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Abstract:

This paper will explore how financial markeand investment productarcbuild
generational wealth for members of society. The research will answer the questicanyoas,
regardless oinitial income, use the financial markeb build and preserve generational wealth
and if so, how can thepestutilize it to do so?” It will provide examples to fully show how
workers of varying income levels and of different agesheald and preserve accumulated
wealth in retirement. This will be done by looking at different case studies with variousesicom
compounding interest, and back tested invested principles. It will also touch on what prevents
people from doing this effectively, as well as f&im our current system. The paper will also
focus on preserving wealth in retirement, and other alternatives if not enough wealth was
generated to do this, or peace of mind is a factor. While this topic istoftelned on in other
papersthe discussion rarely contains information on an indefinite, tineeuse of cash, or other

various alternatives.



Intro duction:

Too often it is said that the Stock Market is simply a tool for the rich, a means by which
the rich get richer. This perception is somewhat untrgendted by Parker and Fry (2020), 52%
of the country has direct or indirect investments in the stock markeawné&dian amount of
$40,000. As shown by Mottal@015) 53% of those own a brokerage account while 47% of
people with exposure are getting it strictly through IRA’s. That beardyas Parker and Fry also
note, highincome white families are much more likely to have investments. 61% of white
households invest, compared to 31% of African Americans and 28% of Hispanics. Only 19% of
Families making less than $35,000 invest, whereas 88% of families making over $100,000

invest.

Although White highincome families are the most likely to invest directly or indirectly
in the stock market, that in no way means they are the only ones who should. In terms of upward
class mobility and creation of generational wedklv things are as promising as the stock
market. To illustrate the point, someone who saved 50% of their income in cash for 47 years, a
likely impossible task would only have enough money to last 23.5 years. Hoseveone
who invested less than a tenth of that (4.5%) in an index fund that mimicked the S&P500 would
have a sum large enough to live off a fixeithdrawal of 3%, which would give them their

yearly salary while maintaining their principal and usually growing it.

Although the concept of investing in a diverse portfolio over a long period of time is
largely agreed on by most professionals as the most efficient way to build wealth, the exact
amount needed to create generational wealth and how much an individual would need to save to

achieve this is not discussed as much. In addition to this, the benefits and performance of active



versus passive investing — and the true cons in our current social security system — are not well
understood. The issue of preserving wealth is also far less researched or discussed. Little
research touches on making a retirement savings last forever, so that the pondigal (

principal plus interetis passed on, and litttesearch touches on how much cash on hand it is

ideal to have in retirement.

The Creation of Wealth

Even a minimum wage employeanccreate generational wealth. How can this be 2lone
First, it isimportant to calculate the actual average return on an investment. Since its inception in
1926 through the end of 2020 the S&P500 (which is what will be used to describe the returns on
equitied has produced an average annualized return of 12.12%wes calculated by
averaging the returns from Sick Chart’s (2021) in excel. This is about 2% higher than is typically
seen due to including dividends from the S&P500, which is an important part of returns that is

often neglected.

Another important factois inflation. Since 1926 inflation has averaged 2.88% according
to the bureau of labor statistics (2021). So, this 2.88% will be subtracted from the 12.12% to
provide a real annualized return of 9.24%. Now that the real return is 9.24%, let’s look at a case
study of a worker who makes $7.25 an hour. Let’s say this worker saved 10% of their income of
$7.25 an hour for the time they worked which assuming a minimum wage employee starts work
at 18 and retires at age 65 is a time period of 47 years. Working a A@«eki 50 weeks a year

(two weeks’ vacation), this would be $14,500 a year which. So, 10% would be $1,450 a year.



$1,450 compounded at 9.24% interest for 47 years would be $ 1,074,340.95 by the time they
retire at age 65. Using a 3% withdrawal rwidich will later be shown as optimal) if possible,
they would in retirement (not even considerirggi@l Security) have access $32,304.72 of

pretax‘income” annually more than double what they made whilerking.

This illustrates that even investing 10% of a minimum wage employeetaypsalary
for their working lifespan would make them a millionaire (inflation adjusted) with a retirement
income of more than double theworking income, all while preserving and even growingrthe
principal (3% withdrawal rate will preserve and grow your principal as shown lakexryvarker
would not need to invest 10% of their e salary to keep their same income in retirement
while building and protecting the principal to pass on. The next calculation will illustrate the bare
minimum someone who works from age 18 to age 65 needs to invesséovertheir same
income. To make the same $14,500 in retirement with a 3% withdrawal rate they would need to
have a principal of $483,330. To achieve this, they would need to invest $652.74 for 47 years.
This would only be 4.5% of their salary. This illustrates that if a minimum wage employee
invested 4.5% of their salany the S&P500 from ages 18 to 65, they would be able to retire with
the same income while preserving and growing their principal for future generations (again, still

not factoring in $cial Security).

It's important to note that if you start working later than agend8ah many Americans
do), you will need to save more than 4.5%. So, ldbaok at a case study of this. In the U.S. in
219, about 80% of citizens aged 25 were employed, and by this age aweutdmave had a
chance to go to complete college and even géaster'sdegree. However, by waiting to start

saving for retirement until age 25 instead of age 18, (while keeping the retirement age at 65,



havng the same income in retirement, and praagrand even growing your principal) you

would need to save roughly 8.47% of your pre- tax salary a(ggam, assuming two weeks

unpaid vacation). If you it took you even longer to start working say you went to medical school
and you did not start till age 30 you would need to save 13.40% of your salary to achieve the

same goaWith the same two weeks unpaid leave.

These examples illustrate two main points. The first is that even a minimum wage
employee, by regularly investing 4.5% of their wage into an S&p500 index fund, could have the
same pretax income withoub8al Security (52% more than working income withcial
Security) and would leave the next generation better off than them due to a principal that
remained intact and even grew. The second is that not only can they do this but by starting
earlier, they gain the benefit of compounding and can save a much smaller percentage then a
doctor who starts at investing at 30 would have to. That being said, it is likely much harder for a
minimum wage employee to save 4.5% of their income then it is for a doctor to save 13.40%,
and since the amount they would get in retirement would be equal to thegtipgenent income

the doctor would get a substantial amount more a year in retirement as well as pass more on.

Barriers to Stock Market Investing

If it is truly this easy for anyone to create generational weattly,are we all not
millionaires, pasag off seven figure fortunes? What is stopping virtually anyone from doing
just this? In the Introduction it was touched on how although 61% of white households invest,

only 31% of African Americans and only 28% of Hispanics do so. If the stock market is the best



method for upwards mobility and the creation of wealth, why do so few minorities invest in

equitie®

One major reason behind a lack of investing is a lack of trust. In the article by Choe
(2020) it was said that many African Americans don't trust the stock market and believe it is
“For the White Mari’ In addition to this, with their older relatives not owning stocks no one is
there to tell them what to invest in or to pass down financial knowledge. While the reasoning
behind this is because of the unfairness and lack of opportunity of the last several centuries and

the disadvantage many minorities faced in history, one practical



especially with the rise of social media. According to Dickk&21) rearly half of teenagers are
learning about investing from social media, including 38% of teenagers listening to YouTube,
33% turning to Tik Tok, and 25% learning from Instagram. This unfiltered information can

confuse young minds about investing and contribute to a lack of trust down the line.

Even with a good understanding of the stock market and the benefits behind investing in
something like an S&P500 index fund, people still face a major barnievésting: discipline.
As shown above, even a minimum wage employee could save less than 5% of their income and
create generational wealtHowever, for this to happen they would have had to invest 4.5% of
their earnings for 47 years. Toeate this wealth, you need to continually invest this amount
whether the market is going down, up, or sideways. Whether there was a 50% pullback or
extreme gain you would need to keep contributing this percent regardless, which is much easier

said than done.

According to the Decision Lab (2020) the pain of losing is twice as strong as the joy of
winning. This pain caused by losing ofteakasinvestors to do irrational things, such asisgll
or stopping contributions whehe market goes dowmhen in fact this is the worst time to do
S0). It also forces investors to choose investments that offer a much lower return, including CD’s
and bonds, which greatly hurt their ability to benefit from compounding interest. Not only do
investors fear and deal with temporary loses in the wrong way, which causes them to make
irrational decisions, but our brains are wired for the short term. Coming from sowvib&es we
ate what we had on hand to survive, we are not wired to put away money for decadeswRather,
are wired to get the immediate satisfaction that comes from spending. This major barrier is a

factor even highncome earners face, wherebstdining to instincts and our satisfaction we see a



paycheck and spend a paycheck and think wededl with tomorrow’s problems tomorrow. It

takes extreme discipline to not spend the money you have and instead set it aside for decades — it
is not flashy, exciting, and goes against human nature. In addition to the discipline required to

not spend a paycheck on luxury items, or the discipline to not do something irrational in the

market



underperformed the S&P500. In addition to this underperformance, active managers will take a

fee for managing assets

However active management is not all bad. As previously mentioned, with between a
7.53% to 2.3% chance of beating the market if you are comfortable and knowledgeable enough
to invest in an index fund over a long period of time you are most of the time better off doing so.
However, that is a bigif.” As previously mentioned, many people do not know the benefits of
investing in an S&P500 index fund, do not know how much they need to contribute for their
goals, cannot plan effectively do this, or ldbk discipline to follow through with their plan
This is where an active mager would be key. If someone did not have an interest in finance,
might sell or stop contributing during a downturn, or lack the knowledge and desire to learn on
how to invest in a low-cost index fund that mimics the S&P50£h they would be better off
hiring an active managéo fight these barriers teolid investing. For such a person, the lower

expected return plus the relatively small fees would be more than worth it.

Social Security



assume that those working for thec&l Security office and those in charge of the program

would have a strong enough education to overcome this hurdle.

So, if all workers are contributing this 6% (which is even more than the 4.5%) why is
every worker not getting an amount large enough to not only be equal to their working salary but
have so much that a principal could be passed on? The simple answer to this is that a program
which was perfectly set up to overcome the issues faced with retirement planning also fell victim
to human nature and the discipline to not use money that is currently available again got in the
way. Instead of having a program where the government took the 6% given for person A and
invesedthat money for person A — letting it build and then giving it back to person A yearly as
an income and as a final distribution to their heirs as a lump sum as someone who invested the
6% themselves could — Social Security borrows the money from person A through invested

treasuries (which yield a much smaller return than an index fund would) and repays Person A’s



To illustrate this concept further it helps to look at a case study. The three Texas counties
of Galveston, Matagorda, and Brazoria opted out of social security in the 1980’s (by instead
creating personal retirement savings accounts). Under this alternate system, many of the citizens
of these counés experience much better benefits than those frooiaSSecurity. The
alternative fund invests in bonds and annuities, which still lowers the return compared to an
efficient retirement plan that involved investment in equitié®vever even this lowered return

provides a much better return thaoctl Security. According to



principal and even more, leaving the next generation better off. There are a few main popular
retirement withdrawal strategiddowever, very few of these strategies or research discusses
making a retirement last longer than 40 years or, equivalently, protecting the principal of the
retirement savings in order to pass it down to the next generation. This research will focus on the
optimal retirement plan that not only allows someone to live off its infdyesproduces the

maximal return in order to pass down the largest amount of principal to the next generation.

In the broad sense there’s two retirement themes that would work for a retiree who wants
to take get a fixed amount of money from their retirement savings, which would provide a stable
retirement incomén-line with what most retirees would want. This is either a withdrawal
percentage based on an initial amount, as in if you retire with $1,000,000 ane going a 3%
withdrawal you would take $30,000 every year. The most famous withdrawal like this is the 4%
withdrawal which was based off a 50/50 stock bond allocation popularized by William Bengen
in the 1990’s, which showed this was safe for /&8 timeframe at the time of the research in
the 1990’s. This is slightly different 2021, since with bonds not being where they were in 1994
a different allocation (one that is more stock h@asyecessaryAlso, this research focuses on
an indefinite timefame. The second main strategy is keeping a portion of your retirement
savings in cash, so you don’t have to withdraw during a bear market. The amount of cash varies,
but one of the most common strategies is a 10-year rule with the reasoning being that over a 10-

yearrolling period a 70/30 equity bond allocation has never lost money.



allocatior? The research on an ideal percaiing with allocation for a series of timeframes

was done in 2020 by Poor Swiss. To summatieeresultsa 3%(up to 3.25%) withdrawal rate

with an allocation of 80% stocks 20% bonds performed the best and had a 100% success rate
over any 50year timespan in 1871 to 2020 as well as had the best duration. This can be applied

to an indefinite time span simply byoking at a S&B00 chart since 1926 and seeing that if this



The Impact of Cash

With the discussion above showing that the optimal withdrawal rate that would let you



meaning you set aside 10 years’ worth of needed cash and invest the rest. The science behind this

boils down to the fact that a 70/30 Portfolio never lost money over any 10-year rolling period.

Although this 10-year rule is very simple to understand and allows you to not worry
about liquidity, it's been shown that this style of investing is not optimal. One key reason a
bucket approach underperforms is the lack of rebalancing. Wh&®@'2M allocation or similar
approachwould incorporate rebalancing, you would automatically be buying low and selling
high just to rebalance. The bucket approach does not participate in the buying low aspect that
rebalancing doesince the only change is raising liquidity to cover the cash you are using. The
largest study ever done on this wgsJavier Estradavhich showed that withdrawing a fixed
amount significantly outperforms bucket investing over the periods since 1900 through 2014.
Thus, the most efficient way to maintain wealth is through the fixed withdrawal method

described prior with an 80/20 allocation and a 3% withdrawal for income if possible.

Bucket shop
Failure rate” of various retiremant strategl
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Conclusion

Theoriginal question of, “can anyone, regardless of initial income, use the financial

markets to build and preserve generational wealth and, if so, how can they best utilize it do so?”
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