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Why Is Sequence of Returns Risk 
So Important in Retirement?

ACCUMULATION PHASE
Before we explain sequence of returns within the distribution phase, we first want to create a full picture of the savings that 
took place until retirement. Listed below are three return scenarios during the pre-retirement or commonly referred to as the 
accumulation phase, which we will illustrate and discuss.  

Let’s look at a few examples of 20 year periods and the returns of the S&P 500 index on a hypothetical $1,000,000 portfolio. 
In hypothetical scenario #1, we use the returns in the order they happened, from 1999 to 2018. In hypothetical scenario #2, 
the order of returns is flipped so that we start with the returns in 2018 and work backward to 1999. Finally, in scenario #3, an 
average compound growth rate over that period is used, which calculates to be 3.626%.

Note: the average annual growth rate of the S&P 500 index from 1999 to 2018 was 5.40% during that period, but the average 
annual growth rate is a linear measure and does not account for compounding effects. 

One of the key risks in retirement is commonly known as sequence of returns risk. This is the risk of receiving lower 
or negative returns early in a period when withdrawals are made from an investment portfolio. Early negative market 
returns can adversely impact how long retirement savings will last.

This example is for illustrative purposes only, and should not be used to predict or project future results.
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As you can see, all three scenarios end with the same balance of $2,038,918. Regardless of the order of the returns, the 
values are the same at the end of 20 years. This is because no withdrawals were taken from these accounts and they 
all had equal opportunity for the values to compound. After the accumulation phase is complete, it’s time to focus on 
scenarios in which withdrawals will take place, or the distrubution phase.

DISTRIBUTION PHASE
Instead of having 20 years to allow the $1,000,000 to grow, for the scenarios below, we are going to fast forward to 
retirement and start taking withdrawals immediately on that same $1,000,000.

For these examples, we follow the same market return scenarios as before. #1 1999 to 2018, #2 2018 to 1999, and #3 
uses the compounded growth rate year after year. 

The withdrawals start at 4% of the portfolio value and increase by 3% per year for inflation. The “4% rule” is a common 
rule of thumb introduced to the investing world in the early 1990s. This rule has been heavily debated by industry 
experts, but for illustrative purposes, we will use this number.

Let’s begin illustrating scenario #3, which shows the same level consistent returns each year while introducing the effects 
of withdrawals.

SCENARIO #3 – EXPERIENCING CONSISTENT RETURNS WHILE TAKING WITHDRAWALS
As you can see in this example, by taking $40,000 at the end 
of year 1 (1999) coupled with the average return exceeding 
the amount withdrawn, the portfolio value still increased at 
the end of year 1. The amount withdrawn increases each 
year due to 3% inflation. As you see, the values remain steady 
throughout this timeframe. 

After 20 years, a total of $1,074,815 has been taken out in 
withdrawals during retirement, and the portfolio value is still 
above $1.1 million. If your retirement were to last another 10 
years or longer, hypothetically, there is a good chance you 
will still have enough of a portfolio balance to sustain your 
withdrawals.

This scenario shows that consistent positive returns while 
taking withdrawals could potentially sustain the portfolio, 
depending on the amount of the return.
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SCENARIO #2 – EXPERIENCING LARGE LOSSES AT THE END WHILE TAKING WITHDRAWALS
In the second scenario, the illustration shows the S&P 500 index returns in 2018 working backward to 1999. The year 
2018 experienced a market return of -6.24%, which is quite a bit below average for the period; however, the returns over 
the next nine years help significantly increase the value after taking the initial $40,000 for income.

Even though year 1 was a negative return, the strong returns 
in the subsequent years set the stage for a portfolio account 
balance over the 20 years that remains stable while taking 
withdrawals out of the portfolio. During the final three of four 
years of this scenario, when the index is -23.37%, -13.04%, 
and -10.14% back to back to back, the portfolio still has over 
$800,000 in it after 20 years and after taking over $1 million 
in withdrawals.  This is due to the strong returns that start 
early in the retirement phase.

The total withdrawals in this scenario are equal to scenario #3 
in that $1,074,815 has been withdrawn; however, this chart 
shows an ending value that differs based on the returns. This 
demonstrates that when withdrawals are introduced with 
the sequence of returns to a portfolio, you can have varying 
outcomes, unlike during accumulation or without withdrawals 
coming out.

If you retired and were fortunate enough to experience 
scenario #2’s sequence of returns and continue to live 10 
more years or longer in retirement, your portfolio looks to 
be potentially well-positioned to continue to provide the 
income needed in retirement. This sequence still has the same 
average rate of return as it did in accumulation, 5.40%.
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SCENARIO #1 – EXPERIENCING LARGE LOSSES AT THE BEGINNING WHILE TAKING WITHDRAWALS
In scenario #2, we witnessed early on positive returns have a significant effect on the outcome of our ending value. Even 
though year 1 was a negative return, the subsequent positive years significantly impacted the portfolio values. What if 
the return experience at the start of retirement begins with a downturn in the market?

As you can see in this scenario, retirement is off to a great 
start with an index return of 19.53%. However, we see a 
significant downturn in years 2, 3 and 4, coupled with taking 
four years of withdrawals. The portfolio value has been almost 
cut in half, to $588,116 after only four years. And because of 
this, even with double-digit positive returns in numerous years, 
the portfolio cannot overcome the losses to recover and grow 
the portfolio value back to a level that allows it to sustain over 
time. 

Because of the sequence of returns, this portfolio has the 
potential to run out of money by continuing to use the 4% 
withdrawal rate. With a value of $170,946 at the end of year 
20 (2018), this client may have to adjust their withdrawal rate 
or change their lifestyle to lower the risk that the portfolio will 
eventually run out of money. Keep in mind that the average 
index return is still 5.40%, no different than the accumulation 
phase over these same years and no different than scenario 
#2, which had a portfolio value over $802,000 after 20 years. 
This illustrates that a negative return experience early on can 
have a significant impact on your retirement portfolio. 

These are actual returns from 1999 to 2018 of the S&P 500 
index.

HOW DO I SOLVE FOR SEQUENCE OF RETURNS RISK?
Based on these scenarios, it is apparent that relying solely on the order of which your returns come in while taking 
withdrawals could be potentially problematic during retirement.

One potential solution could be implementing a fixed index annuity for a portion of your portfolio. This strategy will 
guarantee your principal, help decrease your overall risk in the market, provide a floor where the worst-case scenario 
is a 0% return in a year, and also with an income benefit rider, either built in or for an additional cost†, provide a 
guaranteed* lifetime income that cannot be outlived.

Allocating a portion of your portfolio to an annuity solution with a living benefit rider or a SPIA (single premium 
immediate annuity) allows for growth on your other investments giving you more stability within your entire retirement 
portfolio.
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†With the purchase of any additional-cost riders, the contract’s values will be reduced by the cost of the rider. This may result in a loss 
of principal and interest in any year in which the contract does not earn interest or earns interest in an amount less than the rider 
charge.

*Guarantees are backed by the financial strength and claims-paying ability of the issuing insurance company.

Fixed index annuities are designed to meet long-term needs for retirement income. Early withdrawals may result in loss of principal 
and credited interest due to surrender charges. Withdrawals are subject to ordinary income tax and, if taken prior to 59½, a 10% 
federal tax penalty.

TA200934-1121 | For financial professional use only - not for use with the general public.

One approach worth considering is dividing the $1 million 
hypothetical portfolio into two buckets. The first bucket could 
allocate $500,000 to an annuity to generate the necessary 
income. The second bucket could remain in the portfolio. As 
you can see, between 1999 and 2018, the $500,000 in the S&P 
500 index would have grown to just over $1 million by the end 
of 2018. This portion of the portfolio could be accessed for 
discretionary income needs or be left as a potential legacy.

Why take unnecessary risks, especially when it comes to 
sequence of returns in retirement? An annuity can effectively 
address many concerns when it comes to sequence risk. It 
can help reduce your overall risk, allow you to take advantage 
of guaranteed income with a portion of your portfolio, and 
provide the opportunity to still have some market growth 
potential with a portion of your portfolio.




