Investing in Retirement Part
3
In part 1 of this series, I discussed
the big issues that retirees face in
investing. In part 2, I demonstrated
the risks of becoming an income
focused investor, and showed how to
deal with several broad asset classes
as a retiree. In this post, I’m going
to talk about some ways to minimize
sequence
of
returns
risk
by
minimizing how much of your portfolio
has to have a safe withdrawal rate applied to it.
Non-Portfolio Income
Many investors wonder how to include their Social Security,
pension, or immediate annuity in their asset allocation. The
beautiful thing about these non-portfolio sources of income is
that you simply DON’T HAVE TO include them in your asset
allocation. Instead, use these sources of income, especially
if they are inflation-adjusted, to reduce your need for
income. If you need $100,000 a year to live on, and Social
Security will provide $30,000 a year for you and your spouse,
then your portfolio only needs to provide $70,000 in income.
This decreases your sequence of returns risk by 30%. If you
also have a pension that provides $20,000 in income, your
sequence of returns risk is now decreased by 50%, since the
portfolio need only provide $50,000 in income. If you don’t
have a pension, you can buy one. It is called a Single Premium
Immediate Annuity (SPIA), and can even be purchased with an
inflation-adjustment. These common, competitively-sold,
straightforward insurance products (in contrast to most
annuities) are easy to understand. You pay one lump sum to an
insurance company, and they send you money every month until
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Social Security Planning

Many retirees fail to understand the importance of their
decisions about Social Security. I blame the government for
this overly complex system, just like I blame it for the
difficult financial planning issues new doctors are facing in
deciding how to deal with their student loans. Your only
defense is spending the time to understand how the system
really works. While every situation is a little different,
there are a few general rules about when to take Social
Security:
1. If you are very healthy, take it later.
2. If you are not healthy, take it earlier.
3. If you are married, both spouses probably shouldn’t take
it at the same time.
4. The higher earner should generally take Social Security
at age 70, while the lower earner should take theirs
earlier.
Every retiree needs to put Social Security planning on their
retirement checklist. If you are doing your own planning, I
recommend you read something like Mike Piper’s Social Security
Made Simple and perhaps even use one of the relatively low-

cost online calculators. If you’re using a financial planner,
make sure this topic is covered in depth. If he seems to be
glossing over it, it is probably because he doesn’t really
have a handle on this critical detail, a real concern for a
financial planner.
How To Take A Pension
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Upon retirement, those who have earned a pension are often
offered several choices about how to take it. They may be able
to take a lump sum. They also may be offered payments for
life, with several different categories if they are married. A
typical offer might be a lump sum, 100% of a lower payment
each month until both you and your spouse die, or a higher
payment in exchange for a lower payment (perhaps 50-75% of the
higher payment) after one of the two spouses dies. In each of
these situations, it’s best to run the numbers to decide what
you should do. For example, in the lump sum vs annuity
decision, it’s pretty easy. Look at what the lump sum would
purchase on the SPIA market. If there is an inflation-

adjustment or a health care aspect to the pension, be sure to
account for those benefits. If a SPIA available for the lump
sum pays more than the pension, take the lump sum and buy a
SPIA. If not, annuitize the pension. In general, I would
caution you NOT to take the lump sum and toss it into the rest
of your portfolio (or worse, spend it.) This is a time in life
to be reducing your sequence of returns risk, not increasing
it.
When trying to decide what type of annuitized option to take,
consider the health of you and your spouse, the age difference
between you, and the consequences of lowered income in the
event of one spouse dying long before the other. If a 25% drop
in that pension payment is no big deal, (especially with only
one mouth to feed, clothe, house, and take on vacation) then
the higher payment available is probably a great option. If it
would be a big deal, then perhaps 100% payments until the
second death would be best. You could also use an insurance
product to evaluate how good of a deal you’re being offered.
For example, since a option where the second to die spouse
only gets 50% of the payment pays more than one where the
spouse gets 100% of the original payment, you could use all or
a portion of that payment to buy a permanent life insurance
policy on the first to die. Upon the first death, the death
benefit can be annuitized to make up the difference in
payments. The key is to compare the pricing of the insurance
policy to the difference in annuity payments.
How to Buy A SPIA
I’ve written before about SPIAs. There are a few things to
keep in mind when purchasing one. First, just like with Social
Security the later you buy one the better. If you buy one when
relatively young (say your 50s) the main effect on the
payments comes from current interest rates. If you buy one
when older (say your 70s) the main effect comes from your age,
minimizing the effect of our relatively low interest rates.
Plus, simply by their nature, they pay a lot more when you’re

older. You may only get 4-5% a year (3-4% if inflation
adjusted) for a SPIA bought in your 50s, not much different
from a 4% SWR. However, you could get 8-10% (6-7% if
inflation-adjusted) in your 70s. The longer you wait to
purchase one, of course, the longer you have for your money to
grow at a rapid pace if invested aggressively. While there is
risk there, the actual return from a SPIA isn’t great. It’s
insurance against running out of money, and mixing insurance
and investing usually lowers returns.
Second, give very careful consideration to planning for
inflation with a SPIA. You can often buy an inflation-adjusted
SPIA, but that inflation-adjustment may be capped at just 3%.
If we hit an era of moderate or even high inflation, that
isn’t going to help much. You might be better off just buying
a nominal SPIA, with a plan to either buy another one or two
in a few years, or using more standard investments in the rest
of the portfolio and getting your inflation adjustments there.
Last, remember that the guarantees in a SPIA are only as good
as the insurance company backing them. Check into your state
insurance guaranty corporation. They probably only “insure” up
to $100-250K in annuity values for each spouse. If you wish to
annuitize more than that (and many doctors will), consider
using several different companies to provide some
diversification against the risk of insurance company failure.
Rents as Non-Portfolio Income?
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The further we go into this series, the more it is becoming
obvious that for retirees, just like for young physicians, the
complicated issues aren’t necessarily investing issues, but
financial planning issues. The actual investments just aren’t
that different. Paid-off real estate, however, can almost be
looked at as “non-portfolio” income, especially with very
stable rents. A good argument can be made that a very stable
rental income stream can be used to reduce your need for

portfolio income, just like a pension, Social Security, or a
SPIA. There are no guarantees (and a new roof eats up a lot of
that “guaranteed” income) but some would argue that the
guarantees from a corporation, an insurance company, or even
the US government aren’t worth much anyway. Rental income,
although taxed differently, spends just as well as Social
Security income.
In Part 4, we’re going to talk about some early retiree
financial issues and discuss how to benefit from tax
diversification.
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What do you think about these sources of non-portfolio income?
Do you plan on getting Social Security? Do you consider rental
real estate as part of your portfolio, or a separate source of
income? Comment below!

