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Using Portfolio
Returns to Determine
When to Claim Social
Security Benefits

Upon turning 66, a retiree can look back at
the performance of their nest egg portfolio
over the prior four years to determine
whether to claim immediately or wait four
more years.

BY BRIAN L. BETKER
|

At what age should you claim Social Security ben-
efits? For a new retiree, this question involves a trade-off
that is easy to recognize but difficult to analyze. The an-
nual Social Security benefit increases by up to 8% per year
as the claiming age is delayed from age 62 to 70, which
suggests waiting as long as possible to claim. But the re-
tiree will have to spend down their nest egg portfolio while
waiting to claim that higher benefit, which increases the
risk that the nest egg will be depleted, and the retiree will
have to live on only what is provided by Social Security.

In a pair of recently published papers (one of which was
written with my colleague Mike Alderson), I analyzed this
trade-off using Monte Carlo simulation. Since the future
is inherently unknowable, the best we can do is to make
probabilistic statements about what might occur. The goal
of the simulation exercise is to answer the question: Given
the size of my nest egg portfolio and my annual consump-
tion expenditures, if I claim Social Security benefits at a
certain age, what is the probability that my nest egg port-
folio will be exhausted before I die? [Editor's note: Monte
Carlo simulation calculates outcomes by randomizing data
over a large number of scenarios.]

For illustrative purposes, I considered a newly retired
62-year-old male (or married couple) with the goal of
achieving constant real (inflation-adjusted) consumption
over his (their) remaining life-span(s). The new retiree
elects to claim Social Security benefits at either age 62 (the
earliest possible age to claim), 66 (full retirement age for
someone retiring in 2018) or 70 (the age at which credits
for delayed claiming stop). The best age to choose is the
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one that minimizes the probability of running out of mon-
ey during a retiree’s lifetime. Of course, nothing forces a
retiree to claim only at one of these three ages. However,
more than 75% of all persons filing for Social Security ben-
efits in 2013 did in fact claim at one of these three ages, and
over one-third of retirees claimed at age 62.

It should be clear that the 62-year-old retiree doesn't
need to make an irrevocable choice to claim immediately,
at age 66 or at age 70. In fact, the retiree has a valuable
option that they can use upon turning 66: They can look
back at the performance of their nest egg portfolio over the
prior four years, and then either claim immediately or wait
four more years. If port-
folio returns have been
high over the prior four
years, waiting till age 70
to claim the higher ben-
efit may be optimal. But,
if the nest egg has under-
performed, it may not be able to withstand four more years
of withdrawals while the retiree waits to claim at age 70.
In this case, the retiree should claim at age 66 rather than
wait. The best decision depends not only on the prior in-
vestment performance of the retirement assets, but on the
size of the original nest egg portfolio as well.

I investigate the benefits of using this “look-back” op-
tion, relative to the “static” strategy of pre-committing to
claiming Social Security at a fixed future age.

If portfolio returns have been
high over the prior four years,
waiting till age 70 to claim the
higher benefit may be optimal.

Social Security Benefits

The retirement benefit available from Social Security
depends on both career earnings and the age at which
benefits are claimed. The current full retirement age (for
someone turning 62 in 2018) is 66 years and four months.
Benefits may be claimed as early as age 62, however. Ben-
efits are reduced if a retiree claims prior to age 66 and
increased if claiming is deferred beyond age 66 up to age
70. Married individuals are eligible for up to the greater
of half of the spouse’s benefit or the benefit attributable to
their own career earnings. When a spouse dies, the surviv-
ing spouse can receive the entire benefit of the deceased
spouse, if it is larger than their own.

Methodology and Assumptions
I briefly introduce the assumptions built into the
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simulation model here. More technically minded readers
who want more details about the simulation model are en-
couraged to consult the two papers referenced at the end
of this article.

The model assumes that a retiree is eligible for the max-
imum Social Security benefit at any claiming age and has
accumulated savings in amounts ranging from $100,000
to $1 million, which includes most U.S. households ages
55-64 who have any retirement savings.

A retiree’s life was simulated 10,000 times in every sce-
nario. In each “life,” a year of death was assigned based on
the current life tables used by the Social Security Adminis-
tration. These tables estimate median life expectancies of
about 85 years for males and 88 years for females.

The retiree’s portfolio was assumed to be invested in a
60% /40% mix of large-capitalization U.S. stocks and long-
term U.S. Treasury bonds. (This mix consistently resulted
in lower failure probabilities than other potential asset
allocations.) For each year in a simulated life, returns to
stocks and bonds, as well as inflation, were chosen by ran-
domly drawing a year from the period 1926 through 2017.
An objection to these assumptions might be that future
annual returns to stocks and bonds may be lower than
their historical averages. Thus, I re-ran every simulation
on the assumption that stock and bond returns were 3%
lower compared to their historical numbers. While lower
portfolio returns affected the probability of exhausting
the nest egg, conclusions about the best age to
claim Social Security were largely unaffected.

The retiree is assumed to have the goal of
constant real (inflation-adjusted) consumption.
Age 62 consumption is set equal to 4% of the
nest egg plus the age 62 Social Security benefit,
and this amount is increased by the inflation
rate for each subsequent year. Thus, if the retir-
ee does not claim until age 70, the nest egg portfolio must
withstand extra drawdowns (beyond the inflation-adjusted
4% withdrawals) for eight years while waiting to claim.

The simulations thus consider a newly retired 62-year-
old individual and examine four different strategies for
claiming Social Security. In the first three, the retiree pre-
commits to claiming benefits at either age 62, 66 or 70. The
fourth strategy allows four years to elapse, at which point
the (now 66-year-old) retiree can assess the performance
of the nest egg over the prior four years and use this infor-
mation to help decide whether to claim benefits at age 66
or wait four more years to claim at age 70. Of course, in this
scenario the retiree needs a definition of what constitutes
“poor performance” of the nest egg portfolio. Poor perfor-
mance was defined simply as an average portfolio return
over the prior four years that was lower than the historical
average from 1926 through 2017 for the 60% stock/40%
bond portfolio, which is a return of 9.59%. (Variations on
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this definition, including simulations that reduced the real
returns on stocks and bonds, didn't generate results that
are meaningfully different from the ones presented here.)

Results

The simulations produced “failure probabilities” (the
probability that the nest egg will be exhausted prior to
death) for a 62-year-old retiree for each of four Social Secu-
rity claiming strategies: claim at 62, pre-commit to claim-
ing at 66 or 70 and the “look-back” strategy whereby the
decision to claim at 66 is conditioned on the nest egg port-
folio’s performance over the previous four years. Table 1
presents the results for single male retirees followed by the
results for married couples in Table 2. (Results for single
females do not meaningfully differ from those for single
males.)

Single Retirees

First, consider the scenario in which a person retires at
age 62, invests retirement savings in a 60/40 stock/bond
portfolio and either pre-commits to claiming benefits at
age 62, 66 or 70, or decides to utilize their look-back option
upon turning 66. Table 1 contains the results of this exer-
cise, using historical returns to simulate future returns.
The table presents failure probabilities for the optimal
strategy (i.e., the one with the lowest failure probability).
Recall that the retiree wishes to maintain constant real
consumption over his remaining life-span; the
table provides the probability that they will fail to
achieve this goal.

Table 1 indicates that a 62-year-old retiree with
$150,000 or less in savings should claim Social Se-
curity immediately, as failure is a near certainty if
claiming is delayed until 66 or 70. The nest egg is
simply too small to support four or eight years of
withdrawals while waiting to collect a higher benefit. For
wealth levels between $150,000 and $400,000, claiming at
age 66 is optimal.

For wealth levels above $450,000, the look-back option
provides significant value for the single retiree. At these
wealth levels, the failure probability for the look-back strat-
egy is lower than that of the strategy of pre-committing to
claim at 66 or 70. Essentially, the look-back strategy al-
lows the retiree to reduce the
chances of making one of two
mistakes. First, if the portfo-
lio has performed well over
the past four years, it may be
a mistake to claim at 66, since
the portfolio can now with-
stand four more years of larger withdrawals. Second, if the
portfolio has performed poorly over the past four years,
waiting until age 70 to claim will put too great of a burden

For wealth levels above
$450,000, the look-back
option provides significant
value for the single retiree.
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TABLE 1 TABLE 2

simulations assumed

Optimal Claiming Strategies for a

Single Male
ﬂ ing 66, the single person reviews their
nest egg portfolio’s performance over
the prior four years. If returns were above their
long-term average, they should delay claiming
until age 70. If returns were below their long-
term average, they should claim immediately.

In the “look-back scenarios,” upon turn-

[

The probability of failure shows the amount of
times the portfolio has run out of money based
on analysis of randomized historical returns.

Optimal Claiming Strategies for
Married Couples the

In the “look-back scenarios,” upon turn-
ing 66, the couple reviews the nest egg
portfolio’s performance over the prior
four years. If returns were above their long-term
average, they should delay claiming until age 70.
If returns were below their long-term average,
they claim immediately.

The probability of failure shows the amount of
times the portfolio has run out of money based
on analysis of randomized historical returns.

that both spouses
retired at 62 and
lower-earning
spouse claimed So-
cial Security imme-
diately. The higher-
earning spouse then
had to decide when
to claim: age 62, 66
or 70.

Table 2 reports the
results using histori-
cal returns to simu-
late future returns.
Here, the range of
wealth levels where

Age to Claim Age to Claim
Soins (8 benelts | Folure(3)  Savims() - benetts | Failwre(d) the look-back strat-
gs ) o .

100,000 62 145 100,000 62 6.89 ;ﬁ‘r’r‘(’)";;o%t;fii "fﬁ:
150,000 62 215 150,000 62 5.95 salue of the survivor
200,000 66 117 200,000 66 3.83 bt The. ook
250,000 66 1.02 250,000 Look Back 2.97 o

300,000 66 119 300,000 Look Back 1.22 ack option was most
350,000 66 154 350,000 Look Back 164 valuable at wealth
400,000 66 177 400,000 Look Back 2.02 levels where “claim
450,000 Look Back 1.62 450,000 Look Back 2.45 at 66" tended to be
500,000 Look Back 1.43 500,000 70 2.24 the best strategy for a
550,000 Look Back 1.48 550,000 70 213 single person. Rather
600,000 Look Back 1.32 600,000 70 2.18 than automatically
650,000 Look Back 1.93 650,000 70 2.37 claiming at 66 (there-
700,000 Look Back 2.06 700,000 70 2.51 by locking in a lower
750,000 Look Back 213 750,000 70 2 59 survivor benefit), the
800,000 Look Back 1.98 800,000 70 2.88 couple benefits by
850,000 Look Back 2.05 850,000 70 2.67 looking back at past
900,000 Look Back 2.29 900,000 70 3.30 portfolio  returns.
950,000 Look Back 2.19 950,000 70 3.18 In scenarios where
1,000,000 Look Back 2.50 1,000,000 70 3.26 portfolio returns be-

on the now-depleted nest egg. Conditioning the decision
to claim on recent portfolio performance helps avoid these
mistakes and maximizes the odds that the retiree will
achieve their goal of constant real consumption over their
remaining life-span.

Married Couples

Recall that the Social Security survivorship benefit
awards the surviving spouse with the benefit of the de-
ceased, if higher than their own. The simulation examined
whether using the look-back option in conjunction with
the couple’s claiming decision can reduce the probability
of exhausting the nest egg portfolio.

To accommodate married couples,

this set of

tween ages 62 and 66

were above average,
the higher earner should delay claiming until age 70, thus
locking in the maximum survivor benefit. The higher ex-
pected survivor benefit for the lower-earning spouse out-
weighs the negative effect of four more years of spending
exclusively from the nest egg portfolio. The nest egg is bet-
ter positioned to withstand the additional spending due to
its above-average performance in the prior four years.

At wealth levels above $500,000, the strategy of pre-
committing to claim at age 70 is optimal. This strategy
pre-commits to locking in the maximum survivor benefit
for the lower-earning spouse. It dominates the look-back
strategy in these cases, because here it would be a mistake
to claim at age 66 just because the portfolio underper-
formed in the prior four years. At these wealth levels, the

(continued on page 36)
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Portfolio Building and Monitoring

Lynch says investors should buy as many “exciting pros-
pects” that they can uncover that pass all the tests of re-
search. However, there is no point in diversifying just for
the sake of diversifying. Lynch suggests investing in sev-
eral categories of stocks as a way of spreading the down-
side risk.

Although Lynch is an advocate of maintaining a long-
term commitment to the stock market, he says investors
should review their holdings every few months, recheck-
ing the company “story” to see if anything has changed
either with the unfolding of the story or with the share
price. The key to knowing when to sell, he says, is knowing
“why you bought it in the first place.” Lynch says investors
should sell if:

» The story has played out as expected, and the price re-
flects this; for instance, the price of a stalwart has gone
up as much as could be expected.

» Something in the story fails to unfold as expected, or
the story changes, or fundamentals deteriorate; for in-
stance, a cyclical's inventories start to build, or a smaller
firm enters a new growth stage.

- FINANCIAL PLANNING (CONTINUED FROM PAGE 27)

portfolio is large enough to withstand this underperfor-
mance, and the paramount concern becomes ensuring the
highest possible survivor benefit.

The simulations thus highlight the importance of look-
ing back at recent investment performance before decid-
ing whether to claim Social Security benefits. If the nest
egg portfolio has performed well, a retiree can be more
confident in the decision to delay claiming and earn the
guaranteed 8% increase in benefits for waiting an addi-
tional year up to age 70, and, for married couples, locking
in a higher expected survivor benefit.

Conclusion

Using past average returns for a 60%/40% stock/bond
portfolio to simulate future returns for a person retiring
at age 62, optimal Social Security claiming strategies can
be projected. A single person with $150,000 or less in sav-
ings should claim Social Security immediately. For singles
with portfolios between $150,000 and $400,000 claiming
at age 66 is optimal. At wealth levels above $450,000, the
single person should not pre-commit to claiming Social
Security at a certain age, but rather at age 66 look back
at their portfolio performance: If performance was poor
over the prior four years, they should start taking ben-
efits; if performance was good they should delay starting
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For Lynch, a price drop is an opportunity to buy more
of a good prospect at cheaper prices. It is much harder, he
says, to stick with a winning stock once the price goes up,
particularly with fast-growers where the tendency is to sell
too soon rather than too late. With these firms, he suggests
holding on until it is clear that the firm is entering a differ-
ent growth stage.

Rather than simply selling a stock, Lynch suggests “ro-
tation”"—selling the company and replacing it with an-
other company with a similar story, but better prospects.
The rotation approach maintains the investor’s long-term
commitment to the stock market and keeps the focus on
fundamental value. m
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benefits until age 70. For married couples retiring at age
62, whether to use the look-back strategy to decide when
to start benefits hinges on maximizing Social Security sur-
vivor benefits. m
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