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Introduction
In 2011, 3.4 million Americans will turn 65.1 The
leading edge of the baby boom generation – those
born in 1946 – will reach a milestone and be at the
traditional retirement age. Less reported is another
milestone, the fact that, in 2005, the first boomers
had passed the age of 59½ when they could begin
to take distributions from their retirement accounts.
By 2017, this group will be more than 70½ years
old and will be required to take distributions.

For financial advisors, the baby boomer wave is an
enormous opportunity. In 2000, the U.S. Census
counted about 82 million individuals2 in the
boomer demographic; a 2006 research study put the
number at 77 million.3 Advisors who ask the right
questions and recommend the most appropriate
strategies are likely to gain new business and
improve their existing client relationships.

The dangers, however, are also significant.
Consumer Insight magazine reports that boomers
are “the most influential investing group, with 40%
of the U.S. population age 50+ controlling 75% of
financial assets.” They also have “the deepest
pockets, responsible for more than half of all
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consumer spending.”4 Combine that characteristic
with the cash flow needs of retirement and advisors
will need to help boomers properly structure the way
they take their retirement account distributions.

If advisors fail in their responsibilities, it could
prove devastating to the U.S. economy as these
individuals run out of money and are forced to turn
to social programs for their needs. Furthermore, poor
distribution planning will likely be an area of
increased client complaints in coming years.
Advisors who have poorly structured client
portfolios and advocated excessive withdrawal rates
may be subject to arbitration hearings and
regulatory action that could end their careers.With
the consequences of failure so high, it is
imperative that advisors fully understand the
complexities of distribution planning so they may
provide sound guidance to their clients.

Seeking an Optimal Solution
According to some studies, many investors have
received a lower rate of return than the market
average over the last 15 years – largely because they
lacked a disciplined investment strategy and tended
to move their money frequently.5 One can only
imagine the devastating effect of such behavior if
it continues as the baby boomer generation moves
from accumulation to distribution.

To provide guidance to advisors and clients about
prudent distribution planning, this paper conducts
a comparative study of three common income-
distribution strategies. The goal is not to suggest a
recommended withdrawal rate, but to outline, test
and compare the historical success rates of
different income-distribution strategies. Using
historical data dating back to 1927, the
probability of each strategy’s ability to produce a
successful outcome was tested over 25-year time
periods.6 A successful outcome is defined as the
strategy’s ability to:
� Provide inflation-adjusted income effectively

for a 25-year period (based on an inflation rate
of 3%)

� Return principal at the end of a 25-year period

Return of principal is a critical measurement for two
reasons. First, if the principal is intact at the end of
a 25-year time period, it suggests that the strategy
could provide inflation-adjusted income for clients
who live longer than 25 years. It is important to
address the strategy’s ability to generate income
beyond 25 years as life expectancies continue to
grow. Secondly, maintaining principal can provide
a surviving spouse options for receiving
inflation-adjusted income. These options are
particularly important when analyzing strategies that
incorporate variable annuities. Although many
annuities offer a guaranteed income benefit to the
annuity owner, contract death benefits are often
reduced by withdrawals. An annuity strategy that
does not return principal could mean a death
benefit to the survivor that is insufficient to produce
guaranteed income equivalent to what was
previously received by the annuity owner.

In addition to reviewing the historical data, an
examination of the framework provided by each
investment strategy has been made to provide
insight into the strategy’s ability to protect the client
and advisor from emotional decision-making
during periods of market volatility.

The following three strategies were examined:
1. Systematic withdrawal
2. Variable annuity (VA) with a Guaranteed

MinimumWithdrawal Benefit (GMWB) rider
3. Time-segmented allocation model

For each strategy, testing began at 6% and then
worked progressively downward until a
withdrawal rate was found that was historically
successful 90% of the time.At the time of original
publication, 6%was selected as a baseline to make
a comparison to VAs available in the market place
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that offer a 6% guaranteed withdrawal rate for life.
Due to changes in market conditions, a 6%
withdrawal rate may or may not be suitable.

Strategy #1 – Systematic Withdrawal
A systematic withdrawal strategy is designed for a
client to take pre-determined periodic withdrawals
from a portfolio of stocks, bonds or mutual funds.

A known concern with this strategy is its
performance in the event of a sequence of negative
returns. Below (SEE FIGURE 1) is a popular chart
illustrating the importance of the order of returns.
The left side of the table represents actual S&P500
returns from 1969-1994. The right side of the table
takes the same historical rates of return but reverses
their order. Though their average annual rate of
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FIGURE 1: STRATEGY #1 – SYSTEMATIC WITHDRAWAL HYPOTHETICAL EXAMPLE

The above illustration assumes that both portfolios have an initial value of $500,000 and take annual withdrawals of $30,000 increased
at 3% per year for inflation. Portfolio 1 shows S&P 500* calendar year returns from 1969-1994. Portfolio 2 reverses the order of these
returns. This hypothetical example is for illustrative purposes only. Past performance does not guarantee future results.

*The S&P 500 is an unmanaged group of securities considered to be representative of the stock market in general. An investment
may not be made directly in an index.

PORTFOLIO 1 PORTFOLIO 2

Year Investment Withdrawal Account Investment Withdrawal Account
Return Balance Return Balance

1 -8.4% 30,000 $427,900 1.3% 30,000 $476,600
2 4.0% 30,900 $414,030 10.1% 30,900 $493,646
3 14.3% 31,827 $441,410 7.6% 31,827 $499,385
4 19.0% 32,782 $492,275 30.4% 32,782 $618,417
5 -14.8% 33,765 $385,752 -3.1% 33,765 $565,419
6 -26.5% 34,778 $248,942 31.5% 34,778 $708,917
7 37.3% 35,822 $305,976 16.8% 35,822 $792,335
8 23.7% 36,896 $341,596 5.2% 36,896 $796,799
9 -7.3% 38,003 $278,793 18.6% 38,003 $906,602
10 6.6% 39,143 $257,966 32.0% 39,143 $1,157,844
11 18.6% 40,317 $265,631 6.1% 40,317 $1,188,270
12 32.1% 41,527 $309,451 22.4% 41,527 $1,412,559
13 -4.9% 42,773 $251,484 21.1% 42,773 $1,667,978
14 21.1% 44,056 $260,516 -4.9% 44,056 $1,542,024
15 22.4% 45,378 $273,416 32.1% 45,378 $1,992,099
16 6.1% 46,739 $243,383 18.6% 46,739 $2,315,890
17 32.0% 48,141 $273,197 6.6% 48,141 $2,419,903
18 18.6% 49,585 $274,290 -7.3% 49,585 $2,194,633
19 5.2% 51,073 $237,535 23.7% 51,073 $2,663,688
20 16.8% 52,605 $224,883 37.3% 52,605 $3,604,638
21 31.5% 54,183 $241,605 -26.5% 54,183 $2,597,028
22 -3.1% 55,809 $178,282 -14.8% 55,809 $2,157,378
23 30.4% 57,483 $174,997 19.0% 57,483 $2,508,718
24 7.6% 59,208 $129,107 14.3% 59,208 $2,808,257
25 10.1% 60,984 $8 1 ,1 1 1 4.0% 60,984 $2,859,042
26 1.3% 62,813 $19,369 -8.4% 62,813 $2,555,498
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return is the same, the sequence of the returns makes
a dramatic difference. The systematic withdrawal
strategy’s susceptibility to negative returns brings
into question its capacity to provide inflation-
adjusted income for long time periods and its ability
to maintain principal.

Another weakness of this strategy is the lack of a
universally accepted decision-making approach if
performance is poor. In the Figure 1 example, the
portfolio on the left side, representing the actual
S&P 500 returns, experienced a 50% decrease in
value by year six. Such a drop early in the
distribution period would likely cause significant
discomfort for a client. However, in the industry
today, there are no broadly accepted rules or
principles providing guidance for adjusting a
systematic withdrawal strategy. Neither are there
accepted principles or rules for how to protect a
systematic withdrawal from a sequence of negative
returns. The lack of an accepted framework
surrounding the establishment and monitoring of
this strategy leaves it highly vulnerable to emotional

decision-making by the client and advisor –
especially in times of volatility.

In the real world, it is recognized that prudent
advisors likely do not build distribution portfolios
consisting of only the S&P 500. Therefore, the
analysis of the systematic withdrawal’s historical
success rates began with a more realistic 60/40
equity-bond split. An initial withdrawal rate of 6%
was tested so that a fair comparison could later be
made to a VA GMWB offering a 6% lifetime
income guarantee. An obvious finding in the
historical analysis of this strategy is the role asset
allocation plays in determining its level of success.
A 60/40 basic asset allocation7 ran out of money
40% of the time and retained principal only 35%
of the time. By structuring a more broadly
diversified 60/40 enhanced allocation8 historical
success rates improved – running out of money only
11.5% of the time and returning principal 67% of
the time. The obvious lesson here is that broad
diversification among asset classes can increase ones
likelihood for success when using a systematic
withdrawal strategy.9

Still, even with an enhanced allocation, the initial
withdrawal rate was decreased to 4.9% to achieve
the desired success rate (SEE FIGURE 2). By doing so,
this adjustment increased the historical
probability – to more than 90% – that the strategy
would provide both inflation-adjusted income and
return of principal.

Findings for Strategy #1 – Systematic Withdrawal
� A portfolio using a systematic withdrawal

strategy is highly vulnerable to a sequence of
negative returns, which can limit the probability
of it producing inflation-adjusted income over
long periods of time and returning principal

� A systematic withdrawal strategy lacks a
disciplined framework for measuring and
adjusting the strategy, which can increase the
possibility of emotional decision-making by the

FIGURE 2: SYSTEMATIC WITHDRAWAL PORTFOLIO

This hypothetical illustration does not represent the performance
of an actual investment and should not be considered a
guarantee of future performance.
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client and advisor
� A systematic withdrawal strategy should be

paired with a broadly diversified asset
allocation plan to reduce the portfolio’s
exposure to market fluctuations

� To reach a 90% historic success level
withdrawal rates for this strategy using a 60/40
diversified portfolio were reduced to 4.9%

Strategy #2 – Variable Annuity with GMWB Rider
AVAGMWB is a systematic withdrawal plan that
takes withdrawals from an annuity. The insurer
guarantees a minimumwithdrawal percentage, most
commonly 4% to 6%, of the initial investment
principal.10 In addition, this strategy will
frequently offer a “step-up” provision, meaning that
if the account value goes up because of the
performance of the underlying investment, the client
will receive an increased minimum guaranteed
income amount. VAs also traditionally provide some
sort of death benefit guarantee. However, death
benefit guarantees are often reduced by
withdrawals taken from the contract.

The VA GMWB strategy has two valuable
characteristics that can help clients stay on track in
difficult markets and reduce their vulnerability to
emotional decision-making. First, the VAGMWB
can provide a guaranteed income stream for life;
the emotional security of this guarantee cannot be
underestimated and is a feature the baby boomer
demographic clearly finds attractive. A recent
study showed that 58% of pre-retirees believe it is
important to supplement their current income at or
near retirement with a source of guaranteed
retirement income.11 This guaranteed income
stream can give clients the resolve to stay the course
during periods of market volatility. It is an emotional
benefit that is unparalleled in comparison to the
other studied strategies.

Second, it has a feature that can keep clients from
making excessive withdrawals. In many VA

GMWB contracts the guarantee is based upon the
client not exceeding the pre-determined guaranteed
withdrawal amount. If they do, the guarantee
could be lost or recalculated. The possibility of
losing guaranteed income is a strong hindrance
against taking excessive withdrawals.At the same
time, this framework can turn into a liability if the
VA is used as a single product retirement solution
and the client has no other source of funds.

Since GMWB and other benefits come at an
additional cost, one area of concern is the effect of
these costs on a portfolio’s actual account balance.
Why? Because although the annuity owner may be
guaranteed a base income stream for life, any
inflation adjustment or death benefit is usually tied
to the actual portfolio account value if
withdrawals have been taken from the contract.
Being that the VA GMWB strategy is basically a
systematic withdrawal married with an income
guarantee, it is even more susceptible to a sequence
of negative returns because of its additional costs.

This can be illustrated by subtracting an additional
100 basis points (bps) to the popular sequence of
return chart (SEE FIGURE 3). The left side of the chart
illustrates the identical 1969 to 1994 period as seen
in Figure 1, but subtracts the additional 100 bps.
Notice that the account value is significantly
affected by the additional fees – running out of
money in year 21. In reality, the cap on the
GMWB rider will in many cases deter the client
from taking income above the guaranteed amount.
Though this can serve as a protection against
prematurely liquidating one’s account, it presents
the alternative negative consequence of not
receiving a step up in income. As the right side of
the chart shows, the same 1969 to 1994 time period
would not have provided a step up in income for
a client abiding by the GMWB cap until the 21st
year and would have fallen drastically short of
providing inflation-adjusted income over the entire
25-year time period.
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Though the benefits of the income guarantee are
valuable, the higher costs associated with the VA
GMWB make it even more susceptible to a
sequence of negative returns than a systematic
withdrawal from a non-annuity.As a result, it may
be prudent for advisors to weigh the popular
emotional benefits of the guarantees against the

strategy’s ability to provide inflation-adjusted
income – especially if it is being used as a single
product solution. Furthermore, the additional costs
of the variable annuity may actually increase the
likelihood of a lower death benefit than the amount
of the original principal. A smaller death benefit
means the survivor would have to adjust to a lower

FIGURE 3: STRATEGY #2 – VARIABLE ANNUITY WITH GMWB RIDER

Theabove illustrationassumes thatbothportfolioshavean initial valueof$500,000.Returns showS&P500*calendar year returns from1969-
1994minus 100bps. The left side reflects annualwithdrawalsbeginningat$30,000and increasing3%peryear for inflation. The right sidebegins
at $30,000 a year and then resets to 6% of the account value in any year where the account value closes at a new account high. *The S&P
500 is an unmanaged group of securities considered to be representative of the stockmarket in general. An investmentmay not bemade
directly in an index. This hypothetical illustration does not represent the performance of an actual investment and should not be
considered a guarantee of future performance.Withdrawal amounts for the Variable Annuity with GMWB are not indexed for inflation.

SYSTEMATIC WITHDRAWALS VARIABLE ANNUITY WITH GMWB

Year Investment Withdrawal Account Investment Withdrawal Account
Return Balance Return Balance

1 -9.40% $30,000 $423,000 -9.40% $30,000 $423,000
2 3.00% $30,900 $404,790 3.00% $30,000 $405,690
3 13.30% $31,827 $426,800 13.30% $30,000 $429,647
4 18.00% $32,782 $470,842 18.00% $30,000 $476,983
5 -15.80% $33,765 $362,684 -15.80% $30,000 $371,620
6 -27.50% $34,778 $228,168 -27.50% $30,000 $239,424
7 36.30% $35,822 $275,171 36.30% $30,000 $296,335
8 22.70% $36,896 $300,738 22.70% $30,000 $333,604
9 -8.30% $38,003 $237,774 -8.30% $30,000 $275,914
10 5.60% $39,143 $211,946 5.60% $30,000 $261,366
11 17.60% $40,317 $208,931 17.60% $30,000 $277,366
12 31.10% $41,527 $232,382 31.10% $30,000 $333,627
13 -5.90% $42,773 $175,899 -5.90% $30,000 $283,943
14 20.10% $44,056 $167,198 20.10% $30,000 $311,015
15 21.40% $45,378 $157,601 21.40% $30,000 $347,573
16 5.10% $46,739 $118,899 5.10% $30,000 $335,299
17 31.00% $48,141 $107,617 31.00% $30,000 $409,242
18 17.60% $49,585 $76,972 17.60% $30,000 $451,268
19 4.20% $51,073 $29,132 4.20% $30,000 $440,221
20 15.80% $52,605 ($18,870) 15.80% $30,000 $479,776
21 30.50% $54,183 ($78,809) 30.50% $31,564 $594,544
22 -4.10% $55,809 ($131,387) -4.10% $39,297 $530,871
23 29.40% $57,483 ($227,497) 29.40% $39,297 $647,650
24 6.60% $59,208 ($301,720) 6.60% $43,357 $647,038
25 9.10% $60,984 ($390,160) 9.10% $43,616 $662,302
26 0.30% $62,813 ($454,144) 0.30% $44,969 $619,320
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level of income than they received while their
spouse was still alive. Some annuity companies try
to prevent this outcome by offering a joint life
annuity with a GMWB rider, but it usually results
in significantly reduced payout amounts.

Historical analysis found that a 6%withdrawal rate,
using a 60/40 enhanced portfolio,12 would have
provided inflation-adjusted income only 33% of the
time and returned principal only 54% of the time
over 25-year periods dating back to 1927.13

To reach the desired success rate for this strategy
withdrawal rates had to be decreased to 3.7% (SEE
FIGURE 4). By doing so, the historical probability
increased – to more than 90% – that the strategy
would provide both inflation-adjusted income and
return of principal.

Some advisors subscribe to taking a more
aggressive asset allocation within aVAknowing that
the risk of the allocation is offset by the guaranteed
income stream. Historical analysis supports this
mindset. The data showed that a 90/10 enhanced
portfolio14 increased the historical success rate of
every withdrawal rate tested – from the baseline of
6% down to 3.7%. However, advisors should
keep in mind that it is current industry practice to
base an asset allocation on an investor’s true risk
tolerance, regardless of the existence of an
underlying guarantee.

Findings for Strategy #2 – Variable Annuity with
GMWB Rider
1. A VA GMWB can positively influence a

client’s behavior because it can provide a
guaranteed income amount – for life – regard-
less of market performance, and also has
strong rules tying the lifetime income guaran-
tee to a limitation on the withdrawal percentage

2. Because this strategy may not return 100% of
the initial principal, the surviving spouse (or
other heir) may not be able to obtain the same

level of income
3. To reach a 90% historical success level

withdrawal rates for this strategy using a
60/40 enhanced portfolio were reduced to
3.7%

4. Historical data supports a more aggressive asset
allocation when the risk is offset by an income
guarantee. However, an aggressive asset
allocation is likely to be considered
inappropriate if it is outside the client’s normal
risk tolerance level – regardless of income
guarantees

Strategy #3 – Time-Segmented Allocation Model
A time-segmented allocation model spreads a
client’s asset allocation across multiple accounts,
each designated to produce income over a certain
period of time (SEE FIGURE 5). Although it can be a
challenge for advisors to open several different
accounts and to allocate the assets among a
variety of investment companies and product
lines, this strategy offers some unique benefits.

One is its disciplined structure. Typically, early

FIGURE 4: VARIABLE ANNUITY PORTFOLIO

This hypothetical illustration does not represent the performance
of an actual investment and should not be considered a
guarantee of future performance.
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segments have a conservative allocation often
allocated to fixed-rate or even guaranteed
investment products that are not subject to
fluctuation of principal. Later segments – because
they contain money earmarked by the client for
future use – are typically allocatedmore aggressively
to allow for greater potential market appreciation.
Though this structure does not provide the
potential emotional benefits of the VA GMWB
guarantee, the time segmentation of the risk can help
clients weather short-term volatility because they
realize the segments most subject to volatility will
not need to provide income for many years.

A time-allocated structure also provides a yardstick
for measuring how well the segments are
performing and making adjustments. Advisors
can calculate the target amount each segment
needs to generate in order to produce a desired
amount of income. They can then measure the
strategy’s progress every year to determine if
“harvesting” is appropriate. In “harvesting,” a
segment is reallocated to a fixed-rate investment
vehicle such as a CD, money market account, or
fixed annuity to guarantee its success. Historically,
segments with greater than 10-year time horizons
often can be harvested before their final year.

The following example demonstrates the importance
of harvesting (SEE FIGURE 6). An advisor might
determine that segment four (15-year segment)

needs to grow to $396,500 by year 15 to provide
the client’s desired level of income in years 16-20.
After making the initial deposit the advisor can
annually check the progress of the account to see
if it may be reallocated to a guaranteed investment
to guarantee the success of the segment. The
example below represents the actual market returns
for the time period of 1960-1975. The values are
based on an initial investment of $125,000 with a

FIGURE 6: THE IMPORTANCE OF HARVESTING

This hypothetical illustrationdoesnot represent theperformance
ofanactual investmentandshouldnotbeconsideredaguarantee
of future performance.

YEAR BALANCE

1961 $118,981
1962 $144,147
1963 $131,673
1964 $155,780
1965 $177,603
1966 $206,325
1967 $196,868
1968 $276,448
1969 $332,085*
1970 $275,313
1971 $274,826
1972 $339,847
1973 $405,064*
1974 $336,632
1975 $267,165

FIGURE 5: STRATEGY #3 – TIME-SEGMENTED ALLOCATION MODEL
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goal of $396,500 in 1975. Based on this data, the
segment could have been harvested at the end of
1973, as the account value exceeded its goal.
Harvesting at this time would have ensured the
success of the segment and protected the client from
the volatility of 1974 and 1975 that would have left
the segment with a significant shortfall.

The following table shows hypothetical beginning
year balances for a $125,000 deposit made in 1960
into a portfolio made up of 80% stocks and 20%
bonds. See Index for a detailed description of 80/20
portfolio.

Examining harvesting closer, it is not a requirement
to wait until the account balance exceeds the goal
to harvest the account. Using the same set of
numbers but this time assuming a 3% risk free rate
of return,15 the same account could have been
harvested at the end of 1969. At that time, a
reinvestment of the $332,058 at 3% annually
would have guaranteed the success of the account
and protected it from further volatility.

Harvesting is critical to the time-segmented model’s
ability to provide inflation-adjusted income.At the
same time, although harvesting increases chances
for success, since it reallocates a segment at the
earliest possible moment success can be ensured,
it also limits the strategy’s ability to experience
market performance greatly in excess of the target.

To review the historical success of this strategy, a
structure with six, five-year segments was studied.
A 6% withdrawal rate analysis showed that a
time-segmented model utilizing harvesting would
have historically provided inflation-adjusted income
69% of the time and returned principal 77%16 of the
time.

To reach the desired success rate for this strategy,
withdrawal rates were decreased to 5.6% (SEE
FIGURE 7). By doing so, the historical probability

increased – to more than 90% – that the strategy
would provide both inflation-adjusted income and
return of principal.17 This was the highest
withdrawal rate meeting the 90% threshold of the
three strategies tested.

Another interesting finding was that when a 25-year
time period failed, it was usually because only one
of the five-year segments under-performed. The
subsequent five-year period often provided the
expected level of income. Clients and advisors may
find comfort in knowing that they can make
adjustments to income at the end of each segment
and that a reduction in any one period may not result
in a reduction in the following periods.

Findings for Strategy #3 – Time-Segmented
Allocation Model
1. The time-segmented allocation model provides

a moderate framework for managing client
emotions and a great framework for
measuring and monitoring success

2. A time-segmented allocation model using
harvesting has historically provided the

FIGURE 7: TIME SEGMENTED ALLOCATION PORTFOLIO

This hypothetical illustration does not represent the performance
of an actual investment and should not be considered a
guarantee of future performance.
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highest probability of success at the highest
withdrawal rate – 90% success at a 5.6%
withdrawal rate

3. The time-segmented allocation model can be
challenging for advisors because it demands the
management of multiple accounts

4. Though harvesting can help ensure the
strategy’s success, it can actually limit the
opportunity for significant over-performance

Creating a Balanced Approach
The results of the comparison present an
interesting dichotomy. The time-segmented
allocation produced the best historical results at the
highest withdrawal rate of the three strategies –
producing 14.2%more income than the systematic
withdrawal and 51% more income than a VA
GMWB strategy (SEE FIGURE 8). Yet, when it comes
to emotional benefits, the other strategies do not
match the level of security provided by the VA
GMWB income guarantee (SEE FIGURE 9). As an
example, one study found that of people
surveyed on the most important factors in

managing retirement, 63% rated “guaranteed
amount of monthly income” as important – the
highest of any factor.18

It is clear that either strategy on its own is
problematic. Advisors selecting a stand-alone VA
GMWB solution are faced with the prospect of
choosing a lower withdrawal rate than might be
sustainable by the other strategies, or if choosing
an equal withdrawal rate, faced with an increased
likelihood this strategy will not produce inflation-
adjusted income or return principal. Advisors
thinking they can intellectually argue away the
emotional benefits of an income guarantee in
favor of the more historically successful time-
segmented model must face the realization that
client behavior is often not rational. A technically
superior solution may lead to a loss of a client or
prospect if it does not meet their emotional needs.
Advisors need a solution that reconciles the best
opportunity for inflation-adjusted income and
return of principal with the strong emotional
benefits clients desire in an income guarantee.

FIGURE 8: PORTFOLIO RATE COMPARISON

This hypothetical illustration does not represent the performance
of an actual investment and should not be considered a
guarantee of future performance.
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FIGURE 9: EMOTIONAL BENEFITS
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A suggested solution is a combination of the VA
GMWB strategywith the time-segmented allocation
strategy based upon an innovative approach to
client risk profiling. Traditionally, risk profiling has
analyzed a client’s tolerance to volatility in their
investment account value – recommending an
appropriate asset allocation based upon the client’s
score. This has proved to be an effective way to
measure one’s risk in the accumulation phase.
Now, however, as millions of clients move from
accumulation to distribution, it is necessary to
expand client profiling to measure a client’s
tolerance to volatility in their income stream.

Therefore, going forward, it would be appropriate
for a retirement-income risk tolerance questionnaire
to add questions such as:
� What percentage of the client’s investable

assets is needed to produce the desired income?
� What percentage of the client’s desired income

is necessary for basic necessities (food,
clothing, shelter, healthcare, etc.)?

� How much of client’s desired income will be
spent on discretionary items?

� What percentage of a client’s desired income
will come from a pension, social security or
other outside source?

� Can the client engage in part-time work
during retirement? Does he or she want to?

� Is guaranteed income more important than
inflation-adjusted income?

� Does the client want to leave a significant
portion of the portfolio’s starting principal to
his or her heirs?

Questions such as these can help determine how
much of a client’s retirement portfolio might be
allocated to a VA GMWB strategy. Responses to
these questions indicating a high percentage of the
client’s investable assets needed to produce the
desired income, a high correlation between desired
income and income needed to meet basic
necessities, and a high preference for guaranteed

income over inflation-adjusted income are all
indicators that an income guarantee may be
beneficial for a portion of the client’s portfolio –
perhaps up to 50%, depending on the client’s income
needs and time horizon. For the remaining portion
of the client’s portfolio, traditional risk
profiling questions may be used to determine the
client’s investment risk tolerance. This information
can help determine the assumptions to be used in
constructing the time-segmented portion of the
client’s investment allocation.

By taking this approach, advisors can successfully
combine the time-segmented allocation strategy and
a VAGMWB strategy, thereby giving their clients
the emotional support of an income guarantee as
well as inflation-adjusted income. This approach
also provides valuable documentation for the
advisor to support their recommendations. It will
be imperative for advisors to have a system and
process that clearly documents their clients’desires
to guarantee a portion of their retirement income.

Opportunity and Responsibility
Surveys indicate that a growing number of
Americans are worried that they might outlive their
money.According to the 2008 MetLife Employee
Benefits Trend Study, 55% of employees are
worried about outliving their money, up 6% from
the 2004 study.

Under the circumstances, it is likely that more and
more boomers will be looking for help from
financial advisors who know how best to structure
retirement-account distributions. They will be
counting on their advisors to help themmake wise
decisions. Based on research, a blended approach
may be the optimal solution – providing the best
chance of producing inflation-adjusted income,
returning principal and accomplishing what is
sometimes the advisor’s most challenging job –
helping clients overcome their all-too-human
tendency to be swayed by emotion.
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Index and Testing Assumptions
To test the outcomes of each of the income
distribution methods, historical market returns
published in the 2005 Dimensional Funds Matrix
Book were used. Periods with at least 25 years of
data were tested. Therefore, each strategy was tested
as if it were implemented in years 1927-1981.Many
of the models assumed the inclusion of international
securities in the asset allocation. Since historical data
for international securities only dates back to
1970, where international data was unavailable, data
from a 50/50 mix of growth and value U.S.
securities of similar size were substituted.

The goal of this paper was to test the strategies as
they would be implemented in a real world

situation. To accomplish this, it was important to
make specific assumptions regarding fees, income
streams and asset allocations. Therefore, testing
results included annual fee estimates of 2% for the
systematic withdrawal and time-segmented
strategies and 3% for testing of the VA GMWB
strategy. The additional fees for the VA were
added to account for the mortality and expense
charges as well as the cost of the GMWB rider.

Although it is possible to adjust the income stream
for inflation annually based on the systematic
withdrawal and variable annuity scenarios, it is
difficult to implement a strategy with annual
increases on the time-segmented approach. Tomake
sure the strategies were being compared fairly, the

FIGURE 10: ASSUMPTIONS USED FOR THE SYSTEMATIC WITHDRAWAL AND VARIABLE ANNUITY STRATEGY

STANDARD ALLOCATION

60% S&P 500 20% LONG TERM GOVERNMENT BONDS

20% LONG TERM CORPORATE BONDS

Note:Data for International Equitiesdateback to 1970. For International LargeCapDatabefore 1970,weusedU.S. LargeCapdatadivided
between50%Valueand50%Growth. For InternationalSmallCapDatabefore 1970,weusedU.S. SmallCapdata50%Valueand50%Growth.

ENHANCED 60/40 ALLOCATION

20% LARGE CAP VALUE 20% LONG TERM GOVERNMENT BONDS

10% LARGE CAP GROWTH 20% LONG TERM CORPORATE BONDS

10% SMALL CAP VALUE

5% SMALL CAP GROWTH

15% INTERNATIONAL LARGE CAP

ENHANCED 90/10 ALLOCATION

15% S&P 5% LONG TERM GOVERNMENT BONDS

15% LARGE CAP VALUE 5% LONG TERM CORPORATE BONDS

15% LARGE CAP GROWTH

15% SMALL CAP VALUE 2% CASH

8% SMALL CAP GROWTH

15% INTERNATIONAL LARGE CAP

5% INTERNATIONAL SMALL CAP
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assumption was made that the time-segmented
approach would adjust for inflation every five years,
based on a 3% inflation rate compounded annually.

For each account tested, specific assumptions
were made to correspond to an asset allocation that
could be suitable for that specific situation.
Although this asset allocation could be suitable in
several circumstances, it is extremely important to
assess the risk tolerance of each individual client.
In addition to the asset allocation assumptions, the
assumption that the portfolios would be rebalanced
to their initial asset allocation on an annual basis

was also a basis of the calculations. At left (SEE
FIGURE 10) you will find the assumptions used for the
systematic withdrawal and variable annuity
strategy. The primary allocation utilized in testing
was the enhanced 60/40 model. This was based on
the assumption that this was a suitable investment
in this situation.

When shifting focus towards the time-segmented
approach, the incorporation of additional
assumptions and asset allocations are needed.
With a time-segmented strategy, assets are
converted to an income stream that is designed to

FIGURE 11: ASSET ALLOCATIONS FOR HISTORICAL TESTING OF SEGMENTS 3-6

Note:Data for International Equitiesdateback to 1970. For International LargeCapDatabefore 1970,weusedU.S. LargeCapdatadivided
between50%Valueand50%Growth. For InternationalSmallCapDatabefore 1970,weusedU.S. SmallCapdata50%Valueand50%Growth.

SEGMENTS 5 AND 6

24% LARGE CAP VALUE 0% LONG TERM GOVERNMENT BONDS

14% LARGE CAP GROWTH 0% LONG TERM CORPORATE BONDS

20% SMALL CAP VALUE 2% CASH

10% SMALL CAP GROWTH

15% INTERNATIONAL LARGE CAP

15% INTERNATIONAL SMALL CAP

SEGMENT 4

20% LARGE CAP VALUE 9% LONG TERM GOVERNMENT BONDS

10% LARGE CAP GROWTH 9% LONG TERM CORPORATE BONDS

15% SMALL CAP VALUE 2% CASH

8% SMALL CAP GROWTH

15% INTERNATIONAL LARGE CAP

12% INTERNATIONAL SMALL CAP

SEGMENT 3

15% LARGE CAP VALUE 19% LONG TERM GOVERNMENT BONDS

10% LARGE CAP GROWTH 19% LONG TERM CORPORATE BONDS

7.5% SMALL CAP VALUE 2% CASH

7.5% SMALL CAP GROWTH

10% INTERNATIONAL LARGE CAP

10% INTERNATIONAL SMALL CAP
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provide income over subsequent five-year periods.
The assumption for the rate of return that could be
realized on the five-year income stream was set at
3% to equal the assumed inflation rate.

The second segment of the time-segmented
strategy is often allocated towards a guaranteed
investment product.An assumption on this five-year
segment was made of 4%. Though it was not
feasible to test this segment, the assumption is based
on current and historical fixed-income markets.

Minor changes in this assumption either direction
would slightly affect the initial withdrawal rate but
would not affect the success rate of the overall
strategy as the longer term segments and the
assumptions attached to them have a greater
impact on the strategy’s overall success.

For segments three through six, historical testing
was done based upon the asset allocations shown
on the previous page (SEE FIGURE 11). �

Footnotes:
1 “Dramatic Changes in U.S. Aging Highlighted in New Census, NIH Report,” National Institute on Aging. (www.nia.nih.gov/

NewsAndEvents/PressReleases/PR2006030965PlusReport.htm)

2 “Profiles of General Demographic Characteristics: 2000,” U.S. Department of Census. (www.census.gov/Press-Release/www/2001/

demoprofile.html)

3 “Baby Boomer Segmentation: Eight Is Enough,” by Doug Anderson and Laurel Kennedy, Consumer Insight, Fall/Winter 2006, page 6. (us.ac-

nielsen.com/pubs/2006_q3_ci.shtml)

4 “Baby Boomer Segmentation: Eight Is Enough,” by Doug Anderson and Laurel Kennedy, Consumer Insight, Fall/Winter 2006, Page 6. (us.ac-

nielsen.com/pubs/2006_q3_ci.shtml)

5 Source:DALBAR Associates QAIB study, July, 2005

6 See Index for explanation of testing.

7 See Index for details on basic 60/40 split.

8 See Index for details on enhanced 60/40 split.

9 In the analysis of the systematic withdrawal strategy, running out of money is used as a measurement in conjunction with producing

inflation-adjusted income because there is no accepted guideline to adjust the income amount if the strategy underperforms. Therefore,

the assumption is made that clients will draw inflation-adjusted income until they exhaust their accounts.

10 All guarantees offered in variable annuity contracts are based on the claims-paying ability of the issuing company are subject to its

terms and conditions.

11 “Lifetime Income: The New Retirement Challenge,” Guarantees Matter, 2006. (www.newyorklife.com/cda/0,3254,15344,00.html)

12 Since the importance of a broadly diversified asset allocation was already established in the review of the systematic withdrawal

strategy, testing for this strategy began with a 60/40 enhanced portfolio.

13 Unlike systematic withdrawals where the assumption is inflation-adjusted income is taken until the portfolio is exhausted, the VA

GMWB analysis presupposes that clients are unwilling to take withdrawals beyond their GMWB guarantee because it would eliminate the

guarantee. Therefore, the success of this strategy is measured based on whether the GMWBwithdrawal is equal to the inflation-adjusted

income.

14 See table for details on 90/10 enhanced portfolio.
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Footnotes, continued:
15 Risk-free rate of return is the theoretical rate of return an investor can expect to receive on an investment that carries no risk of

default. In practice, a true risk-free investment does not exist; even the safest of investments carry a very small amount of risk. A

common assumption used for the risk-free rate is the interest rate on a three-month U.S. Treasury bill.

16 Withdrawal rates in a time-segmented strategy are directly related to the assumed target interest rates for each segment. Therefore,

interest-rate assumptions will vary based upon the withdrawal rate. For a 6% withdrawal rate, assumptions for the six segments were 2%,

4%, 7.25%, 9.25%, 10.75%, and 11.37% respectively.

17 Withdrawal rates in a time-segmented strategy are directly related to the assumed target interest rates for each segment. Therefore,

interest-rate assumptions will vary based upon the withdrawal rate. For a 5.6% withdrawal rate, assumptions for the six segments were 2%,

4%, 6%, 8.26%, 9.51%, and 10.86% respectively.

18 The Principal Financial Well-Being Index, 3rd Quarter 2008.
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