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For retirement planning purposes we often use return assumptions based on historical market index 

return data, but at the same time ignoring the prospects of adding additional returns to your portfolio 

returns without a corresponding increase in the volatility or uncertainty thereof. Typically, this can be 

done through active management of your investment portfolio, i.e. employing active managers to 

manage your investment portfolio and via good stock selection and market timing processes it is 

possible to add additional return beyond ordinary market returns, sometimes even at lower volatility 

than the market index return.  

 

However, let me state at the onset that the value-add of active management is nothing but certain – 

empirical evidence points to the fact that most active managers under-perform market benchmark 

returns over any given investment period. Thus, it is not really like 50% of active managers are doing 

better than the market benchmarks, it is more like 10-20% of active managers are outperforming. 

Therefore, it is sensible to use market return assumptions for retirement planning purposes, rather 

than relying on significant outperformance by active investment management. 

 

Notwithstanding, active investment managers have been around “forever”, while low-cost investment 

funds that specifically track market returns across asset classes are relatively a new addition to 

investment management, otherwise known as passive index trackers. In recent times, low-cost, 

passive multi-asset solutions have come to the fore as an investment option for individual investors. 

These evolving trends, undoubtedly, helped to reduce the cost of active investment management too 

as both strategies vie for individual investors’ attention. Thus a “win-win” situation emanated for 

investors as both investment strategies can be employed at much reduced costs than maybe 5-10 

years ago. 
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The purpose of this short article is to illustrate the differences active portfolio management could 

make to the outcome of your retirement plan, both positive and negative effects. 

 

An example 

 

In the following examples I generated 5,000 simulations per scenario to present a statistical 

distribution of possible outcomes. 

 

Default situation: Tracking market returns 

 

Say, you’re saving 12.5% of your gross annual income towards your retirement plan and will be 

contributing for a period of 38 years before official retirement. Your annual income will grow in line 

with inflation over this period, say 5% per annum. You’re investing in a portfolio of assets that will 

yield an expected 5% real market return per annum, thus about 10% nominal market return per 

annum. This is achieved by investing in a low-cost, multi-asset, market index-related fund over the 

period.  

 

Market returns do not accumulate in a straight line, however, and one will expect a volatility in returns 

(standard deviation) of about 12%, thus about 67% of the time nominal portfolio returns will vary 

between approximately -2% and 22% per year.  

 

At retirement you would require that your retirement fund will yield 80% of your final year’s income 

prior to retirement (replacement rate = 80%).  

 

What initial withdrawal rate (drawdown rate) from the accumulated retirement fund would be 

required to meet the desired income need at retirement (80% replacement rate)? 
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Table 1: Initial withdrawal rate required, based on 5,000 simulations 

90th percentile 3.5% 

75th percentile 4.7% 

60th percentile 5.8% 

median  6.5% 

40th percentile 7.3% 

25% percentile 9.0% 

10th percentile 11.7% 

 

Between the 40th and 60th percentile of simulated outcomes – being the most likely outcomes – the 

initial withdrawal rate required would be between 5.8% and 7.3% of the retirement fund value at 

retirement. 

 

These withdrawal rates most likely are too high to ensure long-term sustainability of the retirement 

plan – typically anything below 5% withdrawal rate will lead to a much better chance of sustainability.     

 

Alternatively, if one limits the initial withdrawal rate to a maximum initial level of 5%, what 

replacements rates are most likely? 

 

Table 2: Replacement rate possible at a 5% initial withdrawal rate 

90th percentile 114% 

75th percentile 85% 

60th percentile 69% 

median  62% 

40th percentile 55% 

25% percentile 45% 

10th percentile 34% 

 

Thus, considering the range of outcomes in the 40th - 60th percentiles, a replacement rate between 

55% and 69% is possible, thus a notable shortfall from the desired 80%. 
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“Sunny side up”: Active management adds value 

 

Let us consider the scenario where astute active management adds to your overall portfolio return 

experience over time. The same assumptions as before will apply, but, say, instead of 5% real return, 

active management causes a 6% real return per annum plus it comes at a slightly lower volatility than 

market returns, say, at 11%.  

 

How will that impact the prospects of the retirement plan?  

 

Table 3: Outperformance by active management and effect on initial withdrawal rate  

Category 

Initial 
withdrawal 

rate 

Implied 
replacement 

rate 

90th percentile 2.9% 139% 

75th percentile 3.8% 106% 

60th percentile 4.6% 88% 

median  5.1% 78% 

40th percentile 5.7% 70% 

25% percentile 6.9% 58% 

10th percentile 8.8% 45% 

 

Considering the 40th to 60th percentiles: The initial withdrawal rate required to meet a replacement 

rate of 80% will drop to 4.6%-5.7% of retirement fund value, making it significantly more likely that 

the retirement plan will be sustainable for a long period (20 years or longer) after retirement. Likewise, 

if the initial withdrawal rate was locked at 5%, then the plan would have been able to provide between 

70% and 88% replacement rate, basically meeting your income requirements at retirement. 
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“Promises, promises...”: Active management lets you down 

 

Now, instead of outperforming market returns, active management leads to lower-than-market 

returns, for example, 4% real return per annum at 11% volatility versus a market index real return of 

5% per annum and at 12% volatility. 

 

Table 4: Under-performance by active management and effect on initial withdrawal rate 

Category 

Initial 
withdrawal 

rate 

Implied 
replacement 

rate 

90th percentile 4.5% 89% 

75th percentile 5.9% 68% 

60th percentile 7.1% 56% 

median  8.0% 50% 

40th percentile 8.9% 45% 

25% percentile 10.5% 38% 

10th percentile 13.4% 30% 

 

Considering the 40th to 60th percentiles:  The initial withdrawal rate required will increase from 7.1% 

to 8.9% of initial retirement fund value. These withdrawal rates will make the long-term sustainability 

of the plan very unlikely. Alternatively, if initial withdrawal rate at retirement was pegged at 5%, then 

the plan would replace only between 45% and 56% of the final year’s income prior to retirement, a 

long way short of the desired 80% replacement rate. 

 

Synopsis: 

 

Better-than-market returns can absolutely enhance the longevity of your retirement plan. But, 

unfortunately it is not a given, nor would it be prudent to base your projections on such assumptions. 

One should choose your active manager wisely, and that entails much more than studying only the 

latest fund performance tables. Likewise, index trackers are not “risk-free”, nor “free from error-in-

design” in some instances.  Advice required? You bet… 
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Graphical illustration of the effect of portfolio return differences on initial withdrawal rate 
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Disclaimer: 

 

 

Please note that all the material, opinions and views herein do not constitute investment 

advice, but are published primarily for information purposes. The author accepts no 

responsibility for investors using the information as investment advice. Please consult an 

authorised investment advisor. 

 

Unless otherwise stated, the author is the sole proprietor of this publication and its content. 

No quotations from or references to this publication are allowed without prior approval. 

 

 

 

 


