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Introduction 
 

An investment portfolio is not an end. It is a means to an end. That end is 
financial freedom and independence. 

 

My job as an advisor is to help ensure my clients become and remain financially independent 
throughout their lives in the face of both good and bad markets. 

That’s it. It is simply stated, but not so simply achieved. There are a lot of fallacies, misconceptions, and 
poor financial practices from investors and their advisors that prevent the realization of financial 
independence even when it’s perfectly within reach. Investors also tend to pay a lot of unnecessary 
taxes because they lack an optimized investment tax management strategy. 

On the bright side, by just understanding a few key concepts you can greatly improve your likelihood of 
achieving true, lasting financial independence and a retirement free from financial anxiety. 

So I’ve taken the time to briefly lay out 3 of these key concepts in this guide! The goal of which is to help 
you (a) become a more successful investor, and (b) increase your likelihood of becoming and remaining 
financially independent. 

Of course, retirement means different things to different people. Each family has a different vision of 
retirement, but it is a concept that applies no matter your net worth. Retirement for one person might 
mean living in a “tiny house.” While retirement for another might mean funding a lifestyle of luxury 
filled with travel and cruising America’s Great Loop in a yacht. Financial independence, however, is the 
concept that you can live your retirement lifestyle and do what you love without subjecting your 
financial goals to the whims of the market.   

But we don’t know what we don’t know. So we have to educate ourselves, and I’m here to help. 

Successful investing is not measured by returns per se, but by whether you can remain financially 
independent throughout your life. This means we must focus more heavily on risk and its dynamic 
impact on our ability to remain financially independence at different stages in our lives.  

After reading this brief guide you then need to implement these concepts into your own portfolio 
because knowledge without execution is worthless. If you’re uncomfortable implementing on your own 
or are unsure where to start, contact me at ken@melottefa.com for a free portfolio review.  

mailto:ken@melottefa.com
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Concept #1: Financial vs. Emotional Capacity for Risk – The 
Importance of Weighing Both When Constructing A Portfolio 

 

 

Your investment strategy should be determined by the lesser of (a) your financial capacity for risk and 
(b) your emotional capacity for risk. Otherwise, you’re unnecessarily jeopardizing your financial goals.  

Financial capacity is the ability to achieve your financial goals even when adverse markets hit. 

Emotional capacity is the ability to stomach volatility and losses when adverse markets hit and then 
remain committed to your strategy through those inevitable downturns.  

A couple examples will help illustrate these concepts. 

Financial Capacity 

Hank is 65 years old with plans to retire one year from now. He hires me as his financial advisor. The 
portfolio from his former advisor is invested 40% in bonds and 60% in stocks. His former advisor told 
him that was a conservative portfolio (there’s your first red flag, BTW). 

The first thing I do is build Hank’s financial plan. As usual, we run multiple scenarios in order to find the 
optimal financial blueprint for his unique circumstances. We find that his current approach of 40% bonds 
/ 60% equities results in a 91% probability of achieving all his financial goals without running out of money. 
We refer to this as his probability of success. By the way, 91% is fantastic and well within the comfort 
zone. 

We also find that a much more conservative portfolio of 70% bonds / 30% stocks results in a similar 90% 
probability of success. Not much difference in results between the two strategies. So, next, I run the 
market stress test as I do in all my clients’ financial plans. 

Stress Test 

In Hank’s case, I stress test his family’s financial goals against a stock bear market in the first year of 
retirement. Let’s assume, in this bear market, his bonds make 5% while his stocks lose 50%. This implies 
Hank’s portfolio, as currently structured, loses about 28% in the first year of retirement. We discover 
that Hank is actually quite comfortable with that degree of loss. However, due to the unfortunate timing 
of the loss, the probability of achieving his financial goals declines to just 65%. Although 65% is still 
above the median outcome, it’s outside our comfort zone for someone of that age.  

We then apply the same bear market stress test to the more conservative 70% bond / 30% stock 
portfolio. The result is a much milder loss of about 11%. Because the portfolio holds up relatively better, 
the probability of success even after a severe bear market is also much better at 78%. 

In this example, Hank does not have the financial capacity to take on the risk associated with his current 
investment strategy of 40% bonds / 60% stocks even though he has the emotional capacity for that level 
of risk. His former advisor steered him wrong, and Hank’s family could have paid dearly for it. 
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Emotional Capacity 

Assume that instead of the bear market stress tests resulting in 65% and 78% probabilities as described 
above, the results were 76% and 79%, respectively. Not much difference this time. With either portfolio 
in this scenario, Hank remains in good shape and has the financial capacity for the implied risk of his 
current strategy (40% bonds / 60% stocks). But does he have the emotional capacity for that risk? 

Assume, upon reviewing the plan together, we discover that Hank is completely unsettled by losing 
almost 30% of his portfolio even though the probabilities look good. After all, he’s worked and sacrificed 
his whole life to build up that nest egg. The thought of losing almost a third of it is just too painful. Do 
you think Hank will remain absolutely committed to the strategy after experiencing such an unsettling 
loss? It’s not likely. Even if Hank were able to make it through that bear market without straying, why 
take on all that unnecessary anxiety?  

Therefore, the more conservative approach remains the more prudent approach for Hank in this 
scenario as well because his emotional capacity for risk is less than his financial capacity for risk. 

Conclusion 

Remember, your financial plan assumes you maintain the investment strategy and continue to 
rebalance back into losing investments throughout adverse markets. That means, in this example, selling 
bonds and buying stocks even after stocks lose half their value. This is why it is so important that you 
have the right strategy in place BEFORE the next bear market hits. 

Sure, maybe rebalancing sounds easy now, but it was very difficult to get even the most aggressive 
investors to rebalance back to stocks in early-2009 after stocks were over a year into the bear market 
and down by over 50%. In fact, most investors were looking to sell their remaining stocks because they 
“couldn’t take the pain any longer.”  

The financial plan results don’t assume you sell stocks when they are down 50%. They assume you buy 
more to maintain your original target allocation. So, if you don’t have the emotional capacity for a given 
level of risk then it’s unlikely you will stay the course and maintain your strategy let alone rebalance 
when required.  

Vice versa, even if you have the stomach for risk but the math doesn’t look good than you don’t have 
the financial capacity for risk so you should adjust accordingly.  

Younger people tend to have a very high financial capacity for risk mainly because they have relatively 
little savings and significant future earnings power. So, for young people, it’s usually their emotional 
capacity for risk that drives the strategic decision.  

On the other hand, nearly-/recently-retired folks have a very low financial capacity for risk because their 
portfolios are so large (meaning bear markets equate to big dollar losses), they have low/no future 
earnings power, and are nearly/already withdrawing from the portfolio to fund retirement. So for those 
folks, any bear market around retirement can have a catastrophic impact on financial wellness due to a 
concept called Sequential Return Risk. 

That takes us to the next concept.  
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Concept #2: Sequential Return Risk – Nearly-Retired and 
Recently-Retired Folks Are Most Vulnerable 

 

 

Another concept related to financial capacity for risk, is Sequential Return Risk (SRR). SRR is the risk of 
experiencing poor returns / losses at the worst time when you’re most vulnerable. 

Most investors are most vulnerable during the ~10-year period surrounding their retirement date. I call 
this period the critical period.  

Why are most people so vulnerable around retirement? Well, it’s the largest their portfolio has ever 
been, their future earnings power is very low, and they are nearly / already withdrawing on the portfolio 
to fund their retirement.  

Just imagine losing 30% of your portfolio a year prior to retirement. For most people, that would force 
significant adjustments to their lifestyle. Well, then that’s not financial independence, is it?  

Some might say, “Just work a couple years longer until the market bounces back.” Nobody wants to do 
that. Again, that’s not financial independence. That’s financial dependence, but, worse, that is not 
always an option when during a recession as workers get laid off or get their salaries cut, etc… So it’s not 
so simple as, “I’ll just work an extra five years and wait for the market to bounce back.” 

Returns experienced in the last few years before retirement will have the biggest impact on wealth 
accumulated by retirement. Whereas, poor returns in your first years of your career, for example, will 
have a minimal impact. 

The reason this concept is one of the big three I included in this guide is because ignoring this risk can 
have grave consequences for your financial future and senselessly jeopardizes your financial 
independence. Most investors (and even their advisors) don’t adequately prepare for this risk and, 
therefore, are unknowingly jeopardizing their financial independence.  

Imagine how upset you’d be if you were responsible, saved all your life, followed your plan and then 
everything you worked for came crashing down because the market just happened to have a rough 
patch as you were nearing retirement. You’d be devastated. All that work and sacrifice out the window. 
And for what? To eek out a few extra percent return? The risk / return tradeoff is awful. And then 
imagine how much more upset you’d be when you find out your advisor could have prevented the 
devastation if they understood this risk and advised your accordingly. 

How is a few extra percent of gains going to make a difference in your life at that point? It won’t. But all 
that extra risk could change your life…for the worse. So no upside for a lot of downside. It’s silly and 
irresponsible. The goal when you’re so close to retirement is to ensure you can stay retired and live the 
life for which you’ve planned. 

Wade Pfau writes extensively on Sequence of Returns Risk. Back in September of 2013, Wade gave a 
great example illustrating the extreme swings in outcomes that can be experienced between investors 
who all saved the same amounts and earned the same average returns over a 30-year career. You can 
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find his original blog post titled, “You Can’t Control When You’re Born… Revisiting Sequence of Returns 
Risk” here. Let me quickly summarize this hypothetical scenario. 

Wade Pfau’s Example 

“Americans are a very self-reliant people who believe if you work hard and do what you are supposed to 
be doing, then things are going to work out. So let’s consider some hypothetical individuals who are 
doing everything absolutely right…” 

Our 151 hypothetical investors start saving 15% of their income at the end of their very first year 
working. They continue working for 30 years and receive inflation adjustments to their salary each year. 
Each investor earns a 7% real return on average with 20% standard deviation (volatility).  

Due to the volatility component of that return expectation the expected compounded growth rate of 
their investment assets is 5%...not 7%. Given their saving rate and expected compound growth rate they 
each expect to retire with about 10 times their salary in their portfolio. The only difference between 
these 151 hypothetical investors is the 30-year period they worked so the sequence of their returns will 
differ even though the long-term average return will be about 7% for all of them. 

The chart below shows the dispersion in outcomes for each of the 151 investors with the blue bar 
representing the wealth accumulated as a multiple of salary. Notice the tremendous dispersion in 
outcomes! Further notice how few of the investors actually ended up with the expected 10x salary at 
retirement.  

 

 

 

 

https://retirementresearcher.com/you-cant-control-when-youre-born-revisiting-sequence-of-returns-risk/
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Results 

The expected result was 10x of salary saved and, wouldn’t you know it, the median outcome was very 
close at 9.9x. However, the outcomes were widely dispersed ranging from 2.98x to 27.7x! As Wade puts 
it, “These are very different outcomes for people who otherwise behaved exactly the same.” 

This is Sequential Return Risk! 

Far more investors ended up with much more or much less than 10x salary saved. It looks a lot more like 
a gambling dispersion rather than an investor dispersion. It doesn’t have to be a gamble, however. 

Now, this little experiment only considers the 30-year working/saving period before retirement, but the 
same principle applies to the 30-year retirement period as well. In other words, poor returns in the first 
few years of retirement have a significantly larger impact on retirement lifestyle than poor returns later 
in retirement. 

Solutions to the Problem 

One way to combat this is to scale risk (i.e. stock exposure) down more significantly than is commonly 
recommended as you near retirement age. Risk can then begin to be dialed back up once you 
successfully exit that critical period 5 to 7 years after retirement. So instead of a downward-sloping, 
linear progression think of your portfolio’s stock allocation taking on a u-shape throughout your life.  

 

Now, if you can combine this concept with Concept #3 below, I think you have the tools to be a very 
effective investor. Concept #3 can help with the timing of these portfolio shifts over time. 

As always, this is not intended as specific investment advice. All these decisions should be made with the 
aid of a professional advisor who thoroughly understands these concepts and your unique 
circumstances (e.g. financial resources, risk capacity, goals). 
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Concept #3: Today’s Price Determines Tomorrow’s Return – 
Valuations Matter! 

 

 

If a stock is nothing but a claim to future cash flows, then the price you pay for that stock today will 
determine your return. For instance, paying $100 today to receive $110 one year from now implies a 
10% annual return. However, paying $100 for $110 in two years implies a 4.9% annualized compound 
return. Paying $105 for that same $110 in one year results in a 4.76% annual return. Therefore, today’s 
valuations matter!  

This seems so obvious. Why even mention it? Because, as I write this, valuations of all assets today (e.g. 
bonds, stocks, real estate) have extremely high valuations. Therefore, the expected returns over the 
next ten years are extremely low. Instead of exchanging $100 now for $110 one year from now, 
investors are potentially exchanging $100 for $110 ten years from now. 

In fact, valuations of the stock market today, based on two historically-reliable valuation measures 
(charted below), are the 2nd and 3rd highest they’ve ever been. The implication for the S&P 500 index 
over the completion of the current market cycle is at least a 50% drop. 

The point is here don’t hang all your financial goals (e.g. retirement) on investment returns over the next 
ten years that match historical rates because it’s very unlikely we’ll see those returns over the next ten 
years. Stress test your financial projections assuming very low returns over the next ten years and see 
how those results look. Stress test your projections against a 50% and 60% market drop within the next 
couple years and then build out your financial plan accordingly. Valuations matter.  
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Conclusion 
 

 

Combining concepts #1, #2, and #3 will go a long way in informing your portfolio strategy, ESPECIALLY if 
you are nearly-retired or recently-retired. All three concepts are principles that can apply at any time, 
while concept #3 gives us a tool to help determining timing of shifts in investment strategy. For instance, 
given today’s valuations, if you’re nearly-/recently-retired, and you still have too much risk (determined 
by an analysis of financial capacity and emotional capacity for risk), then it’s likely a prudent time to shift 
your portfolio. But consult a professional before making any moves! There are many more nuanced 
decisions that influence the construction of a portfolio that shouldn’t be undertaken unless you are a 
professional who deeply understands these concepts and portfolio construction principles. 

I’m currently offering a FREE PORTFOLIO REVIEW. The portfolio review includes an analysis of overall 
portfolio structure, asset location (for tax optimization purposes), underlying investments and total 
expenses. 

Thank you for taking the time to read this investment guide. I hope you found it relevant and helpful. 

 

 

 

 

 

 

 

 

 

 

 

 

Ken Melotte III, CFP® 
President, Melotte Financial Advisors, LLC 

920.241.6632 | ken@melottefa.com | www.melottefa.com 
1121 W. Main Ave. Ste. 300 

De Pere, WI 54115 
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Disclosures 
 

 

Data herein is pulled from third-party sources and believed to be reliable, however, I cannot guarantee 
accuracy. 

Past performance is not indicative of future results. Additionally, there are many thousands of factors 
that influence the market overtime. Market performance cannot be reliably forecast using just the few 
data points provided herein. 

Always consult a professional advisor. Do not attempt to implement these ideas on your own without 
consulting an advisor who intimately understands your goals, resources, risk tolerance, and investment 
experience. 
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