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Most financial planners advise their clients to shift their investments away from stocks and toward bonds as they age.
For example, in The Wall Street Journal Guide to Planning Your Financial Future, Kenneth Morris, Alan Siegel,
and Virginia Morris (1995, p. 7) tell people to make sure
that the percentage of wealth they have in bonds is no
more than their age. Similarly, Jane Bryant Quinn (1991,
p. 489), investment columnist for Newsweek, tells investors
to "tip toward higher risks if you . . . are young." And in
the classic book A Random Walk Down Wall Street, Burton Malkiel (1996, p. 411) advises "more common stocks
for individuals early in the life cycle and more bonds for
those nearer to retirement"; he says that "the longer the
time period over which you can hold on to your investments, the greater should be the share of common stocks
in your portfolio" (Malkiel 1996, pp. 404-405).
Despite their general agreement that investors should
switch from stocks to bonds as they age, financial planners give different reasons for recommending this investment policy. At least three reasons are commonly offered.
First, many financial planners argue, as does Malkiel
(1996, p. 403), that "a substantial a m o u n t . . . of the risk
of common-stock investment can be eliminated by adopting a program of long-term ownership," and, of course,
older people don't have as many years ahead of them as
do younger people. Second, some financial planners emphasize that asset allocation is often shaped by the necessity of meeting relatively large obligations in midlife,

such as college tuition for children. To meet these financial targets, investing a lot in stocks may be necessary for
a while, but not after enough resources have accumulated.
And finally, some financial planners point out, as again
Malkiel (1996, p. 400) does, that a younger person "can
use wages to cover any losses from increased risk" while
an older person cannot.
In this article, we use standard economic models of investor behavior to evaluate each of these explanations.1 We
conclude that the low long-term risk of stocks explanation
and the targeting explanation have little validity. The only
explanation that holds up as solid justification for the stock
holding advice is the fact that younger people have many
years of wages available to them while older people do
not.
We begin by documenting that, as Malkiel and others
state, stocks are much more likely to outperform bonds
over long horizons than over short horizons; in this sense,
stocks become less risky over longer horizons. However,
we show that this fact is irrelevant for investors, for two
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'Other justifications for this type of variation in stock holdings over the life cycle
can, of course, be constructed. But we choose to focus on those most often used by financial planners.
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reasons. One reason is obvious: if investors can rebalance
their portfolios over time, a long horizon is basically the
same as a short horizon; what matters for investment decisions is the length of time between rebalancing, not the investment horizon itself. The other reason for the irrelevance of low long-term risk is subtler. Even if investors
can't rebalance their portfolios, they have to be concerned
about the potential for enormous losses that can be incurred by holding stocks over long periods of time. For
example, over a 30-year period, the events of 1929 can
occur 30 times; those same events can only occur once in
a one-year period. While having 30 such poor years in a
row may be exceedingly unlikely, we show that according
to standard economic models of investor choice, investors
are concerned about the magnitude of these potential losses, not just their probability. Standard models predict that
because of this concern, investors will split their wealth
between stocks and bonds in the same way, independent
of the length of their investment horizon. We conclude that
the reduction in the riskiness of stocks over longer horizons does not justify the common advice of financial planners.
We look next at the explanation that asset allocation is
often shaped by large needs in midlife—some targets that
must be hit, such as enough financial wealth to pay for
college tuition for children. We find that when confronted
with such a need, some investors will indeed find their
best move is to switch from stocks to bonds over time.
Generally, though, such a switch is extremely dramatic,
not the gradual reductions typically recommended by financial planners. Moreover, whether investors actually
switch toward bonds or away from bonds as they age
depends crucially on the size of their target, their initial
wealth, and the loss associated with failing to hit the target. Since an optimal plan is so dependent on investorspecific variables, we conclude that this explanation does
not justifyfinancialplanners generally recommending risk
reduction as investors age.
Finally, we consider the explanation that the life-cycle
behavior of labor income shapes investor behavior. We
find that there is a good economic justification for this explanation. When investors are young, they have a long
stream of future income. As they age, this stream shortens,
so the value of their human capital falls. (If labor income
is rising over time, the value of human capital may rise
initially, but eventually it has to fall because the amount
of time left before retirement starts to shrink at a very fast
rate.) The best way for investors to respond to this situation
12

is to shift the risk composition of their financial wealth in
order to offset the decline in the value of their human capital. For most people, labor income either is risk free or is
dominated by person-specific risk that is only weakly correlated with stock returns. So most investors need to shift
their financial wealth toward bonds and away from stocks
as they age in order to make up for the loss in human capital. We conclude that substituting for lost labor income is
the only valid reason for financial planners' advice that
clients shift their portfolios toward relatively riskless
instruments as they age.
The mathematics behind our analysis is hardly new; it
was first derived in Robert Merton's (1971) classic paper.2
Why do we find it necessary to reemphasize the lessons of
his work? We have a very practical reason: today many
more investors than ever before are able to control their
own asset allocations. This can only be done intelligently
if one knows the basis of the financial planners' advice.
For example, suppose a young investor has an income
stream that is highly correlated with stock returns. Financial planners generally would advise this person to invest
less in stocks as time passes. We show that this investor
should not do that, but rather should invest more in stocks
in order to make up for the loss of labor income.3

Risk in the Long Run
First we consider the argument that younger investors
should invest more in stocks than older investors because
stocks are less risky over longer investment horizons. We
show that there is certainly a sense in which stocks are
less risky over longer horizons. However, we also show
that this does not mean that investors will be better off if
they invest significantly more in stocks when their investment horizon is longer.
2
The mathematical analysis is also restated as a special case of the analysis in Zvi
Bodie, Robert Merton, and William Samuelson's (1992) paper. They are more explicit
than Merton (1971) in discussing the implications of his original analysis for portfolio
dynamics over the life cycle. Our conclusions about the role of labor income essentially
mirror theirs.
3
We should note that our model consistently overpredicts the amount of stock holdings of households at every stage of the life cycle. This is because we abstract from
taxes, real estate investment, short-sale constraints, borrowing restrictions, and endogenous labor supply (among other things). We know that ignoring these elements affects
the predictions of our model for the quantitative path of stock holdings over the life
cycle. But our goal here is limited: we simply want to determine qualitatively whether
any of the explanations for the common investment advice is robust.
So far, no economic model has satisfactorily explained the low level of stock holdings given the large difference in average returns between stocks and U.S. Treasury
bills (T-bills). This is essentially a partial equilibrium manifestation of the equity premium puzzle: no satisfactory general equilibrium model is simultaneously consistent with
the low variability of per capita consumption growth and the wide spread between average stock and T-bill returns. See the article by Narayana Kocherlakota (1996).

