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Retirement funds: 0    
    

  

Life expectancy: beyond my in
come

by Arthur D. Kraus, C
LU® , ChFC® , CAP®

> A long retirement with insuffi cient income from one’s retirement plan is a frightening proposition. 

In the olden days people prepared for retirement 
with pension plans. Those plans promised a life-
time of income for the retiree and, sometimes, their 
spouse. But pension plans became expensive for 
employers and most were discarded for retirement 
savings plans. These savings plans allowed employ-
ers, employees and oftentimes both to save money 
in the plan on a tax-deductible basis until the funds 
were withdrawn.

The objective of these savings plans is to accu-
mulate as much money as possible and to withdraw 
a modest amount at retirement so that the income 
will last as long as the retiree and spouse live.

In theory these plans have made sense. In prac-
tice they haven’t worked out so well. In 2008, 
many retirees and Baby Boomers found that in a 
depressed investment market, their capital shrunk. 
Their reduced savings was further eroded by the 
income that was required for their lifestyles. The 
situation left many retirees holding a little cash and 
a lot of insecurity. Many even tried to go back to 
work to augment the loss of income security.

How did this happen, and how do we know that 
it is probable this scenario will repeat itself in the 

future? To make a quick analysis of the problem one 
only needs to look at the history of the investment 
markets and have a cursory understanding of the 
law that might give impetus to putting retirement 
on a slippery slope.

Historically, retirement funds have been invested 
in either equities, fi xed income securities, or a com-
bination of both. The focus of investment advisors 
with retirement plans has been on accumulation 
and not distribution. So we have all been aware of 
the need to put money aside for retirement. In fact, 
accumulation has been almost exclusively the con-
versational focus regarding retirement.

The fact of the matter is that accumulation is 
important, but measured by itself it misleads the 
future or current retiree. Fluctuating markets dur-
ing periods of withdrawal during retirement may 
have a severe effect on the retiree’s fi nancial security.

2008 was an unusual year, but not the only 
time the investment markets have had severe 
downturns. The market dropped precipitously and 
the worth of many accounts was cut substantially. 
Concurrently, interest rates began dropping to very 
low returns. 
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The effects on retirees and baby boomers were 
profound:

•	 One of the common beliefs about 
retirement was that you could safely 
withdraw 5 percent to 6 percent of your 
retirement fund balance annually and feel 
fairly safe as market returns measured by 
some indexes averaged higher than that. 
Often forgotten was that the investments 
contained fi xed income securities that 
did not mirror the averages. So, after 
accumulation was complete, the problem 
that retirees faced was how much they 
could withdraw. Low fi xed 
income rates and a weak 
stock market made it nearly 
impossible to withdraw such 
percentages without reducing 
principal. Distributions from 
the accounts became the 
paramount issue.

•	 With no further contributions 
being made to the plan (or just 
a few years of contributions to be made), the possibility 
of a quick recovery to former accumulation levels 
became improbable.

Markets go up and down, and falling markets during the re-
tirement years are very dangerous. It is comparable to “reverse 
dollar-cost-averaging.” When the market goes down, that is of 
obvious concern. But when one has to sell additional shares at 
a lower market price to achieve the income that is required, 
the combination of a reduced accumulation and the sale of 
more shares can destroy one’s retirement plan.

This is further exacerbated by the law. The law says that at 
age 70 ½ a retiree must take required minimum distributions 
from his retirement plan. The percentage is set by law and 
each year during retirement the percentages increase. So, by 
law, the retiree must take ever-increasing distributions even 
though the market may be underperforming. That is a for-
mula for fi nancial disaster!

Add to that the success that medical science has achieved. 
We are living much longer than the generations that preceded 
us. Our need for income grows greater not only due to our 
longer life, but the cost of the medical attention that keeps us 
living and vital.

In summary, the problem is that the probability of a down 
market during an extended period of retirement will have se-

verely negative effects on our future fi nancial security.
How have retirees dealt with this kind of problem? In the 

past they have done it one of two ways:
•	 People have just hoped that reasonable withdrawals 

and good returns over time would solve the problem. 
Sometimes they will and sometimes they won’t. 
Increasing mandated withdrawals (RMDs) may not 
allow for a conservative investment strategy to work. 
Today one would be hard pressed to fi nd an economist 
who paints a rosy economic picture. Many economists 
have suggested that the investment and interest returns 
in the future won’t be as favorable as we have seen 
pre-2008. Low returns and high withdrawals are a 
dangerous formula for retirement plan survival.

•	 Some people have purchased “lifetime income” 
through annuities with all or part of their retirement 
balances in an attempt to guarantee income for 
retirement. The primary advantage is the promise of 
an income for their retirement. The disadvantages are 
that, absent any further guarantees, at the death of the 
retiree the balance of the funds used to purchase the 
annuity disappears. Nothing is left for benefi ciaries. 
Additionally, the payouts for annuities are fi xed and 
may not provide adequate income for an infl ationary 
future.

As accumulation was important 
during the working years, 
distribution planning is important 
at pre-retirement and at retirement.
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T h e r e 
is an alter-

native to the his-
toric choices between 

hope and immediate an-
nuities. It is to provide income 

from your retirement savings with 
an insured guarantee that your income 

will continue for your retirement and your 
spouse’s, too.

Taking steps to assure income for retirement I think is criti-
cal in your planning. As accumulation was important during 
the working years, distribution planning is important at pre-
retirement and at retirement.

These options have the effect of changing all or part of 
your savings plan into an income plan. It has the best of both 
worlds in that you can keep your plan invested yet create re-
tirement income. This insured benefi t has several features that 
should be important to most retirees.

•	 It continues the advantage of the retirement savings 
plan that you can choose how to invest your account 
among a choice of several objectives. As an example, 
you may choose among aggressive investments, 
growth, blended and conservative investments. 
Some companies offer even more choices. So, 
philosophically, there is little difference between what 
you are currently doing and what is available.

•	 The insurance company will make several guarantees. 
The fi rst is that your income will be based upon 
a percentage of the funds that are invested. That 
percentage will never go down. Additionally, there 
are further guarantees that may be important for your 
retirement income.

 – Your income will never go down despite poor 
investment results. For example, if you invest 
$100,000 and your rate of return is 5 percent, 
you will never get less than $5,000 per year, even 
if your account runs out of money! That is the 
income insurance you are purchasing.

 – If your account increases, your income will 
increase, too. If in the above example your account 
balance became $150,000, your income would 
increase to $7,500 per year. That income would 
remain at $7,500 unless the value of the account 
increased again. The insurance is that your income 
can only go up, cannot go down and cannot cease 
until the death of the benefi ciaries.

 – Unlike an immediate annuity, at death any balance 
in the account will go to your named benefi ciary.

These guarantees are made by an insurance company. It is 
important that you select a company that is sound and that 
has a long history of standing behind its guarantees. I suggest 
reviewing the company’s fi nancial ratings and getting a good 
understanding of the terms of the contract. A good planner 
can help you with that.

Of course, there are costs involved. The basic investment 
contract for the retirement funds is a variable annuity. Variable 
annuities have underlying costs, as do mutual funds, managed 
accounts and any investment you might make. As in any in-
vestment, one should consider if the expenses are reasonable. 
The cost of the guarantee is on top of the investment costs. 
Investing in a variable annuity with qualifi ed plan money does 
not provide any additional tax benefi ts to the retirement plan. 
But with the benefi ts of the underlying guarantees, it provides 
a reasonable expectation of a lifetime of income that a stand-
alone retirement plan cannot provide.

What does that guarantee buy? Income for retirement in-
stead of the uncertainty of what fl uctuating investments with 
increasing withdrawals might provide, the opportunity to 
have an increased income and to never have a decreased in-
come, and the elimination of the fear of running out of money 
before you run out of life.

You might consider that it is not a cost you are adding but 
a value.

The opinions voiced in this material are for general information only and are not 
intended to provide specifi c advice or recommendations for any individual. To 
determine which investment(s) may be appropriate for you, consult your fi nancial 
advisor prior to investing. All performance referenced is historical and is no 
guarantee of future results. All indices are unmanaged and cannot be invested into 
directly.

Variable annuities are long-term, tax-deferred investment vehicles designed for 
retirement purposes and contain both an investment and insurance component. 
They are sold only by prospectus. Guarantees are based on claims paying ability 
of the issuer. Withdrawals made prior to age 59 ½ are subject to 10 percent IRS 
penalty tax and surrender charges may apply. Gains from tax-deferred investments 
are taxable as ordinary income upon withdrawal. The investment returns and 
principal value of the available subaccount portfolios will fl uctuate so that the 
value of an investor’s unit, when redeemed, may be worth more or less than their 
original value.

Riders are additional guarantee options that are available to an annuity or life 
insurance contract holder. While some riders are part of an existing contract, many 
others may carry additional fees, charges and restrictions, and the policyholder 
should review their contract carefully before purchasing. Guarantees are based on 
the claims paying ability of the issuing insurance company.


