Retired Investor

A series devoted 1o the issues that face investors in retirement.

A Key to a Lasting Retirement Portfolio

If you’re retired—or nearing it—ensuring that your
retirement investment portfolio lasts your lifetime is critical.
And that’s not easy because by nature the stock matket is
volatile. What if a market downturn takes a bite out of your
investment portfolio?

While you cannot completely control the market’s impact
on your portfolio, there are things you can control that can
also make a significant difference in how long your portfolio
may last. One: your withdrawal rate from your portfolio. The
amount you take can directly impact how long your assets
could last in retirement.

But what about in difficult markets? At Fidelity, we still
believe in inflation-adjusted withdrawal rates of no more
than 4% to 5% a year for individuals who retire at age 65.
That’s because we did the analysis using our Retirement
Income Planner and an inflation-adjusted withdrawal rate
of more than 5% steeply increased the risk of depleting
retirement savings during an investor’s lifetime. We also ran
some further analysis to determine the influence of different
market environments.

[Editor’ note: Fidelitys Retirement Income

years our hypothetical portfolio lasted. For instance, ata 10%
withdrawal rate, the balanced portfolio only lasted 10 years.
At a 4% withdrawal rate, however, the balanced portfolio
lasted for 36 years—long enough to provide a 65-year-old
with an income stream potentially lasting well into his or
her 90s. That’s important because for a healthy 65-year-old
couple, there is a 50% chance that at least one of them will
survive to age 92Y2, according to the Society of Actuaries’
Annuity 2000 Mortality Table. (The figures assume a person
is in good health.)

Up and Down Markets

We also looked at withdrawal rates another way—how they
affected the value of a hypothetical portfolio through up and
down markets and periods with very high inflation. We used
a hypothetical $500,000 balanced portfolio (50% stocks, 40%
bonds, 10% short term) for a couple who retired in 1972 and
tracked it through 2011, using actual historical index returns.

Planneris an educational tool developed and offered
Sforuse by Strategic Adyisers Inc., aregistered invest-

Figure 1. Withdrawal Rates in Extended Down Markets

ment adviser and a Fidelity Investments company.
The online tool can be accessed at btp:/ [ personal.
fidelity.coms/ planning/ retirement/ inconre_planner.
shtyl and is free, though non-Fidelity clients are
asked to register.]
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We looked at various withdrawal
rates during a hypothetical extended
down market. We used the Retirement
Income Planner to see how a portfolio
might have held up. We used a hypotheti-
cal balanced $500,000 portfolio of 50%
stocks, 40% bonds and 10% short-term
investments—an asset mix used by
many retirees. Figure 1 illustrates how
long this balanced portfolio might last
with inflation-adjusted withdrawal rates
between 4% and 10%.

As expected, the higher the with-
drawal rate, the lower the number of
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Source: Fidelity Investments. Hypothetical value of assets held in an untaxed balanced
portfolio of 50% stocks, 40% bonds and 10% short-term investments and inflation-
adjusted withdrawal rates as specified. Average rates of return for stocks, bonds,
short-term investments and inflation are based on the risk premium approach. Actual
rates of return may be more or less. The chart is for illustrative purposes only and is
not indicative of any investment. Past performance is no guarantee of future results.
IMPORTANT: The projections or other information generated by Fidelity's Retirement
Income Planner regarding the likelihood of various investment outcomes are hypotheti-
cal in nature, do not reflect actual investment results and are not guarantees of future
results. Results may vary with each use and over time.
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Figure 2. The Life of a Hypothetical Retirement Portfolio

withdrawal rate dramatically raised or
lowered the chances of a portfolio last-
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ing for a longer period of time. And
the risk of running out of money is a
real one. Americans are living longer
these days, so it’s entirely possible
that your retirement could last for 30
years or more.

This chart also illustrates how the
combined risks of inflation, market
volatility and withdrawal rates run
parallel with the risk of longevity it-
self, which is so easy to underestimate.
Additionally, it further illustrates the
power of potential stock returns—
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Source: Fidelity Investments. Hypothetical value of assets held in an untaxed account of
$500,000 invested in a portfolio of 50% stocks, 40% bonds and 10% short-term invest-
ments with inflation-adjusted withdrawal rates as specified. This chart’s hypothetical illus-
tration uses historical monthly performance from January 1972 through December 2011
from Ibbotson Associates: stocks, bonds and short-term investments are represented by
the S&P 500 index, U.S. intermediate-term government bonds and U.S. 30-day T-bills,
respectively. This chart is for illustrative purposes only and is not indicative of any invest-

ment. Past performance is no guarantee of future results.

given enough time—and the critical
importance of withdrawal rates. This
isn’t to say that a 4% to 5% withdrawal
rate offers magical security or assures
infinite asset sustainability. Those
outcomes depend on market perfor-
mance. But it is clear that rates much
above 5% begin—fairly quickly—to
increase depletion risk of a retirement
income plan.

2004
2006 4
2008 4
2010 4

4%

@ 5%

Conclusion

This period includes the great bull market of the late 20th
century—roughly 1982 to 2000. But it also encompasses two
of the worst bear markets in Wall Street history, five reces-
sions, two major wars, and the rabid inflation and painfully
tight monetary policy of the late 1970s—one of the worst
inflationary outbreaks in U.S. history.

As Figure 2 shows, the initial $500,000 would have been
exhausted by the late 1980s if funds were drawn down at
a 6% rate. (All rates are adjusted annually for inflation.) A
5% withdrawal rate could have extended income from the
portfolio for nearly 25 years, but it still would have run out
at a time when there would be more than a 50% chance
that one member of the couple would need those assets. In
this extreme case, only a 4% withdrawal rate would have left
enough total assets intact to catch the full tailwind of the
long bull market that ran from 1982 to 2000.

Our analysis clearly shows that the amount of the annual

Unlike the performance of your investments, your
withdrawal rate is one of the variables that you can
control and adjust as needed to take into account your
age, health, availability of other assets and desire to leave
money for your heirs (your asset allocation and actual
retirement age are a couple of other key variables that
you can influence). Staying within or below a 4% to 5%
range (adjusted annually for inflation) will decrease the risk
of depleting your retirement savings too soon. A more
conservative withdrawal rate may also put you in a bet-
ter position if a severe market downturn takes place. For
this reason, we believe that most retirees should consider
using conservative withdrawal rates—particularly if your
assets need to support essential expenses. Retirees may
feel comfortable taking a higher withdrawal percentage
(with greater chances of depleting assets) when running
out of money has no severe consequences.

—John Sweeney, an executive vice president with Fidelity Investments
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