
Retirement Income Source Diversification 

 

The purpose of this website is fairly limited: to help retirees develop a spend-down strategy for 
self-managed assets, and I acknowledge that I have no special expertise in either asset 
management or financial planning.  Nonetheless,  I will occasionally venture (with some 
trepidation) into the larger area of managing financial risks in retirement.  This article will 
examine several retirement income diversification strategies as a means of managing these 
various risks (investment, longevity, inflation, volatility, flexibility, spending too little, spending 
too much, etc.)   

Many financial experts recommend that retirees diversify the sources of their retirement income.  
For example, my friend Steve Vernon stated in his September 4 2013 Moneywatch blog post, 

"I like having different sources of retirement income that spread your risks, just like diversifying 
your investments while you're building your nest egg. The best situation is to optimize your 
income from Social Security, have significant lifetime income from a pension or annuity, and 
then invest your IRA, 401(k) and other retirement savings for supplemental income and a 
source of ready cash." 

I agree with this statement from Steve.  As I have said in previous posts, it would not be 
unreasonable to address most of the financial risks in retirement by employing some 
combination of guaranteed lifetime income with periodic withdrawals from self-managed assets 
(in addition to deferring commencement of Social Security benefits).  I leave it up to the 
retirement researchers like Wade Pfau and Larry Frank, Sr. to tell us what the optimal 
combination of insurance and self-managed assets might be.  Dr. Pfau has previously explored 
this area in his papers about the efficient frontier of investment alternatives and Frank Sr., 
Mitchell and Pfau recently published a paper noting that delaying the purchase of an immediate 
annuity until later ages and self-managing assets until that time can be expected to produce 
superior results to purchasing an immediate annuity at retirement or self-managing all assets.    

Interestingly, Steve Vernon was describing his diversification philosophy above in an article 
encouraging individuals to elect the annuity option under a defined benefit plan rather than the 
lump sum option.  Similarly, my previous post noted that the head of the Pension Benefit 
Guaranty Corporation, Josh Gotbaum, believes individuals who chose the lump sum option 
rather than the annuity option in a defined benefit plan are making a mistake.   And, if a retiree 
already has significant amounts of self-managed assets and no annuity income (other than 
Social Security), I am more inclined to agree with Steve and Josh.  But, what about the situation 
where the retiree doesn't have significant amounts of self-managed assets?  For instance , you 
plan to use most of your IRA or 401(k) assets to enable you to delay commencement of your 
Social Security benefit or you just haven't saved that much in your 401(k) plan.  In these cases, 
you can still diversify your retirement income sources by taking the lump sum distribution from 
the defined benefit plan, rolling that amount over to an IRA, using a portion of the proceeds to 
buy some type of life insurance annuity product and self-managing the remainder.  And even if a 



retiree does have significant amounts of self-managed assets, it can still be in the retiree's 
financial interest to take the lump sum and roll it over for the purpose of income source 
diversification.  The bottom line is that in order to achieve more diversification of retirement 
sources, sometimes it may make sense to elect the lump sum option from a defined benefit 
plan.  In this article, we will look at three such diversification approaches and compare them with 
the 100% annuity and the 100% self-managed approaches.   

 To make the comparisons somewhat easier, we are going to assume that our hypothetical male 
retiree (whom we will call Bob) just turned age 65 and has $100,000 in accumulated retirement 
savings in his IRA account in addition to his Social Security benefit.  Bob has no defined benefit 
plan benefit.   

Recently the Hueler Solutions website indicated that a 65-year old male with $100,000 could 
purchase an immediate life annuity of $602 per month, or $7,224 per annum.  I asked a friend of 
mine from my old actuarial firm to find a single interest rate and male mortality table that 
approximately matched this monthly annuity amount.  He told me that the "Estimated 2014 Non-
Annuitant Scale BB Male Mortality" (an IRS table used for pension plan funding) and a fixed 
interest rate of 4.15% produced an annuity purchase rate of $13.85094, which if divided into 
$100,000 produces an annual amount of $7,220.  The reason I solved for an actuarial basis that 
produced a result that was almost the same as quoted by Hueler Solutions was to be able to 
use that same actuarial basis to approximately price a deferred annuity starting at age 80 and 
an immediate annuity starting at age 80 (because these purchase rates are not shown on the 
Hueler Solutions site).  As insurance company commissions, adverse selection charges, etc. 
may vary by age at annuity commencement, policy size and other factors, and interest rates 
used for pricing may vary by year, I recognize  that this simplifying methodology may lead to 
some inaccurate comparisons.   

To set the stage for the comparisons, we will first look at the two single source options that most 
people are familiar with--the 100% immediate life annuity and the 100% self-managed assets 
approaches.  Again, for simplicity purposes, payment amounts discussed will be on an annual 
basis, even though annuity amounts are generally paid monthly.   

Option 1--100% Immediate Annuity 

Using the actuarial basis described above, Bob can purchase an immediate annuity with his 
$100,000 savings and receive an annual benefit of $7,220 payable for as long as he lives.  
Payments under the contract cease upon his death.  In the first year of his retirement, the 
payments under the contract represent 7.2% of his investment of $100,000.  Frequently a 
percentage like this is compared with the amount payable under the 4% safe withdrawal rate 
(i.e., 4%) as an argument in favor of purchasing the annuity.  However, if inflation is 3% per 
year, this fixed dollar payment will steadily decrease in real dollars for as long as Bob lives.  If 
he dies at age 94 just prior to his 95th birthday, his final year's inflation-adjusted payment will be 
$3,064. 

Option 5--100% Managed Assets 



Yes, I know that Option 2 generally follows Option 1, but I have purposely placed this option at 
the other end of the five option spectrum (see Tables below) with the three diversified options in 
between. 

Using the "Excluding Social Security 2.0" spreadsheet on this website and inputting $100,000 of 
accumulated savings, no immediate annuity income, no deferred annuity amounts, 30-year 
payout period, 5% investment return, 3% inflation and no amount left to heirs, the resulting 
withdrawal amount for the first year is $4,345 (or close to 4%).  If you input these items and look 
at the runout tab in the spreadsheet, you will see that the payout in year 30 is anticipated to be 
$10,239.  Of course, there are no guarantees under this approach that input assumptions will be 
realized, so actual payout amounts could vary significantly from those shown in the runout tabs.   
Some may argue that the expected investment return on managed assets should do better than 
the managed bond portfolios and commissions imbedded in insurance annuity quotes, but 
others argue that these higher expectations come with more risk that should be discounted.  
Under this option, there is also a chance that investment returns will average below 5% per 
annum. 

Option 2--Purchase Immediate Annuity w/50% of Assets, Remainder of Assets Self-
Managed 

This alternative is reasonably self-explanatory.  I have assumed that the same annuity purchase 
rate would apply for a $50,000 annuity purchase as a $100,000 purchase discussed above, 
which is generally not the case.  

To get the expected total payout stream under this alternative, I inputted $50,000 of 
accumulated savings, $3610 in immediate annuity and the same remaining items used for the 
100% Managed Asset alternative.  

Under this alternative, payouts/withdrawals would start in the first year at $4,704 in total ($3,610 
from the insurance contract and $1,094 from accumulated savings) and would increase by 3% 
per year.  So under these assumptions (and assuming no more and no less is withdrawn each 
year from the managed assets), total annual payments/withdrawals would be about 8.3% higher 
each year than under the 100% managed approach, but still lower for many years than under 
the 100% annuity purchase approach.   

Option 3--Purchase Deferred Annuity at 65 With Payments Commencing at age 80, 
Managed Assets for the Reminder 

Instead of buying an immediate annuity, under this option, Bob buys a deferred annuity of the 
same amount of $7,220 per year, but with payments commencing at age 80.  No payments will 
be made under the insurance contract to anyone if Bob dies prior to age 80.  Under the actuarial 
basis set forth above, the annuity purchase rate for this contract would be $3.19861 for each 
dollar of benefit payable commencing at age 80, or a single premium paid at age 65 of $23,094 
for the insurance contract and leaving managed assets of $76,906.   

To get the total annual amount payable/withdrawn each year under this alternative, I input into 
the "Excluding Social Security 2.0" spreadsheet accumulated savings of $76,906, $0 immediate 



annuity, $7,220 deferred annuity and 16 years for deferred annuity commencement year and 
the same items as input previously.  Doing so gives me a first year withdrawal of $4,986, or 
almost 15% higher than under the 100% managed approach. 

Option 4--Managed Assets, Then Purchase Immediate Annuity @80 

Under this option, Bob uses the managed asset approach until he reaches age 80 at which time 
he takes his entire accumulated savings and buys a fixed income immediate annuity.  I have 
assumed that Bob uses the approach in Excluding Social Security 2.0 to determine his first year 
withdrawal of $4,345 as determined for the 100% Managed Asset approach under the same 
assumptions discussed above.  Looking at the run-out tab, he would be expected to have a 
withdrawal of $6,572 in his 15th year of retirement and assets at the end of that year of $89,057.  
Assuming the actuarially consistent purchase rate for an 80-year old of 7.30865 remains 
unchanged for the next 15 years, Bob could buy an annuity commencing at 80 in the amount of 
$12,185 per year (fixed) for the rest of his life.   

Present Value Comparisons 

 

Table 1 compares the present value of payments/withdrawals under the five alternatives 
discussed above assuming death occurs at age 75, 85 or 95.  The first number shown for each 
age at death is the present value of payments/withdrawals while Bob was alive, while the 
second amount shown (in parenthesis) is the present value of total amounts payable/withdrawn, 
including amounts passed along to survivors at death (assuming no estate taxation).  Thus, for 
example, if Bob dies at age 75 and has chosen Alternative #5--100% Managed Assets, the 
present value of amounts withdrawn for his benefit will be $39,909 under these assumptions, 
with a present value of $60,091 (for a total of $100,000) remaining at death.  Note that the dollar 
amount of assets remaining at age 75 (from the runout tab) is $97,883, but the present value at 
age 65 of that amount discounted at 5% per year for 10 years is $60,091. 



What is the significance of the two different numbers shown at each age at possible death?  
You may or may not be bothered by the fact that significant amounts of money may remain after 
your death.  The options involving annuity purchases generally provide a higher percentage of 
benefits to the individual while he is alive than the more self -managed options, but less payout 
flexibility.  

For you mathematicians out there who feel compelled to check every number in this table, I 
admit to using inconsistent rounding techniques, so present value amounts shown in the table 
may be off in the last digit.   

For those who argue that investment return expectations for managed assets should be 
significantly higher than whatever the true basis might be for today's immediate annuity 
purchases, I have included a second table that is the same as the first except investment return 
for managed assets is assumed to be 6% per annum rather than 5% per annum. 

 

There are many more diversified alternatives that can be developed by varying the timing of the 
purchase decision (should purchases be dollar averaged?), the amount of the annuity 
purchased, and the commencement of annuity payments. Examination of every conceivable 
option is beyond the scope of this article and probably wouldn't help individuals decide on the 
best approach for them.  

These tables show that higher initial payments can be achieved through the purchase of annuity 
contracts.   Depending upon the age at death, there is no clear winning option under these 
assumptions.  The three diversified options provide retirees with a compromise in terms of 
handling the various risks in retirement when compared with the non-diversified approaches.  

Conclusions 



It is not unreasonable to manage risks in retirement by diversifying sources of retirement 
income.  As noted above, this could involve maximizing Social Security benefits (by deferring 
commencement), utilizing some life insurance company annuity products (or defined benefit 
plan annuity income) and utilizing a rationale spend-down strategy for managed assets. 

Given current low interest rates and research performed by Msrrs. Frank Sr., Mitchell and Pfau, 
it may make sense to defer annuity purchases.  Once an annuity has been purchased, it cannot 
be un-purchased. 

The decision of how to structure a retirement-source diversified portfolio is not an easy one. 
When to buy an annuity product?, when should it commence?, how much should be spent on 
annuity products?  It would certainly help the decision-making process to know when you are 
going to die, what future investments will earn, what future inflation will be, how much you care 
about remaining assets at death, etc.  Since most of us don't know these things, we have to use 
our best judgment and/or rely on financial advisors.  The "experts" say that it makes sense to 
hedge your bets by diversifying retirement income sources.  So you can presumably start there. 

Word of caution:  Anyone who claims to know what the best option is for you must know a lot 
about your personal financial, health and marriage situation as well as future economic factors 
like investment returns, inflation, etc.  Be careful out there.  You and/or your financial planner 
should evaluate the implications of the 100% options as well as diversified annuity/self-
managed options before you make these important retirement risk management decisions.  
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As discussed in the March 2010 article contained in this website, there are many risks associated with self-insuring your own 
retirement. The general process described in the article and sample spending calculators in this website are made available to you 
as self-help tools for your independent use and are not intended to provide investment or financial advice. As with all planning tools, 
the reasonableness of the results (in this case, your “annual spendable amount”) is a function of the accuracy of the data and 
assumptions that you input. Since you control these items as well as investment of your accumulated savings, we can make no 
claims or guarantees that you will not outlive your accumulated savings or experience significant decreases in amounts that may be 
spent in a future year if you follow the process described in this website. We assume no responsibility for those individuals who may 
outlive their accumulated savings or who may otherwise become dissatisfied in any way (or believe that they have suffered 
financially) by following the process described in this website as compared with some other strategy. All articles and sample 
spending calculators on this website are provided purely for your educational purposes. You are encouraged to seek professional 
advice from qualified investment/financial professionals before committing to any retirement spending plan and should not simply 
rely on the results you may obtain with the process and sample spending calculators described in this website. 


