How Much Should You Have in Equities

Until Retirement?

By Jerome Clark, CFA

Article Highlights

e |nvestors who pursue a more conservative strategy to avoid large losses at retirement might not do as well as those with a more aggressive strategy.
e A more aggressive strategy leading up to retirement may provide a higher amount of assets in retirement than a more conservative strategy.
e Greater equity exposure is more appropriate for an investor who plans to withdraw his savings gradually throughout retirement.

Retirement investors
must balance two fundamen-
tal risks—the risk of not hav-
ing enough growth in their
portfolios to sustain income
for many years in retirement
versus the risk of a steep
market decline that could
substantially cut into assets

at the worst time, such as

investors who had been much more
conservatively invested all along.

Two Strategies for Retirement

The new T. Rowe Price study
compared the outcomes for two hy-
pothetical investors who each retired
at the end of 2007 and planned to
withdraw all of their savings in three
installments: one-third in January
2008, one-third in January 2009, and

retiring during a bear market.

Prior T. Rowe Price studies have noted that a lower equity
exposure in a retirement portfolio has helped protect against
short-term market setbacks, but provided less retirement
income over the long run. A new analysis shows that even
those who pursue a more conservative investment strategy
to avoid large losses at retirement—with the intention of
cashing out their assets soon after retiring to, say, buy an an-
nuity—might not do as well as those with a more aggressive
strategy. This was the case even for some risk-averse retirees
who started withdrawing their retirement savings on the eve
of the 2008 market crash.

The reason: Even with a sharp downturn in stocks at
retirement, an investor who had a high allocation to equities
for many years prior to retirement had the opportunity to
accumulate more assets than an investor who had pursued a
more conservative allocation. In other words, though many
investors naturally focused on their losses in the 2008 market
crash, those who had a sufficient exposure to stocks for years
leading up to the crash may still have ended up better off than

one-third in January 2010. It then
examined which of these investors would have been able to
withdraw more savings if one had been invested with less
equities and the other invested with higher equity exposure.
As shown in Figure 1, the higher-equity investor begins
with a 90% allocation to stocks 30 years prior to retirement
(which is assumed to start at age 65). His allocation is reduced
by 1.32 percentage points a year for the next 30 years, so he
has 50% of his portfolio in stocks at age 65. After retiring,
the allocation to stocks is reduced one percentage point a
year after that so the investor has 20% in equities at age 95.
The more conservative investor—the one with a lower
equity exposure—also begins with a 90% allocation to stocks
30 years prior to retitement (which is assumed to begin at
age 65). His exposure to stocks is reduced by 2.32 percentage
points a year, so that the stock allocation is 20% at retire-
ment. His allocation to stocks then remains at that level to
age 95. In contrast to focusing on the risks of inflation and
longevity, this investor is focused on reducing the risks from
short-term market volatility.
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Figure 1. Impact of Allocation Strategies on Retirement Investing
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Source: T. Rowe Price.

The higher-equity portfolio assumes a 90% equity exposure 30 years prior to retirement, 50% at age 65 and 20% at age 95. The lower-equity
allocation also assumes a 90% equity exposure 30 years prior to retirement, 20% at retirement (age 65) and remaining at that level until age
95. The hypothetical allocations were constructed without regard to their historical performance.

Having experienced a good deal of
such volatility the past few years, many
investors who ate about to retite—and
particularly those who plan to withdraw
their retirement savings soon after retir-

ing—might find the idea of less market
risk from less equity exposure more
appealing. Indeed, the study shows that
if the two investors each retired at the
end of 2007 with $1 million retitement

nest eggs and planned to withdraw their
respective savings in three equal annual
installments, the total withdrawals of the
less-aggressive investor would have been
more than that of the more-aggressive

Figure 2. Impact of Allocation Strategies on Retirement Savings

30-Year Accumulation Analysis
=——=Higher-Equity Portfolio = —— Lower-Equity Portfolio ‘
$2,000,000
$1 ’800’ 000 Average Balance at Retirement for Higher-Equity Portfolio:  $975,907 m
8 $1’600’000 Average Balance at Retirement for Lower-Equity Portfolio:  $811,918 lﬂ ‘\\
% $1’400’000 Average Difference of Ending Balances: $163,988 j m
= $1,200,000 NN N
D $1,000,000 A
£ $800,000 -
2 $600,000 -
w
$400,000
$200,000
$0 T T T T T T T T T T T T T T T T T T
N W ~ < K~k O M © o o v oo - I N~ O o ©Oo o
L v © © © KN N~ M P D B O P O Q Q 9Q 9
o} [¢] o] (&) (&) &) &} &} o} [¢] (o] (&) &) &) &} &} o} [¢] (o]
o} 0] o) 0] 0] 0] o} o} o} o) 0] 0] 0] 0] o} o} o} 0] o)
A N0 0 000000 Q0 Q0 0 o0 o0 o0 o0 Q0 Q0@
Ending Quarter

future results.

Source: T. Rowe Price.

The higher-equity allocation strategy has provided a larger retirement nest egg over time. In both cases, investors started with $10,000
savings and invested 7% of their annual salaries, which started at $50,000 and increased by 3% annually. Past performance cannot guarantee
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one: $1,002,680, versus
$919,970.

This result should
not be surprising, as the

Balance at Retirement

Actual Withdrawals

portfolio with the higher
equity allocation encoun-
tered greater short-term
volatility. Over 2008 and
2009, this portfolio with
greater equity exposure lost
4% —including a decline
of 17.3% in the 2008 bear

End of 2007 2008 2009 2010 Total Withdrawals
Higher-Equity Investor ~ $1,225,682 $408,561 $408,561 $310,471 $1,127,593
Lower-Equity Investor $1,090,024 $363,341 $363,341 $366,263  $1,092,945

The lower-equity portfolio provided greater capital preservation but smaller total withdrawals over two

years than the higher-equity portfolio. In both of these cases, investors started with a $10,000 savings
and invested 7% of their annual salaries, which started at $50,000 and increased by 3% annually. Past
performance cannot guarantee future results.

Source T. Rowe Price.

market. In contrast, the
lower-equity portfolio gained 5.5% over
the two-year period.

Impact of Long-Term Investing

Looking at only the withdrawals
from equal levels of retirement sav-
ings, however, ignores when the two
investors started investing. Retirement
savers do not just happen to arrive at
their retirement dates with nest eggs
that are independent of asset-allocation
decisions made over years of saving,

That is where the higher returns of
the more aggressive portfolio—because
of the historically higher returns of
stocks over bonds—added up to a big
difference in withdrawals, as shown in
Figure 2. This part of the study exam-
ined two savers following these same
strategies for 30 years, both starting with
$10,000 initial savings, $50,000 salaries
that increase 3% a year and saving 7%
of their annual salaries.

The study found that in rolling,
30-year time periods from the end of
1925 to the end of 2009 (218 periods
in all, measured quarterly), there were
only four time periods in which the more
conservative investor ended up with a
larger ending balance than the more ag-
gressive one. Over these rolling 30-year
time periods, the higher-equity portfolio
accumulated, on average, $163,988 more
than the more conservative portfolio.

Comparing Withdrawals

Taking into account the difference

in potential balances at retirement be-
tween these two investment approaches,
the study took a second look at how
investors who planned to withdraw their
nest eggs over two years starting in 2008
fared. This time, the study assumed
these investors started saving 30 years
before retiring at the end of 2007. As
shown in Table 1, in this case, the more
aggressive investor arrived at retirement
with approximately $135,000 more than
the conservative investor.

Although the more aggressive in-
vestor still lost more money than the
relatively conservative investor in the
market crash of 2008, his initially greater
nest egg at retitement enabled him to
withdraw about $35,000 motre over the
two years—even though he experienced
more market volatility in that time. In
other words, the more conservative
approach to investing—perhaps more
attractive to an investor intending to
withdraw his nest egg shortly after re-
tirement—did not turn out to be better
in this case.

This is a particularly notable out-
come given that the decade before the
final withdrawal in this study (made in
January 2010) was such a poor one for
stocks, posing a big handicap for the
strategy with higher equity exposure.

The Long-Term Advantage

What if these investors, rather than
withdrawing all of their assets over a
three-year period, decided to gradually
withdraw them over a 30-year retire-

ment period?

We don’t know, of course, what the
next 30 years will bring, and past per-
formance cannot predict future results.
However, the study also examined how
the two strategies performed over all
the historical rolling 30-year withdrawal
petiods from 1925 to 2009.

This analysis assumed that the
investors entered retirement with the
total assets each had accumulated after
30 years of saving cited in the example
above; they continued with their respec-
tive investment strategies throughout
retirement; and they withdrew about
$39,000 (4% of the larger portfolio
assets) in the first year, increasing that
amount by the Consumer Price Index
(CPI) inflation rate each subsequent year.

In this case, the more aggressive
strategy was able to provide all the with-
drawals and still have money left over
after 30 years in 88% of the periods ex-
amined. The more conservative strategy
was able to provide all the withdrawals
in only 12% of the periods. In other
words, it ran ox#t of money before 30
years in 88% of the periods.

The portfolio with greater equity
exposure is more appropriate for an
investor who plans to withdraw his
savings gradually throughout retirement,
not quickly. Even so, a more aggressive
strategy could potentially benefit the
investor who expects to take out all
or most of his money soon after retit-
ing—even in a down market—if he had
pursued the higher-equity approach for

a number of years in advance. A
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Table 1. Impact of Allocation Strategies on Retirement Withdrawals



