fraud
are more often than not seniors with pro-
fessional or highly skilled backgrounds—
doctors, lawyers, academics, airline
pilots, and, more recently, technology
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professionals. All have a heightened self-
confidence in their analytical and deci-
sion-making skills, are less likely to call
upon investment professionals for advice,
have better overall health and longer life
expectancies, and have accumulated rela-
tively substantial wealth.

Avoiding Exploitation: How to Protect Yourself
and Your Clients

The foregoing factors make seniors par-
ticularly vulnerable to financial exploi-
tation. There are steps that can be taken
to lessen the likelihood that a senior will
fall victim to those who seek to prey
upon vulnerabilities. The key to devel-
oping a sound and practical investment
plan is to minimize the impact of the
psychological and physiological factors
described above, namely the decline in
analytical ability and the rise in decision-
making self-confidence. And that key to
minimizing the impact of those factors is
obtaining sound advice.

Seeking Sound Advice: Broker-Dealers,
Investment Advisers, or Others

There are several traditional sources of
advice regarding investments. These are
primarily broker-dealer representatives
and investment advisers, but they also
include bank or trust company trust offi-
cers, insurance professionals, accoun-
tants, and “financial planners.” Each can
play an important role in advising cli-
ents with respect to investments, but few
investors are fully aware of the differ-
ences in the legal obligations that these
groups of professionals owe to their
clients.

Broker-Dealers

Broker-dealers are regulated by both
state and federal agencies and are sub-
ject to regulation by the Financial Indus-
try Regulatory Authority (FINRA), the
self-regulatory body responsible for reg-
ulating the conduct of broker-dealers
through rules and guidance. Represen-
tatives of broker-dealers (the traditional
“stock broker”) must be registered with
both FINRA and the state or states in
which they have clients. They must pass
qualifying examinations administered
by FINRA as a condition of their FINRA
and state registrations. Broker-dealers and
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their representatives who violate FINRA

rules are subject to sanctions, which may
include fines and/or suspension or revo-

cation of registration.

Under current law, broker-dealers
and their representatives do not have a
fiduciary duty to their customers. How-
ever, under the Dodd-Frank Wall Street
Reform and Consumer Protection Act
of 2010 (Dodd-Frank), the Securities
and Exchange Commission (SEC) was
required to conduct a study to deter-
mine whether broker-dealers and their
representatives should be held to a fidu-
ciary duty standard with respect to
their relationships with their clients.

On January 21, 2011, the SEC released

its study recommending that a uni-

form fiduciary standard be imposed on
broker-dealers and investment advis-

ers when providing personalized invest-
ment advice to their clients. SEC, Stupy
ON INVESTMENT ADVISERS AND BROKER-DEAL-
ERS (2011), available at www.sec.gov/
news/studies/2011/913studyfinal.pdf.
On March 1, 2013, the SEC published a
request for information regarding the ben-
efits and costs that would accrue from
the harmonization of standards of con-
duct and other obligations of broker-deal-
ers and investment advisers. Duties of
Brokers, Dealers, and Investment Advis-
ers, Securities Act Release No. 34-69013
(Mar. 1, 2013), available at www.sec.gov/
rules/other/2013/34-69013.pdf.

In any event, broker-dealers are cur-
rently subject to FINRA rules of conduct,
which include a requirement to “know
the customer” and to recommend invest-
ments that are “suitable” for that partic-
ular customer. Broker-dealers and their
representatives are compensated gener-
ally by commissions based on the trans-
actions executed on the customer’s
behalf. Customers of broker-dealers nor-
mally are required to sign an agreement
to have disputes with the broker-dealer
resolved through arbitration, rather than
through a civil suit. The arbitration pro-
vision does not preclude a customer of a
broker-dealer from initiating a complaint
with a state or federal regulatory author-
ity. Regulatory authorities have the power
to order rescission or disgorgement of
profits in cases of fraud or of violations of
state or federal regulations.
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Investment Advisers

Investment advisers are registered either
with the SEC or with the securities reg-
ulatory authority of the states in which
they do business. Dodd-Frank raised

the threshold for federal registration of
investment advisers to $100 million of
assets under advisement. Advisers with
less than $100 million of advisory assets
must register with the state or states in
which they do business.

All investment advisers must provide
their customers with “Form ADV,” which
is also to be filed with the SEC and is
available online at www.adviserinfo.sec.
gov. Form ADV contains material infor-
mation about the adviser’s background,
experience, fee arrangements, conflicts,
regulatory actions, and other information.
Unlike broker-dealers, investment advis-
ers have a fiduciary duty to their cus-
tomers that requires the adviser to act in
the customer’s best interests. Investment
advisers most often charge a fee for ser-
vices, typically an asset-based fee mea-
sured in basis points (one basis point is
0.01 percent). Basis point fees are set by
a schedule, and the basis point fee nor-
mally decreases as asset levels increase.

Trust Officers, Insurance Professionals,
Accountants, and Others

Bank trust department or trust company
officers are often called upon to advise
and manage assets for individuals. They,
too, owe a fiduciary duty to their cli-
ents and are regulated by either state or
federal banking authorities. Insurance
professionals offer financial planning
services and access to insurance prod-
ucts such as annuities that are acceptable
investment alternatives for individuals
seeking a guaranteed return. Note that
the “guarantee” of the annuity is only as
good as the financial health of the insur-
ance company that sponsors the annuity.
Accountants and financial planners must
be registered either as investment advis-
ers or as broker-dealer representatives to
offer a full array of investment advisory
services to their clients.

Finding Advice: Selecting the Adviser
Whether the decision is to seek advice
from a representative of a broker-dealer,
an investment adviser, a trust officer, or
another professional, the key is to find an
adviser who is experienced and skilled
and in whom the customer has trust and

The burden of prudence when selecting an adviser has

become much more consequential.

With large portfolios, basis point advisory
fees are generally negotiable. Investment
advisers may also charge a commission
on certain transactions on behalf of a cus-
tomer if agreed to in advance in writing.

The nature of the relationship between
an investment adviser and the customer
is embodied in an investment advisory
agreement that, unlike a customer agree-
ment with a broker-dealer, normally does
not require that disputes be resolved
through arbitration. Disputes with invest-
ment advisers may be resolved through
civil suits or by filing a complaint with
state or federal regulatory authorities.
Under the SEC’s new whistleblower rules
(SEC Rules 21F-1 et seq.), a person filing
information with the SEC that leads to a
finding of wrongdoing by an investment
adviser or a broker-dealer may be entitled
to a bounty of 10 percent to 30 percent of
the amount in excess of $1 million col-
lected by the SEC.
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confidence. Experience is clearly impor-
tant, but the breadth and depth of the
advisory firm is important as well. For
example, if an investor wishes to invest
in non-U.S. equities, in emerging market
equities, or in non-U.S. debt instruments
(key components of a well-constructed
asset allocated portfolio), the adviser
should be one who has access to sources
of information that provide the basis for
an appropriate recommendation of the
funds or instruments to be purchased

to achieve the recommended portfolio
diversification.

A recommended practice for identi-
fying an adviser is to talk to friends and
colleagues who have established suc-
cessful relationships with an investment
professional and seek their counsel. Inter-
view several advisers before you decide
which to engage. If an adviser is a reg-
istered investment adviser, review the
adviser’s Form ADV to determine the
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adviser’s background, experience, depth
of coverage, regulatory compliance, and
other key factors. If he or she is a bro-
ker-dealer, review the firm’s regulatory
and compliance program and the rep-
resentative’s background, experience,
and breadth and depth of knowledge.

If alternative assets (hedge funds, pri-
vate equity funds, commodities pools,
and other nontraditional assets) are to be
included in the portfolio, conduct fur-
ther investigation into the experience of
the adviser in these complex and often
opaque asset classes.

Essentially, the effect of longer life
spans and reduced interest rates results
in a need to reevaluate the conventional
wisdom of what constitutes a prudent
investment portfolio and which skills
are needed in an adviser who will man-
age assets over an extended period of
time. This is particularly important
given the rapid changes in the capi-
tal market environment. Moreover, the
increasing use of electronic transfer of
private financial information places
increased burdens on advisers to pro-
tect their clients from identity theft and
fraud. As a consequence, the burden of
prudence when selecting an adviser has
become much more consequential, as
the object of the advisory process rotates
from product placement (i.e., the selec-
tion of a basket of appropriately rated
and insured municipal bonds) to the
consideration of whether an advisory
practice is equipped and appropriately
compensated to accompany a client
through an extended period of “decu-
mulation” (living off investments, rather
than adding to them), during which the
client’s financial literacy will continue
to decline.

Advisers as a profession have only
recently recognized the need to transition
their practices from “commission to fee,”
in other words to widen their obligation
from judging that a sale of a security to
a client was suitable at that moment in
time, to considering whether a portfolio
of assets is organized to accomplish the
client’s goals over an extended future.

In the future, the demographic nature

of the American retiree will extend this
responsibility further, and advisers will
be required not simply to determine that
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a portfolio is appropriate, but to help an
aging client maintain a portfolio strategy
in the face of declining discernment and
an increasing threat of predatory distrac-
tions. The best advisers understand and

anticipate this change in focus.

Asset Allocation: The Key to Success

It is common knowledge that a properly
constructed asset allocated portfolio that
reflects the risk profile of the individ-

ual investor is essential to a successful
investment strategy. A skilled adviser will
encourage the investor to create a diver-
sified portfolio that reflects the “efficient
frontier,” a set of securities portfolios that
offers the highest expected return for a
defined level of risk. (The term “efficient
frontier” was first described by Harry
Markowitz in a 1952 article in the Jour-
nal of Finance. The resulting “Markowitz
theory” formed the basis for the capital
asset pricing model. For his work, Harry
Markowitz was awarded the Nobel Prize
in Economics in 1990.) Investors who
diligently invest on the efficient fron-
tier, adjusting their portfolio for changes
in risk profile and rebalancing periodi-
cally to maintain the proper position on
the efficient frontier, over long periods of
time outpace those who attempt to time
the market and move in and out based

on fear or greed, who are mesmerized

by “trendy” investments, or who essen-
tially gamble on speculative investments
to seek additional returns. An adviser,
whether broker-dealer representative, reg-
istered investment adviser, trust officer,
or other investment professional, should
be familiar with the concept of the effi-
cient frontier and be capable of determin-
ing the proper mix of investments for a
particular investor that would place the
investor’s portfolio on the proper position
on the efficient frontier.

For seniors, the proper asset allocation
will be subject to a careful analysis of a
variety of factors. These include (i) the
amount of assets (both tax deferred and
after-tax) owned by the investor; (ii) the
income needs as the investor moves into
an extended period of decumulation;

(iii) the life expectancy of the individual
and his or her spouse or partner; (iv) the
investor’s tolerance for risk; (v) the finan-
cial needs (such as educational expenses

rights reserved. This information or any portion thereof may not be copied or disseminated in any form or by any means or stored in
an electronic database or retrieval system without the express written consent of the American Bar Association.



of children or grandchildren) of others
who depend on the investor for support
and/or financial assistance; and (vi) other
factors that are deemed important to
assess properly the risk tolerance and
financial needs of the investor.

Once an asset allocation strategy is
identified and implemented, the role of the
adviser thereafter is to determine if there
are changes in the client’s financial, health
or personal circumstances, or risk toler-
ance and to make appropriate adjustments
to the asset allocation strategy if changes
occur. As markets move and asset values
change, periodic rebalancing to maintain
an efficient portfolio is essential. Quarterly
or more frequent meetings are important
to ensure that the adviser is aware of the
investor’s current circumstances, tolerance
for risk, and financial needs.

Cautionary Note for Seniors: Hedge Funds,
Private Equity Funds, Venture Capital Funds,
Commodities, Etc.

Nontraditional or “alternative” assets

are often touted as offering higher rates
of return than customary investments
(stocks and bonds). Although there is
truth to that assertion and these asset
classes may be appropriate for large insti-
tutional investors or very high net worth
individuals, they pose risks of volatil-

ity, illiquidity, or uncertainty that render
them less than ideal for the vast majority
of seniors. Hedge fund managers charge
high fees and a portion of the increase in
portfolio value. Private equity and venture
capital funds are structured with a life of
10 or more years and are generally illig-
uid. Commodities are highly volatile and
may present an element of unacceptable
risk. Each should be examined carefully to
determine whether the benefits they rep-
resent (additional portfolio diversification
and the possibility of greater returns) are
worth the risks they represent.

Top 10 Tips for Senior Investors

This article summarizes some of the key
principles a senior should consider when
moving toward a period during which
one’s investments are the primary source
of funds for day-to-day living. The fol-
lowing is a “top 10” listing of tips to be
considered by seniors when addressing
their investments. By seeking advice from
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a qualified, experienced investment pro-
fessional and following the below sug-
gestions, a senior investor should be in
a position to enjoy retirement and decu-
mulation free from exploitation by those
who are not acting in the investor’s best
interests and from the anxiety brought
about by financial uncertainty.

1. Document all existing accounts and
determine how you wish to have
your affairs handled before you
become incapacitated or your facul-
ties are diminished.

2. Don’t ever invest with anyone who
contacts you initially by phone or
e-mail.

3. Don'’t ever invest when you are feel-
ing pressured to do so by a specific
date or time.

4. Avoid investing solely on the basis
of unsolicited glossy promotional
materials sent to you in the mail,
delivered by e-mail, or offered
through the Internet or social media.

5. Don’t be too trusting of an invest-
ment adviser claiming to be a
“senior specialist” or some simi-
lar special qualification (there is
no accepted standard for such a
designation).

6. Be careful when investing in illiq-
uid or otherwise nonmarketable
securities.

7. Be careful when investing in a
financial product in which the seller
either has an economic interest or
is motivated by his or her own eco-
nomic interest to offer it to you in
lieu of another product that may be
more suitable.

8. Be careful when investing in some-
thing recommended to you that
appears “too good to be true.” It
likely is.

9. Askif any recommended “switch”
from your current investments to
new ones will result in greater fees
or commissions to your adviser.

10. Identify who will be responsible for
your affairs when you are no longer
able to do so, and determine if your
adviser has a staff of professionals
who will succeed to the business
when the adviser on whom you are
relying retires. B
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