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The Infamous 4% Withdrawal Rate
I received another article this week, highlighted by an investor website that touted the
virtues of the 4% withdrawal rate for fixed income and retired individuals. I scratch my
head whenever I see one of these and wonder who is doing the math. A 4% withdrawal rate
or any fixed rate of withdrawal, doesn’t factor in what I consider to be the most important
element in any withdrawal calculation. We need to cover expenses. If expenses are covered
elsewhere, and there are millions invested, then withdraw 4%...it won’t matter. For the rest
of us, we need to take into consideration all of the factors involved and how different
approaches work out in the long run. Let me explain using an example…
Let’s say my wife and I have $500,000 in investments and savings, I’m retiring next year,
and we’ll need $70,000 a year for expenses. I have a pension that will pay $2,400 a month,
my wife has a pension that will pay $600 a month, and we’ll get Social Security at about
$650 a month. That gives us $3,650 a month, or $43,800 a year, and leaves us short $26,200.
This figure is very important because this is what we need to withdraw annually from our
investments and savings. We know that we’ll be getting a return on our investments while
we withdraw, but we also know that the return in dollars will decrease as the balance
decreases. How long will our money last? Let’s enter the numbers into the Savings
Longevity Analysis tool, and take a look at the 4% withdrawal rate scenario first. We
assume a 4% return on investment and 2% inflation.
The first thing that I notice is that in the first year we’re only withdrawing $20,000 (but we
really need $26,200). So far I’m not feeling very good about this.
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As the years go by, the annual withdrawal amount continues to be reduced as the balance is
depleted (we’re getting 4% of a smaller balance each year). Looking at the bottom of the
schedule, we see that in the final years there’s a significant reduction in our withdraw
amount. The money will last until we’re 102 years old, but the withdrawal amount has been
inadequate. Again, we need $26,200 each year, and this arrangement doesn’t work.

Many people on fixed incomes are forced to cut expenses year after year, as inflation drives
costs higher. Imagine having to start with $20,000 when you need $26,200, and within 4
years only getting $18,447. In our scenario, I would be 66 years old and I’d be looking for at
least a part-time job. What went wrong? Did the money last? Yes it did. It lasted until I was
102 years old, but it never provided the withdrawal amount that I needed. So if we wanted
to say that using a 4% withdrawal rate made my money last, we could say that.
So, what do we do? There are some other factors at work here that could provide some
options. We’ll look at those in a minute, but first let’s take another look at this using the
withdrawal amount that I need. The fixed amount side of the analysis window (below)
shows the calculations for a constant withdrawal amount of $26,200 (which is what I need).
Things start out pretty good, but notice the withdrawal percentage (5.24%). It’s a bit higher
than 4% to start with, and grows quickly. A larger percentage of the balance is being
withdrawn each year, even though I’m simply taking the $26,200 that I need to cover
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expenses. The balance is being reduced faster, and this has an effect on the return on
investment, but I’m getting the withdrawal amount that I need to pay expenses.
Looking at the bottom of the schedule, we quickly see the difference in how long the money
will last. My wife and I will have taken the $26,200 that we needed to pay expenses, but it

will run out in about 24 years. Current life-expectancy tables predict that at least one of us

will still be living if not both of us. This won’t work either, but we have a clear picture of
what will happen using this approach. Simply using real numbers (we have $500,000 and
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we need $26,200, we get a return on investment, and inflation takes a bite) we can see how
things will work out. Now my wife and I can discuss how to modify our plan to prevent
experiencing a bad situation in retirement. Maybe I can delay retirement, we can change our
expected return on investment, or we could revisit our planned expenses and see if we
allocated too much in some areas. You get the point.
For comparison, changing the expected return on investment to 6% (shown below) adds
more than 10 years of withdrawals.

In conclusion, I caution anyone considering or using a constant withdrawal percentage
when calculating a fixed income scenario. Consider all of the factors when determining how
long savings will last, and factor them into the calculations. Then try a variety of different
scenarios to hone in on a workable plan, or sit down with a Financial Advisor. Be sure to
consider recent statistics on life-expectancy, the stability of Social Security, and what
inflation rate we can anticipate. Any guesswork that we can remove from our fixed income
future is well worth the effort.
Chris Simber
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The complete schedule used in the example:
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