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When accumulating assets, 
lower-cost, equity-based port-
folio models tend to build more 
terminal wealth than their high-
er-cost counterparts (Pang and 
Warschawsky, 2009; Vernon, 
2009). In most fi nancial plan-
ning applications, lowering net 
investment costs raises net in-
vestment returns. When saving 
for retirement, consumers have 
some fl exibility in determining 
how long to continue working 
and how much to add to their 
personal retirement savings. Building wealth is 
mathematically straightforward; any time value of 
money equation for future value ties growth to net 
return.

growing a nest egg – 
future value formula

A future value for any long-term goal can be ma-
nipulated by increasing the number of periods in 
which savings will occur, raising payments towards 
a goal or raising the net return associated with the 
goal. Translated to a retirement planning model, a 
larger nest egg can be reached by: 

•	 Delaying retirement (increasing n)

•	 Increasing monthly retirement savings 
(higher contributions)

•	 Achieving a higher net return through 
either a higher gross return and/or lower 
investment costs

All three options help build a larger nest egg, 
but raising gross return is often limited by risk tol-
erance preferences. Clients are not able to achieve 
higher, prudent, long-term gross return if they are 
risk averse or if they dial down equity and aggres-

sive bond holdings in their portfolio as they ap-
proach retirement. With a potential limit to the 
reach of gross returns, manipulating costs may be 
the only method of raising the net return and max-
imizing a nest egg at retirement. 

more about costs

Planning for retirement requires consumers to 
build a nest egg. This nest egg is theoretically en-
hanced by lowering direct and indirect investment 
costs. However, consumers may benefi t from pay-
ing some investment costs if they increase gross 
return by working with a mutual fund manager 
who exceeds his or her peers at a constant level of 
risk, or paying an investment adviser an annual fee 
to review asset allocations in multiple retirement 
accounts. Higher cost portfolios with guaranteed 
components may fi nd higher retirement success 
rates than their lower cost, nonguaranteed coun-
terparts (Lemoine et. Al, 2010; Milevsky & Young, 
2007; Horneff et. Al, 2008).  

A recent study intended to show the incremen-
tal cost of retirement portfolio success. Five popu-
lar retirement savings strategies were modeled to 
compare client annual portfolio costs and retire-
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ment success. They included investing in:
•	 Mutual funds for the do-it-yourself (DIY) investor

•	 Mutual funds working with a financial services 
provider (FSP)

•	 Variable annuity contract

•	 Immediate annuity

•	 Fifty percent mutual funds, 50 percent immediate 
annuity

To test retirement goals, an initial sum of $1 million was 
credited to a 65-year-old client. This portfolio was subjected 
to client income needs, defined as an inflation-adjusted 4.0 
percent annual withdrawal rate, common to other retirement 
modeling scenarios (Milevsky, et al., 2006). Monte Carlo 
analysis was applied to each strategy and 1,000 trials were run. 
Life expectancy was randomized by the 
software tool used. Any trial that had 
money remaining at death was consid-
ered a success, and trials that reach a 
portfolio value of $0 during retirement 
or a year where cash flows did not meet 
required needs were considered a fail-
ure. The Financeware Monte Carlo tool 
was used to model all trials.

Client asset allocations followed 
one of two approaches: The DIY client 
utilized a simple 20 percent large cap 
stock, 70 percent bonds and 10 percent 
cash allocation. Fixed-income returns 
were modeled on the previous 10 years of CRSP Bond Data; 
domestic equities were modeled using the Russell 1,000; in-
ternational equities using the previous decade of the MSCI 
EAFE index; and cash was modeled using a T-Bill proxy. 

Clients working with a financial adviser, in both mutual 
fund and variable annuity trials, employed a more sophisti-
cated asset allocation than a DIY client. Advisor-assisted al-
locations were comprised of 60 percent bonds, 25 percent do-
mestic equities (20 percent large cap and 5 percent small cap), 
10 percent international equities and 5 percent cash. This al-
location utilized a more developed diversification to reflect po-
tential value or detriment of working with a financial adviser. 

mutual funds – diy allocation 
This client experienced average mutual fund costs (1.21 per-
cent) and administrative fees (0.05) without any additional 
fees associated with working with a financial advisor. Total 
costs were 1.26 percent.

mutual funds – fsp

This trial assumed 1.21 percent in mutual fund costs and an 
additional 50 basis points to model revenue paid to an FSP. 
Administrative fees of 0.05 percent were included, raising to-
tal costs to 1.76 percent. 

variable annuity 
This trial assumed subaccount fees equal to those in a mu-
tual fund (1.21 percent) with an additional 85 basis points 
for mortality and expense charges (0.85 percent) and 65 basis 
points (0.65 percent) for a guaranteed income rider, which 
provided a base of 5 percent of the highest annual account 
value regardless of portfolio value. Annuity costs were based 
on the average of two major insurers’ deferred variable annu-
ity products in the spring of 2011. Total costs of the annuity 
model were 2.71 percent. 

Variable annuity trials were split into two groups: trials that 
were successful without accessing a guaranteed income benefit 
and those that failed. Failed trials were then reviewed to deter-
mine if guaranteed income benefits would have altered client 
success. Variable annuity trials that failed the second trial con-
tinued to provide a fraction of retirement needs.  

immediate annuity

Any allocations utilizing an immediate annuity considered the 
purchase price of such a contract in July 2011. For a 65-year-
old male, $100,000 purchased an annual benefit of about 
$6,800 with a highly rated insurance company. These benefits 
did not adjust for inflation and did not include any survivor 
payments.

The direct cost of an annuity to a client was the premium 
cost. However, stating this cost was misleading. The client re-
ceived a cash-flow stream in return for his or her premium. 
The true cost of a contract could only be determined once the 
cash flows had stopped at the death of the client.  

While working with a financial 
professional costs more than going it 
alone, retirement income guarantees 
and appropriate allocations can be well 
worth the extra expense. 



FALL 2011 | The Wealth Channel Magazine | 45

Immediate annuity costs were to be deter-
mined retroactively at death, subtracting the 
present value of benefits from the initial pre-
mium amount ($1 million). A risk-free rate 
of 3.0 percent was applied when discounting 
annuity costs. The aggregate contract cost 
could then be annualized over the period of 
time a client received payments. 

blended approaches

A blended approach of mutual funds and an 
immediate annuity account were considered. Fifty percent of 
the portfolio was placed in actively managed mutual funds 
and the remaining 50 percent went toward the purchase of an 
immediate annuity. This strategy allowed consumers to main-
tain liquidity in mutual funds but lock in the guarantee of an 
immediate annuity purchase. 

results

All model success rates were between 83 percent and 
98 percent, mirroring similar literature using Monte 
Carlo techniques on retirement planning distribu-
tions (Lemoine, et. al., 2010). Initial client spending 
of $40,000 was inflated at 3.0 percent annually. Cli-
ent life expectancies varied from 66 to 113.  

•	 100 percent mutual funds—DIY client: 827 
trials succeeded and 173 failed, for an 82.7 
percent success rate. First-year costs associated 
with this strategy on a $1 million portfolio 
were $12,600.

•	 100 percent mutual funds with FSP: 844 
trials succeeded and 153 failed, for an 84.4 
percent success rate. First-year costs including asset 
management fees were $17,600. 

•	 100 percent variable annuity with guaranteed income 
option: 767 trials succeeded and 233 failed, for a 76.7 
percent success rate. The failed trials were modeled 
using the stated 5 percent of premium guaranteed 
retirement income rider, and of the 233 failed trials 
36.5 percent reverted to passing. In all, 852 trials 
succeeded and 148 failed, for an 85.2 percent success 
rate. First-year contract costs were $27,100. 

•	 100 percent immediate annuity: 928 trials succeeded 
and 72 failed. Failure tended to occur when clients 
lived past age 95. 

Fifteen percent of trials resulted in death at or before 
client age 74; 25 percent at or before age 78; 50 
percent of trials resulted in death at or before age 84; 
and 75 percent of all trials incorporated death by age 
92. All trials showed death no later than age 113. The 
longer a client lived, the lower the effective cost of an 
annuity purchase was to the client. After a client lived 
past 85, the indirect annuity cost to the client dropped 
to $0.

In modeling a $1 million immediate annuity for a 
65-year-old, optimal life expectancy was between 85 
and 95. During this decade, the client realized an 
indirect, cost-free annuity contract and did not exhaust 
resources. While 49.6 percent of clients lived to age 85, 
only 13.9 percent made it to age 95. Approximately 
35 percent of trials had death during this optimal life 
expectancy.

•	 Fifty percent mutual funds, 50 percent immediate 
annuity: 972 trials succeeded and 38 failed, for a 97.2 
percent success rate. Annual costs were $8,800 for 
mutual fund and adviser fees, and ranged based on 
age of client death for the immediate annuity from 
$30,433 to $0. 

Death Percentile age of Death
annualized cost of 
annuity to client  

15% 74 $60,433

25% 78 $26,029

50% 84 $1,813

75% 92 $0

The accumulation of assets is driven 
by maximizing return, for a given level 
of risk, considering payments and 
time to save towards a goal. 
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conclusion

When considering annuity distribution 
strategies, costs stand independent of suc-
cess rates. While working with a fi nancial 
professional costs more than going it alone, 
retirement income guarantees and appro-
priate allocations can be well worth the ex-
tra expense. 

Ideally, clients would not continue draw-
ing 4 percent out of a portfolio if their re-
tirement assets decreased at a rate higher than projected. Re-
ducing withdrawal rates would raise success percentage across 
all four savings tools. Clients may also choose to change asset 
allocations in retirement, which might positively or negatively 
infl uence results. Current federal and state taxation and po-
tential tax reform actions were not addressed here, but could 
certainly infl uence success rates. 

Both annuity options had failures, but the failures were not 
catastrophic. Using 100 percent variable annuities, the client 
would receive a stagnant cash fl ow of $50,000 annually over 
their lifetime, and for every $100,000 annuitized the client 
would receive $6,800 annually over their lifetime. These cash 
fl ows might not sustain 100 percent of retirement spending, 
but offer more than mutual fund failures, which would result 
in 0 percent ongoing cash fl ows. 

While the immediate annuity option had the highest per-
centage of success of any single product offering, clients must 

maintain liquid emergency funds outside of an immediate 
contract. An immediate annuity does not offer a bequest mo-
tive at death; the contract modeled would pass $0 assets to a 
surviving spouse or children. Combining strategies was valu-
able to help clients achieve a bigger bang for their buck. A 
basic combination of 50 percent mutual funds and 50 percent 
immediate annuity contract addressed the issue of liquidity 
and provided a much higher success rate than either strategy 
alone. 

The accumulation of assets is driven by maximizing return, 
for a given level of risk, considering payments and time to 
save towards a goal. These principles are not consistent when 
discussing retirement distributions. The DIY portfolio had 
the lowest fi rst-year costs of $12,600, but also experienced 
the lowest success rate. True retirement income success comes 
from blending diversifi cation, guarantees and withdrawals 
into a plan that can help your clients sleep at night. 

Portfolio success rates across strategies

The DIY portfolio had the lowest 
fi rst-year costs of $12,600, but also 
experienced the lowest success rate.


