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Assessing Your Portfolio Allocation
From a Retiree’s Point of View

By Maria Crawford Scott

Most retirees depend on personal savings for at least a part
of their annual income. And as most retirees are well aware,
portfolio allocation—the percentage that is invested in the
major asset categories—plays amajor role in determining the
level of income that personal savings can sustain over aretiree’s
life.

How, then, do you assess your portfolio allocation when you
are inretirement? Atypical example illustrates one approach.

Louise

Louiseisin her60sand recently retired, with personal savings
that total about $400,000, including $50,000 in an IRA. Currently,
she lives on a pretax income of $30,000, which consists of about
$10,000 ayear in payments from Social Security and a pension
plan, and $20,000 in withdrawals from her personal savings.

This income suits her lifestyle nicely, and she hopes to
maintain its real value over the coming years. Fortunately, both
her Social Security and pension plan payments increase with
inflation. However, she will have to increase her withdrawals
from her personal savings each year by the rate of inflation to
maintain the real value of this income source.

Now that Louise has time to plan ahead, she has decided to
re-evaluate her savings portfolio, which up until now had been
invested roughly equally between large capitalization stocks
(50%) and bonds (45%), with a small amount (5%) in a money
market fund.

The question foremost in Louise’s mind, quite naturally, is:
Given the allocation of my savings portfolio, will it be able to
provide me with a steady source ofincome in real terms for the
remainder of my life?

Like most people, Louise has not accumulated so much that
she can afford to simply live off of the income of her savings.
Instead, she will be drawing down her savings. Since Louise
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does not feel the need to leave an estate to any relatives, this
shouldn't pose any family problems. Nonetheless, Louise does
notwant to run into a timing problem—running out of savings
before you run out of breath. For that reason, she assumesaalife
expectancy beyond the age she expectsto live (somewhere in
her 80s), and so she specifies 95 years of age, which is 35 years
from now.

What is the rate of return Louise would need to earn on her
personal savings to provide her with the inflation-adjusted
equivalent of $20,000 in today’s dollars each year for the next
35years, with nothing remaining at the end of this period? That,
of course, depends on the assumed rate of inflation.

Table 1 provides some guidelinesto the returns Louise would
need to achieve. The tables indicate the first-year spending
amount—the percentage of personal savings that can be with-
drawn or “spent” for income in the first year— for various time
periods and rates of return on savings. In subsequent years, the
inflation-adjusted equivalent of this amount is withdrawn to
maintain a level income in real terms, and at the end of the
period, no savings remain. Each table assumes a different
inflation rate. However, the always-conservative Louise as-
sumes inflation will average 4% for the remainder of her life.

Louise’s spending amount this year is 5%: $20,000 divided
by $400,000. Since she wants this real level of income for another
35years, she looks at that row of figures in the 4% inflation table,
andfindsaspendingamount that is close to 5%; she then moves
up the columntofind the rate of return that is associated with that
spending amount. The answer: Her target rate of return is 8%.

Louise’s next question: Will my savings portfolio produce this
rate of return given its current allocation?

Using long-term historical averages, Louise makes an esti-
mate of the likely average return on her portfolio. Table 2
presents Louise’s current allocation and shows how she esti-
mates its long-term average return. The long-term estimates
used inthe table are based on historical returns. Louise iswell
aware that there is no assurance that her portfolio will perform
according to these historical averages, but the estimates at least
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Table 1.
First-Year Spending Amount If You Spend All Savings and Leave No Estate
(Assumes annual spending increases at the rate of inflation,

with no savings left over at the end of the period)

3% Inflation

Expected Annual Return on Savings:

No. of 4% 5% 6% 7% 8% 9%  10% 12%
Yrs. First-year spending as a % of savings:
5 20.39 20.78 21.16 21.55 21.94 22.33 22.71 23.48
10 10.44 10.89 11.34 11.80 12.26 12.73 13.21 14.16
15 713 760 809 859 9.10 9.62 10.15 11.23
20 547 597 648 7.01 756 812 870 9.89
25 448 499 553 6.09 667 7.27 7.89 9.16
30 382 434 490 549 6.10 6.74 739 8.74
35 335 389 446 508 572 6.38 7.07 8.49
40 3.00 355 414 478 545 6.14 6.86 8.33
45 273 329 390 456 525 597 6.71 8.23
50 251 308 371 439 511 585 6.61 8.16
Expected Annual Return on Savings:
No. of 4% 5% 6% 7% 8% 9% 10% 12%
Yrs. First-year spending as a % of savings:
5 20.00 20.38 20.77 21.15 21.54 21.92 22.30 23.07
10 10.00 10.44 10.88 11.33 11.78 12.24 12.71 13.65
15 6.67 7.12 759 8.07 857 9.07 959 10.65
20 5,00 547 596 6.46 699 753 8.09 9.24
25 400 448 498 551 6.06 6.64 7.23 847
30 333 382 433 489 547 6.07 6.70 8.01
35 286 335 388 445 505 569 635 7.72
40 250 299 354 413 475 541 6.10 7.53
45 222 272 328 388 453 522 593 741
50 200 250 307 370 437 507 581 7.32
Expected Annual Return on Savings:
No. of 4% 5% 6% 7% 8% 9%  10% 12%
Yrs. First-year spending as a % of savings:
5 19.62 20.00 20.38 20.76 21.14 21.52 21.90 22.66
10 9.57 10.00 10.43 10.87 11.31 11.76 12.22 13.14
15 6.23 6.67 7.12 758 806 855 9.05 10.08
20 456 500 546 595 645 697 751 8.62
25 356 400 447 497 549 6.04 6.61 7.80
30 289 333 381 432 487 544 6.04 7.30
35 242 286 334 387 443 503 566 6.98
40 206 250 299 353 411 473 538 6.76
45 179 222 272 327 387 451 518 6.61
50 157 200 250 306 368 434 504 651

provide herwith some allocation guide-
lines. And the estimate—7.7%—indi-
cates that she could very well fall short
of her goal.

Louise’s estimated return of 7.7% is
not thatfar off of the target rate of 8%. But
she decidesthat itwould be preferable
tore-examine the allocation and see if
she can'timprove her position with an
allocation that puts her closer to her
goal, yet remains one that she is still
comfortable with.

Louise realizes thatin order to boost
her return, she will have to re-allocate
more to stocks. In addition, a small
commitment to small-capitalization
stocks would boost her stock returns
further and would serve to diversify her
stock holdings. Onthe other hand, Louise
decidestoincrease her money market
holdings to 10% for greater liquidity;
this will also help temper some of the
increased volatility in her portfolio.

Of course, there are many possible
portfolio allocations, but Louise’s cho-
sen revision is presented in Table 2,
which also shows its long-term return
estimate—8.7%—comfortably above
the level she would need to meet her
goal.

The question for Louise now, however
is:Am | nowtoo heavily invested inthe
stock market?

If Louise considers the allocation of
only her savings portfolio, sheisclearly
heavily weighted in stocks. However,
this excludes from consideration the
payments she is receiving from Social
Security and her pension, which arereal
financial assets and should be included
in the portfolio allocation decision.

How should these payments be con-
sidered? The current value of these
income streams can be estimated us-
ing the approach illustrated in Table 3
(butkeep inmind thatthisisonlyavery
rough estimate), and they should be
treated as a fixed-income asset.

Including these assets in Louise’s
revised portfolio produces aninterest-
ing result: Louise’s new allocation is
more evenly balanced than she real-
ized (see Table 4 on p. 20), with 40% in
bonds, 53% in stocks (including 7.5% in
small-caps), and the remainder in cash.

Thisisan allocation she can live with.
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Table 2.

Louise’s Current and Revised Savings Portfolio

Current Portfolio

Revised Portfolio

Long-Term Portfolio Return Estimates

On Your Own

Ofcourse, there are many alternative
allocations Louise could have chosen,
and mostretirees will have many other
considerations to take into account.

[")
(6/2)) However, here are some pointstokeep
0 in mind when trying to determine
o whether your savings portfolio can
0 sustain your long-term goal:

00 « Examine your current “spending

amount” and from this determine the
necessary returnyou need to maintain
thisamount in real terms over your life
expectancy. This will also be a func-
tion of the size of the estate you want

%) (%) 6)

Large-Cap Stocks 200,000 50 240,000
Small-Cap Stocks - 0 40,000
Bonds 180,000 45 80,000
Cash 20,000 5 40,000
Total 400,000 100 400,000

Long-Term

Asset Class

Return

Estimates* Current
Large-Cap Stocks 10.0% X 50% = 5.0%
Small-Cap Stocks 12.0% X 0% = 0.0%
Bonds 5.5% x 45% = 2.5%
Cash 3.5% x 5% = 0.2%

Estimated Return: 7.7%

*Based on long-term historical returns; significant year-to-year variations can be expected.

Should Louise go back and revise her return estimates based
on this broader portfolio definition? It isn't necessary. These
return estimates were used to determine the level of payments
thataccountfor only part of Louise’s currentincome, the part that
must be sustained by her savings portfolio. Therefore, the
relevant return is the one that is produced by those savings
based on its allocation.

Inthe end, Louise decides to implement the revised alloca-
tion, but she does so gradually by selected withdrawals for
income, so as to not increase her overall tax bill, and through
changes in her IRA investments.

Estimated Return:

to leave, and your inflation assump-

Revised X .
SO = G tion. [For more onspending rates, see
0 o 1'2% “How Much of Your Savings Can You
- 1'1% Afford to Spend During Retirement?”
0 o 0'4% in the August 1995 AAIl Journal; and

“Retirement Spending Worksheet” in
the September/October 1995 Comput-
erized Investing.]

» Determine whether the currentallo-

cation of your savings portfolio can
reasonably be expected to produce this target return.

» The effects of compounding over long time periods are
substantial, and small changes inassumptions such as asset
class returns or inflation, can produce big differences in
outcome. By “playing with the numbers,” you can produce a
desired result relatively easily. However, you'll have to live
off the real result, not the desired result, soresist the tempta-
tion to “make itwork.” Use assumptions that are both reason-
able and conservative.

= You should also re-examine the allocation of your total port-
folio, taking into consideration all financial assets including

8.7%

Table 3.
Estimating the Present Value of a Stream of Payments
i To estimate the present value of a stream of future periodic
N . Present Value Annuity Factor payments, multiply the current annual payment by the present value
€@ . . . . . . . annuity factor in the table. The annuity factor chosen should be the
Years 4% 5% 6% 7% 8% 9% 10% one that corresponds with:
5 4.45 4.33 4.21 4.10 3.99 3.89 3.79 « The expected number of years the payments will last—for instance, if
10 8.11 7.72 7.36 7.02 6.71 6.42 6.14 the payments are to last for your life, use your current life expectancy,
15 1112 10.38 9.71 9.11 8.56 8.06 7.61 and ) ;
20 1359 1246 1147 1059 9.82 9.13 8.51 «An expe(?ted mterest rate equal to the current rate paid by a Treasuw
bond with a maturity equal to the number of years the payments will
25 15,62 14.09 1278 11.65 10.67 9.82 9.08 Jast
30 17.29 1537 1376 1241 1126  10.27 9.43 As an example, Louise’s annual payments total about $10,000, and her
35 18.66 16.37 1450 12.95 11.65 10.57 9.64 remaining life expectancy is 35 years. The rate paid on a 35-year Treasury
40 1979 17.16 15.05 13.33 11.92 10.76 9.78 bond is roughly 7%, and the corresponding annuity factor is 12.95.
Multiplying the $10,000 annual payment by the 12.95 annuity factor
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produces an estimated present value of $129,500. This $129,500 should
be treated as if it were a fixed-income asset when making asset allocation
decisions.
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Table 4.

Louise’s Total Portfolio, Including Fixed Payments, After Revised Allocations

Large-Cap Stocks
Small-Cap Stocks
Bonds*

Cash

Total

Revised Portfolio
Including Fixed Payments

® (%)
240,000 45.4
40,000 7.5
209,500 39.6
40,000 7.5
529,500 100.0

*Includes $129,500 estimated present value of pension and Social Security payments.

After a year and a half on-ine
with America Online, AAll’s fo-
rum is undergoing a major reno-
vation. Changes being instituted
will offer you even more informa-
tion and even easier ways fo
access what you need.

Article Enhancement:

Uploaded articles from the AAll Journal
and other AAIl publications will now
contain tables and graphs to illustrate
concepts.

FAQs in Reference Library:

Anarea called Frequently Asked Ques-
tions has been added under the Refer-
ence Library icon. The questions most
asked by AAIl members are answered
here, such as how to buy stocks without
a broker.

Reference Library Update:

Phone numbers and addresses you
need in awide range of investment areas,
from broker complaints to life insur-
ance ratings to stock data, have recently
been updated in the Guide to Investment

THE New AAIl ONLINE!

pension payments. [See “Defin-
ing Your Investment Portfolio:
What Should You Include?” inthe
November 1995 AAll Journal). You
may be more heavily invested in
fixed-income equivalents than
yourealize,and you may be com-
fortable moving more of your in-
vestable portfolio into asset
classeswith greater growth, such
as stocks.

« Noone canaccurately predictthe
future, so monitor your portfolio
frequently to make sure your as-
sumptions remain reasonable
and your goals are still within

reach.
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Information Sources.

Internet Links:

We will be adding links to some of the top
financial sites available on the World Wide
Web under specific topics in the Reference
Library list.

Spotlight Area:
This section of the Reference Library will
feature recently updated areas and highlight

Calendar of Events

Software Library

Meed help tracking your invest-
-ments, picking a stock, or buying
nevy software, Look for help hare.

. Reference Library
Check inside to see the latest
Updates on discount hrokars,

dividend reinvestment plans, &
rmermber surveys.

Al Store

Plessage Board

helpful areas you may have missed on our
forum.

Try AAII ONLINE FREE
For a free America Online
membership kit that includes software
and 10 free hours on-ine with
America Online:

Call 1-800-827-6364
ask for operator and specify
promotion 3436

May 1996

19




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles false
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (Apple RGB)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends false
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize false
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Remove
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (Color Management Off)
  /AlwaysEmbed [ true
    /Symbol
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages false
  /ColorImageDownsampleType /Average
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages false
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages false
  /GrayImageDownsampleType /Average
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages false
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages false
  /MonoImageDownsampleType /Average
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly true
  /PDFXNoTrimBoxError false
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (U.S. Web Coated \050SWOP\051 v2)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /SyntheticBoldness 1.000000
  /Description <<
    /DEU <>
    /FRA <>
    /JPN <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


