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decisive troop movements during the

American Civil War was lost by a
courier of the staff of General Robert E.
Lee of the Confederacy. An alert Union
soldier found the orders, packaged with
three cigars, and passed them up the line
to General McClellan. As a result, Union
troops were able to choose Antietam
Creek as the battleground to stage a close
victory over Confederate forces. Other-
wise, it is likely that the Union would
have fought the Battle of Gettysburg with
Confederate troops on the favorable high
ground, perhaps changing the course of
the American Civil War.

Scenario planning, or scenario learning,

I n 1864, a series of orders concerning

as it is often called now, is the understand-
ing that many different furure worlds are

Scenario Learning: A Powerful Tool
For the 21st Century Planner

Scenario learning—a technique that predicts multiple possible
outcomes—was in existence long before there were financial
plannérs. But it is carving a niche in financial planning practice,
helping advisors help their clients understand how they can

influence their financial futures. This article explains two
different approaches to scenario learning and demonstrates
ways to develop these possible futures for financial planning

clients.

possible and to analyze what events, both
big and small, can change the course of
history. Scenario learning’s real strength is
the discipline to look at the many different
futures possible and learn from the exer-
cise.

When used with clients, it can be a
wonderful tool for enhancing the bond
between advisors and their clients, and
helping them understand how decisions
they both make could have an impact on
their future. While optimizers generally
use historical data to project possible
futures, scenario learning uses what we
think about the future and capitalizes on
that knowledge.

How does scenario learning work and
why does it hold great promise for the
financial planner of the 21st century? At
the ICFP’s 1999 CFP Masters Retreat in
Squaw Valley, California, we moderated a
series of scenario learning exercises for a
group of high-level CFP veterans who
have seen every gimmick the industry
could throw at them. The response to this
creative, forward-looking approach was
nothing short of electric. The idea flow
was exciting and very positive. When Roy

Ballentine coupled the powerful scenario
learning techniques with Monte Carlo
simulation software, the result was
tremendous. After more than six hours of
the topic and a long day, over half the
audience returned for an evening rap ses-
sion that went on into the wee hours.
At the Squaw Valley Masters Retreat,
45 planners who were interviewed
responded (ranked by how frequently
they responded) to the question, “Why are
you interested in scenario learning?”
These were the top three answers from 37
of the 45 planners interviewed:
1. Busy in their practice, little time for
creative, forward thinking
2. Have been burned several times by
betting on “one future”
3. Beginning to distrust optimizers and
other “backward looking” approaches
to evaluating the future

Origins of Scenario Learning

The carliest scenario learning (SL) was
developed with the invention of chess in

Journal of Financial Planning/April 2000




India and by the great Chinese military
strategist, Sun Tzu. Only after World
War II did it become widely used in the
modern military, primarily by the Air
Force. In the 1960s, Herman Kahn, who
had been part of the Air Force SL devel-
opment, refined scenarios as a tool for
business forecasting. Although Kahn later
became one of America’s top futurists, it
was Pierre Wack at Royal Dutch/Shell
who demonstrated its true power for busi-
ness.

Wack and the Group Planning Unit at
Shell were looking for events that might
affect future oil prices. At the time, pre-
vailing wisdom was that oil prices would
remain steady due, in large part, to pres-
sure by the developed nations. After the
1967 Arab-Israeli War, they created two
primary scenarios. The one that (accu-
rately) predicted the 1970s oil shocks
was, at first, largely ignored. Wack then
decided to make the alternate furure
“real,” helping Shell management vividly
imagine the decisions with which they
were faced. The 1973 Yom Kippur War
in the Middle East created the first
shock, and only Shell was prepared emo-
tionally for the change. Fast reaction led
Shell to go from one of the weakest
“Seven Sisters” to one of the most pow-
erful and profitable oil companies in the
world.

What assumptions are you using today
that, if wrong, could cause chaos in your
clients’ or your own family’s financial
future?
¢ Technology stocks must have their

way in the first decade of the 21st cen-

rury

* Index funds must outperform most
passive managers

* The Internet will not atfect my high-
touch financial planning business

* The baby boomer trend must bring
prosperity

In chess, those who analyze and stick
to only one possible future are beaten reg-
ularly by the experts, masters and grand-
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FIGURE 1

Brainstorming for a Generic Financial Planning Client
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Where might your clients be on this graph?

Source; Jeff Ellis, FutureWorlds™

masters who understand the need to
examine many possible furures.

Scenario learning takes a planner into
uncharted territory. Done well, it removes
the planner and the client from the inhibi-
tions of today’s world and the day-to-day
frustrations that dominate our lives. This
should be a way to discover new thinking
and perspective, a chance to change our
lives and our clients’ lives, a chance to get
closer to realizing our dreams. A discipline
or method 1s required to do this; other-
wise, we will go up and down the garden
path, endlessly engaging in fanciful
thoughts but never finding a useful
answer.

There are two basic scenario learning
approaches that already have been used
successfully in financial planning,

HIGH Lifestyle

The three-dimensional
plot for this point is:

= HIGH Lifestyle

* LOW Savings
* LOW Returns

although many techniques exist and are
appropriate for different situations.

Technique #1: A 3-D Model

The first technique allows us to apply sce-
nario learning efficiently and visually by
constructing a three-dimensional model
showing of the full spectrum of available
futures. (This model is a concept devel-
oped and trademarked by Jeff Ellis called
FutureWorlds.) With a little practice, it is
enjoyable. The technique identifies key
drivers of the future, helps visualize each
of the full range of futures and portrays
the range of options on a broad scale.
The beginning of this future scenario
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FIGURE 2

Plotting the Three Variables

Theeight corners [l Lifestyle
represent the * HIGH Savings
extremes for this * HIGH Returns
client.

+ LOW Lifestyle
« HIGH Savings
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« LOW Lifestyle
- LOW Savings

« LOW Returns

The eight corners become the
future scenario for this generic case.

Source: Jeff Ellis, FutureWorlds™

TABLE 1
Naming High
and Low Values

Variable/
Forces

Lifestyle

Low Value
Description

Savings

Returns

exercise is a brainstorm into the future
around the focus that concerns us the
most: our clients’ different career or busi-

ness choices, their investments or their

| » LOW Savings

- HIGH Lifestyle { ]
« HIGH Savings
» HIGH Returns

« HIGH Lifestyle ¢
« HIGH Savings
+ LOW Returns

 HIGH Lifestyle
« LOW Savings
« HIGH Returns

« LOW Lifestyle

+ HIGH Returns

LIFESTYLE

« HIGH Lifestyle
« LOW Savings
* LOW Returns

practice. It is fun to let our hair down, to
lose inhibitions, and to fantasize about
what might happen. In fact, the craziest
brainstorms can be the best because they
collect wider information. They also can
frustrate planners who are used to getting
to a bottom-line solution quickly and then
moving on. We use Post-it notes to record
our ideas and scatter them haphazardly in
front of us. We see before us the many

elements of the future—at first, our mind

processes the future without the benefit of

a systematic method to clarify our
thoughts.

Now we must put order to this jum-
bled data, To do so, we move our Post-it
notes around until we have sorted nearly
all of them into three different groups of

ideas. When we have succeeded, each
grouping is actually an overall key driver
or variable that will shape the future. In
fact, the future we have brainstormed can
be attained by the interplay of just these
three fundamental forces or variables,
although we know that minor variables
(like Lee's lost orders) can radically affect
the future. This model with just three
variables not only captures our future, but
conveniently shows us what gets us there.

Figure 1 provides a two-dimensional
example that might be a useful starting
point for a generic financial planning case.
The brainstorm assumes that lifestyle,
savings and returns are the most formative
influences on the future for this particular
client.

The highest and lowest values these
drivers or variables can take actually frame
the widest possibilitics that can exist from
our client, according to our brainstorm. It
is helpful to draw the three-dimensional
plot as a cube that encloses the extreme
possibilitics. An example of the cube 1s
shown in Figure 2. The eight corners of
the cube represent the extreme possibili-
ties. If our brainstorm is effective and our
variables are chosen well, our clients’
likely futures should lie within the cube.

Next, we name the extreme values for
each of the variables descriptively. As
shown in Table 1, in our gcneric case, the
high value for the “Lifestyle” variable (our
« variable) is called “lavish” and the low
value is “frugal.” The second variable (our
y axis), named “Savings,” has its high
value termed “large” and the low value as
“small.” Returns on invested assets (our z-
axis) are recognized simply as “high” and
“low.” What a client considers “lavish” or
“frugal,” “large” or “small,” or “high” or
“Jow” depends on their reference point
and on their expectations. This is helpful
because we are engaging in their world as
they see it rather than how we may sec it.

Now let’s imagine the cight extreme
worlds that exist at the corners of this

cube as illustrated in Figure 3. To do this,

| I
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we combine high and low values for cach
of the three variables according to the
cight permumtions (such as high, high,
high; high, high, low; low, low, low, and
so on). Go to each one of these extreme
corners and immerse yourself in it. Use all
vour senses—Ilook, feel, hear, smell and
taste it. (3ive each future scenario a name
that conveys its essence to you (a movie,
hook, corporation

anything that works
for you).

The eight possibilities that we imag-
ined and named for these generic cases are
Recluse
Conservative
Sage
Crown Prince

Ve e D =

5. Hedonist
6. Spendthrift
7. Hoarder
8. High Roller

These are shown in Figure 3. Do we

have any clients who fit these descriptions,

or at least has a blend of them? We have
now charted the full spectrum of options
for the future and visualized these worlds.
What appeals to you? What is unappetiz-
ing? What have we learned about the pos-
sibilities? How can we use these lessons?

The best way to translate scenario
learning into action is to consider trajecto-
ries across the full spectrum of possibili-
ties as represented in the cube of future
worlds. How do you move within this
cube from where you are to where you
want to be? How do you track the trend
of economic or technological forces that
shape your future, but are outside of your
control? How might you alter vour
chosen direction if conditions change?
How could you choose actions that hedge
different futures until you know which
Way 1o go?

For argument’s sake, let’s assume that
our client is middle-aged and best
described as a Recluse (frugal lifestyle,
Small savings and low returns on assets.) It
fn be no surprise for our generic exam-
Ple, as shown in Figure 4, that the likely
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FIGURE 3

Naming the Extremes
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Source: Jeff Ellis, FutureWorlds™

future, without our expertise, is the Con-
servative scenario, with the client presum-
ably saving more and living even more
frugally. Does this match what the client
really wants to do or should be doing,
based on our analysis?

Let’s say the client should go to the
more attractive Sage scenario. We can help
make this a reality with higher returns and
little change in lifestyle or savings. We can
focus on adjusting the portfolio to increase
returns, as represented more clearly by the
graph in Figure 5. Indeed, we might find
desirable changes in lifestyle and savings, as
well, and these trade-offs can be discussed
casily with the client by means of this
three-dimensional figure.

A younger client may also find herself

to be in the Recluse scenario, but for her it
might be possible to target the High
Roller scenario if she desires and it is
within her talents. If this client fails to
make the money she intends, or does not
receive her inheritance when she expects,
she can switch to Hoarder behavior later
in life (sometimes casier said than done)
and still retire at her chosen time. For
planners with clients who have increased
their stock holdings or the risk of their
existing holdings—or both—is there a
back-up plan if the market doesn’t cooper-
ate? Financial criteria can be set ahead of
time to signal when the switch is neces-
sary to meet this particular client’s mini-
mum retirement goals. Figure 6 illustrates

this set of choices.

This type of exercise helps planners
and their clients caprure the extremes of
their situation in their own terms. Sce-
nario learning reveals important questions
to be addressed. The graphical representa-
tion permits quick and thoughtful consid-
eration of the major forces on the client’s
life and visually shows how their key
choices for the future interact. The actions
that follow can be made with better visu-
alizations of alternative futures and satisfy
the need for minimum future regret.

Technique #2: Developing
Alternate Future Story Lines

The second technique already being used
successfully in financial planning involves
the identification of key variables for the
future (much like the first technique) with
the creation of two or three plausible
futures. Here, we are taking what we
already think may happen (base case) and
creating entirely different futures by chal-
lenging our assumptions.

Boom Times

Let's assume that our first scenario proj-
ects that the baby boomer wealth effect
(championed by Harry Dent and others)
will ereate tremendous prosperity for the
next ten years, followed by a period of
lower equity growth as boomers pull
money out of stocks, instead of putting it
in. Technology stocks continue to flourish,
with portfolios of 50-70 percent high-tech
allocations becoming common. The
wealth effect continues to balloon vacation
properties and all sorts of upscale con-
sumer goods. Spending stays high through
traditional retailers and Internet shopping
malls. We will call this scenario “Boom
Times.” Many investors are gravitating
toward the Boom Times scenario, with or
without the help of their planner. The
client embraces the good times, spends
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FIGURE 4

Scenarios: Starting Point, Target Point, What to Avoid
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Source: Jeff Ellis, FutureWorlds™

FIGURE 5
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Effect of Portfolio Adjustment
on Possible Scenarios
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Source: Jeff Ellis, FutureWorlds™

lavishly and saves less as investment
returns seemingly make saving unimpor-
tant.

The good times help pay down the
national debt substantially, causing a high
demand for bonds and a resulting decline
in interest rates. Just as boomers start
retiring, they are forced to stay with a
high percentage of stocks, liquidating a bit
each month for cash flow, rather than
rotating to low-paying bonds.

Margin Bust

The second scenario assumes that the
Internet severely compresses profit mar-
gins for many goods and services (exclud-
ing our industry, of course!), which has
already happened in a number of sectors.
As margins become squeezed in
2003-2003, corporate earnings for many
companies flatten out, causing further ero-
sion in price/earnings ratios. Technology
stocks still have momentum, but profit
“accidents” become much more frequent
as certain core non-technology businesses
cut information technology spending to
prop up anemic cash flow.

As the stock market sputters to a stop
in this scenario, the wealth effect shifts
into reverse. Baby boomers begin to
panic, with their retirement in sight, and
double-digit returns no longer are the
norm. Reduction in spending com-
pounds the margin problems, creating a
downward cascade effect. We will call
this scenario the “Margin Bust.” Your
clients pull in their belts radically as all
their friends begin to sell stocks and cur-
tail their lifestyle. Bond yiclds have
plummeted in the recession, so they
reinvest stock proceeds at low interest
rates, locking in a more modest lifestyle
for many.

Return to Sanity

If you find yourself saying the Margin
Bust will never happen and you like the
Boom Times much better, you have

Journal of Financial Planning/April 2000




»

missed the “learning” part of scenario
learning! Reasonable people will differ on
the likelihood of the Margin Bust (this
varied between a § percent and 65 percent
chance with planners interviewed for this
article). There is also a third scenario, the
“Return to Sanity” variant, which com-
bines elements of the other two scenarios
with entirely different possibilities.

In this third scenario, speculative
2xcess is rung out of the economy in a
recession that lasts for almost a yvear. It
doesn’t cause a meltdown burt actually
refocuses your client on sound financial
planning principles of diversification,
saving and more modest expectations. The
baby boomer megatrend pulls the econ-
omy along but not until many of the dot-
com frenzy dies off and marginal busi-
nesses are forced to merge or go out of
business. While not an extreme scenario
iike the other two, modeling wild fluctua-
tions in returns over two- to three-year
time segments through conventional
financial planning models or using Monte
Carlo simulations is critical to viewing this
tuture realistically.

Have you “bet the farm” on one of
these three scenarios or some other future,
either because you believe it’s most likely
cr your client believes in it to the exclu-
sion of considering other futures? What do
vou consider your role to be—"go with
the flow” or “devil’s advocate™? Either
way, scenario learning using either (or
both) of the techniques can help you and
your team or client focus on alternatives.
Better decisions are made with better tools
and more information—scenario learning
is a disciplined tool that can help turn raw
information into knowledge to help make

better decisions.

Planners can use these scenario learning
techniques internally to help themselves
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FIGURE 6

Switching Scenarios to Meet a Goal
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and their teams focus on future possibili-
ties and determine how each would affect
different clients with wide variations in
objectives and risk tolerances. You also
can use these techniques externally with
clients to help them understand how the
different futures might affect them. The
beauty of both approaches is that you can
adjust them to be intensive for clients who
are interested in an in-depth discussion
(and perhaps willing to pay for it) or “SL.
Lite” for those clients less tolerant of adule
education.

You may be thinking that many of
your clients will want you to pick the sce-
nario that you think is most likely. How
often do we hear “Isn’t that what I pay
You, as the expert, can still pick

=5

you for?

Crown Prince

LIFESTYLE

the strategy unilaterally—scenario learn-
ing is, then, simply a more sophisticated
risk tolerance and objectives clarification
tool that you can use internally to explore
and evaluate different options, perhaps
bouncing only a few of the possibilities off
your client to confirm that you are both
on the same page.

If you are one of the increasing
number of planners who consider them-
selves a “vision consultant” or even “fun
coach,” scenario learning can help examine
the impact of different careers, vacation
strategies (buy the second home or use the
money to vacation different places) or
even the choice of marriage partners. Sev-
eral planners arc using scenario learning to
map out their own business strategies. It is

a tool for which forward-looking planners
are uniquely suited to use for their own
benefit and further strengthen the bond
with clients.'
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Endnotes

I. At the April 2000 Advanced Planners
Conference in Phoenix, Arizona,
hosted by the Financial Planning Asso-
ciation, we will use scenario learning to
help attendees cvaluate and explore
four different case studies.

R

Journal of Financial Planning/April 2000




