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As a baby boomer, I am amazed 
by the disparity in the retire-
ment income discussion within 

the financial advisor community. The 
discussion ranges from a simplistic 
comparison of product features to 
one that is academic and grounded in 
a holistic financial planning process. 
For those advisors who take a process 
approach to retirement income, there is 
a broad body of academic research re-
garding spending policies, tax planning 
techniques, and evolving asset alloca-
tion strategies. The goal of this research 
is to enhance the client’s annual spend-
ing in retirement and the sustainability 
of the retirement portfolio for 30, 40, or 
possibly 50 years.

In my opinion, only a few retire-
ment products that now are available 
have a place on the market. So many 
are overpriced or too complicated, and 
most require loss of control over assets. 
I know the “retirement income product 
industry” is bracing for a “tsunami of 
capital” from baby boomers, but I do 
not believe it will materialize because 
the products cost too much and inves-
tors are loath to lose control of their 
hard-earned assets. This reluctance will 
create an opportunity for knowledge-
able financial advisors to assist baby-
boomer clients. During this pivotal 

stage of life, boomers’ accounts will 
need to be consolidated under one advi-
sor to accommodate implementation 
and monitoring of a retirement income 
process. To participate in this opportu-
nity, advisors need to know about all the 
tools available to structure retirement 
portfolios and be committed to staying 
abreast of all the academic research that 
is being done in this area.

Building Sustainable 
Retirement Income Portfolios
In 1994, William P. Bengen, CFP®, 
pioneered research into sustainable 
retirement income portfolios and 

establishing appropriate withdrawal 
rates when he published “Determin-
ing Withdrawal Rates Using Historical 
Data.”1 Using historical-returns data, 
Bengen tested 50 different 30-year 
retirements that ran from 1926–1955, 
1927–1956, 1928–1957, and so on up to 

1975–2004. The analysis covered many 
business cycles and included four major 
bear markets. A major bear market was 
defined as one that lasted more than 
one year and consumed 50 percent of 
the retiree’s purchasing power after 
factoring in effects of both the S&P 500 
Index decline and inflation. Needless to 
say, major bear markets have a devastat-
ing effect on any portfolio, but they 
especially impact those who also are 
undergoing withdrawal.

As a result of this research, Bengen 
is credited with establishing the 4-per-
cent withdrawal rule (or “SAFEMAX,” 
to use Bengen’s vernacular), which 

states that for a retirement portfolio 
with a beginning value of $1 million, a 
retiree can spend $40,000, or 4 percent 
per year, and increase the annual spend-
ing amount by an annual cost of living 
adjustment. Bengen concluded that at 
this spending level, there was a 100-per-
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cent probability that the portfolio would 
last at least 30 years. Since then, Bengen 
has developed asset allocation models 
and withdrawal methods to find ways 
to increase the withdrawal rate without 
affecting the portfolio sustainability.

In 2006, Bengen wrote Conserving 
Client Portfolios During Retirement2

as a review of his research. The book 
also provides an eight-step process 
for developing a withdrawal rate and 
retirement income portfolio tailored 
to a client’s needs. Bengen studied 
how various asset allocation strategies 
affect both the withdrawal rate and 
sustainability of a retirement portfolio 
in distribution. For instance, he con-
cluded that the optimal equity alloca-
tion was 60 percent, with the remaining 
40 percent allocated to intermediate-
term government bonds. He studied 
how the addition of small-cap stocks 
to a retirement portfolio could offer 
diversification benefits while allowing 
a retiree to increase the withdrawal 
rate or have greater confidence in the 
portfolio’s sustainability.

Many academic studies have sought 
to determine the benefits of allocating a 
portion of equity to various asset classes 
including small-cap, real estate invest-
ment trusts, and international stocks. 
I found limited information, however, 
on how a high and growing dividend 
total-return strategy might benefit a 
retirement portfolio that is under the 
duress of withdrawal. While several 
academics have studied high and grow-
ing dividend strategies—most notably 
Jeremy Siegel at Wharton in his book 
Future for Investors3—all these earlier 
studies proceeded from an accumula-
tion perspective.

To advance this research, I analyzed 
a hypothetical retirement portfolio 
with an allocation to high-dividend-
paying stocks. I found that this focus on 
dividends had a significantly positive 
impact on both the portfolio’s with-
drawal rate and its sustainability. While 
it would be optimal to spend merely the 
dividend income that a retirement port-

folio provides and preserve the corpus 
for a legacy, this option is only practical 
for the wealthy minority. Most retirees 
will need to spend dividend cash 
flow and principal to sustain a retire-
ment of 30 years or more. Regardless, 
I found that using a strategy focused 
on companies with high and growing 
dividends alleviates the stress of regular 
withdrawals and enhances the amount 
available for a legacy.

Dividend-Focused Strategy
I always have found a dividend-focused 
strategy interesting because that is how 
my self-employed grandparents funded 
their retirement back in 1960–1975. 
Looking back at historical returns since 
1926, more than 45 percent of the total 
returns of domestic common stocks 
were attributable to dividends while 55 

percent resulted from capital apprecia-
tion. Figure 1 illustrates the impressive 
growth of dividends in the S&P 500 
Index since 1970.

Figure 1 assumes if you bought one 
share of the S&P 500 Index on Decem-
ber 31, 1969, it would have cost you 
$92.06. In each subsequent year you 
chose to spend the dividends rather than 
reinvest them. In 1970, you would have 
received dividends totaling $3.14, for a 
3.41-percent yield on cost; by 1980, your 
annual dividend would have increased 
to $6.16, for a 6.69-percent yield on cost; 
in 1990 you would have received $11.44, 
for a 12.43-percent yield on cost; and in 
2007 you would have received $27.72, 
for an attractive 30.11-percent yield on 
cost. In fact, the average annual increase 
of the dividends over the entire 37-year 
period was 6.06 percent. This growth in 
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FIGURE 1: DIVIDEND GROWTH OF S&P 500 INDEX
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Years 1968–2007 S&P Top 100 Dividend Payers S&P 500 Index

Annual Return 13.52% 10.53%

Standard Deviation 19.13% 16.53%

Sharpe Ratio 0.40 0.28

TABLE 1: S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500 INDEX, 1968–2007

Hypothetical is for illustration purposes only. Dividends were not reinvested. You cannot invest directly in an 
index. Past performance does not guarantee future results.
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dividend cash flow that occurred in the 
broad S&P 500 Index, with no dividend 
reinvestment, piqued my interest rela-
tive to its potential impact on a retire-
ment portfolio in distribution.

We purchased a Standard and Poor’s 
database of monthly returns for the top 
20 percent of dividend-paying compa-

nies in the S&P 500 Index (hereafter, 
the S&P Top 100 Dividend Payers). 
This database begins in 1968, is equally 
weighted, and provides returns through 
2007. Performing an initial comparison 
of the S&P Top 100 Dividend Payers to 
the S&P 500 Index reveals the charac-
teristics shown in table 1.

The S&P Top 100 Dividend Payers 
had a compounded annual return of 
13.52 percent, 299 basis points higher 
than the S&P 500 Index. This increase, 
together with a small increase in the 
standard deviation, results in the 
Sharpe ratio—which measures the ratio 
of reward to risk for an investment—
improving by 43 percent. Upon seeing 
these results, I reflected on Bengen’s 
book, in which he determined that ap-
plying an investment strategy with the 
ability to consistently provide supe-
rior risk-adjusted returns in excess of 
the index had a positive effect on the 
maximum withdrawal rate that could 
be used.

effect of Performance  
on Sustainability
Before I studied the impact that a high 
and growing dividend strategy would 
have on the withdrawal rate, I wanted 
to understand how the performance of 
the S&P Top 100 Dividend Payers would 
affect the sustainability of a retire-
ment portfolio in distribution. Bengen 
graciously provided information that 
allowed me to replicate the work he had 
done, albeit much more simplistically, 
since I was trying to solve for only one 
delta to compare performance of the 
Top 100 Dividend Payers with perfor-
mance of the entire S&P 500 Index. I 
constructed a model and assumed a 
$1-million investment in a portfolio 
allocated to 60-percent equities and 
40-percent bonds, using the Barclays 
Capital Intermediate Government Bond 
Index for the bond portion. For the eq-
uity portion, I used either the S&P 500 
Index or the S&P Top 100 Dividend Pay-
ers. Monthly return data were used and 
both portfolios were rebalanced at the 
end of each year. In addition, I assumed 
a 5-percent spending rate: $50,000 was 
withdrawn at the beginning of year 
one of the retirement, then increased 
by a cost-of-living adjustment each 
year thereafter. These annual spending 
amounts were removed from the invest-
ment account at the start of each year 
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TABLE 2: SCENARIO 1—S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500 
INDEX, 1972–2007

FIGURE 2: SCENARIO 1—ASSUMES RETIREMENT ON DECEMBER 31, 1972

Withdrawals Ending Portfolio Value

Top 100 Dividend Payers Portfolio $3,023,104 $21,861,761

S&P 500 Portfolio $3,023,104   $5,755,613

Difference               $0 $16,106,148

FIGURE 3: SCENARIO 2—ASSUMES RETIREMENT ON AUGUST 31, 1987

TABLE 3: SCENARIO 2—S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500 
INDEX, 1987–2007

 Withdrawals Ending Portfolio Value

Top 100 Dividend Payers Portfolio $1,433,824 $3,006,215

S&P 500 Portfolio $1,433,824 $2,391,440

Difference               $0    $614,775
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cent probability that the portfolio would 
last at least 30 years. Since then, Bengen 
has developed asset allocation models 
and withdrawal methods to find ways 
to increase the withdrawal rate without 
affecting the portfolio sustainability.

In 2006, Bengen wrote Conserving 
Client Portfolios During Retirement2

as a review of his research. The book 
also provides an eight-step process 
for developing a withdrawal rate and 
retirement income portfolio tailored 
to a client’s needs. Bengen studied 
how various asset allocation strategies 
affect both the withdrawal rate and 
sustainability of a retirement portfolio 
in distribution. For instance, he con-
cluded that the optimal equity alloca-
tion was 60 percent, with the remaining 
40 percent allocated to intermediate-
term government bonds. He studied 
how the addition of small-cap stocks 
to a retirement portfolio could offer 
diversification benefits while allowing 
a retiree to increase the withdrawal 
rate or have greater confidence in the 
portfolio’s sustainability.

Many academic studies have sought 
to determine the benefits of allocating a 
portion of equity to various asset classes 
including small-cap, real estate invest-
ment trusts, and international stocks. 
I found limited information, however, 
on how a high and growing dividend 
total-return strategy might benefit a 
retirement portfolio that is under the 
duress of withdrawal. While several 
academics have studied high and grow-
ing dividend strategies—most notably 
Jeremy Siegel at Wharton in his book 
Future for Investors3—all these earlier 
studies proceeded from an accumula-
tion perspective.

To advance this research, I analyzed 
a hypothetical retirement portfolio 
with an allocation to high-dividend-
paying stocks. I found that this focus on 
dividends had a significantly positive 
impact on both the portfolio’s with-
drawal rate and its sustainability. While 
it would be optimal to spend merely the 
dividend income that a retirement port-

folio provides and preserve the corpus 
for a legacy, this option is only practical 
for the wealthy minority. Most retirees 
will need to spend dividend cash 
flow and principal to sustain a retire-
ment of 30 years or more. Regardless, 
I found that using a strategy focused 
on companies with high and growing 
dividends alleviates the stress of regular 
withdrawals and enhances the amount 
available for a legacy.

Dividend-Focused Strategy
I always have found a dividend-focused 
strategy interesting because that is how 
my self-employed grandparents funded 
their retirement back in 1960–1975. 
Looking back at historical returns since 
1926, more than 45 percent of the total 
returns of domestic common stocks 
were attributable to dividends while 55 

percent resulted from capital apprecia-
tion. Figure 1 illustrates the impressive 
growth of dividends in the S&P 500 
Index since 1970.

Figure 1 assumes if you bought one 
share of the S&P 500 Index on Decem-
ber 31, 1969, it would have cost you 
$92.06. In each subsequent year you 
chose to spend the dividends rather than 
reinvest them. In 1970, you would have 
received dividends totaling $3.14, for a 
3.41-percent yield on cost; by 1980, your 
annual dividend would have increased 
to $6.16, for a 6.69-percent yield on cost; 
in 1990 you would have received $11.44, 
for a 12.43-percent yield on cost; and in 
2007 you would have received $27.72, 
for an attractive 30.11-percent yield on 
cost. In fact, the average annual increase 
of the dividends over the entire 37-year 
period was 6.06 percent. This growth in 
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FIGURE 1: DIVIDEND GROWTH OF S&P 500 INDEX
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Years 1968–2007 S&P Top 100 Dividend Payers S&P 500 Index

Annual Return 13.52% 10.53%

Standard Deviation 19.13% 16.53%

Sharpe Ratio 0.40 0.28

TABLE 1: S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500 INDEX, 1968–2007

Hypothetical is for illustration purposes only. Dividends were not reinvested. You cannot invest directly in an 
index. Past performance does not guarantee future results.
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dividend cash flow that occurred in the 
broad S&P 500 Index, with no dividend 
reinvestment, piqued my interest rela-
tive to its potential impact on a retire-
ment portfolio in distribution.

We purchased a Standard and Poor’s 
database of monthly returns for the top 
20 percent of dividend-paying compa-

nies in the S&P 500 Index (hereafter, 
the S&P Top 100 Dividend Payers). 
This database begins in 1968, is equally 
weighted, and provides returns through 
2007. Performing an initial comparison 
of the S&P Top 100 Dividend Payers to 
the S&P 500 Index reveals the charac-
teristics shown in table 1.

The S&P Top 100 Dividend Payers 
had a compounded annual return of 
13.52 percent, 299 basis points higher 
than the S&P 500 Index. This increase, 
together with a small increase in the 
standard deviation, results in the 
Sharpe ratio—which measures the ratio 
of reward to risk for an investment—
improving by 43 percent. Upon seeing 
these results, I reflected on Bengen’s 
book, in which he determined that ap-
plying an investment strategy with the 
ability to consistently provide supe-
rior risk-adjusted returns in excess of 
the index had a positive effect on the 
maximum withdrawal rate that could 
be used.

effect of Performance  
on Sustainability
Before I studied the impact that a high 
and growing dividend strategy would 
have on the withdrawal rate, I wanted 
to understand how the performance of 
the S&P Top 100 Dividend Payers would 
affect the sustainability of a retire-
ment portfolio in distribution. Bengen 
graciously provided information that 
allowed me to replicate the work he had 
done, albeit much more simplistically, 
since I was trying to solve for only one 
delta to compare performance of the 
Top 100 Dividend Payers with perfor-
mance of the entire S&P 500 Index. I 
constructed a model and assumed a 
$1-million investment in a portfolio 
allocated to 60-percent equities and 
40-percent bonds, using the Barclays 
Capital Intermediate Government Bond 
Index for the bond portion. For the eq-
uity portion, I used either the S&P 500 
Index or the S&P Top 100 Dividend Pay-
ers. Monthly return data were used and 
both portfolios were rebalanced at the 
end of each year. In addition, I assumed 
a 5-percent spending rate: $50,000 was 
withdrawn at the beginning of year 
one of the retirement, then increased 
by a cost-of-living adjustment each 
year thereafter. These annual spending 
amounts were removed from the invest-
ment account at the start of each year 
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TABLE 2: SCENARIO 1—S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500 
INDEX, 1972–2007

FIGURE 2: SCENARIO 1—ASSUMES RETIREMENT ON DECEMBER 31, 1972

Withdrawals Ending Portfolio Value

Top 100 Dividend Payers Portfolio $3,023,104 $21,861,761

S&P 500 Portfolio $3,023,104   $5,755,613

Difference               $0 $16,106,148

FIGURE 3: SCENARIO 2—ASSUMES RETIREMENT ON AUGUST 31, 1987

TABLE 3: SCENARIO 2—S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500 
INDEX, 1987–2007

 Withdrawals Ending Portfolio Value

Top 100 Dividend Payers Portfolio $1,433,824 $3,006,215

S&P 500 Portfolio $1,433,824 $2,391,440

Difference               $0    $614,775
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and assumed to be placed in a checking 
account for spending purposes.

Given that the Barclays Capital 
Intermediate Government Bond Index 
began in January 1973, I decided to test 
three timeframes. First, I assumed a 
retirement that began on December 31, 
1972, and lasted for the entire 35 years 
of available data. Next, I tested a retire-
ment that began right before the 1987 
bear market, assuming the retirement 
began on August 31, 1987, and has run 
for more than 21 years. Finally, I looked 
at the impact of the tech bubble and 
subsequent meltdown with a retirement 
that began in December 1999 and has 
run eight years.

Scenario 1—December 31, 1972, 
to December 31, 2007. Figure 2 illus-
trates the ending account value for each 
year, assuming the retirement began on 
December 31, 1972. The Top 100 Divi-
dend Payers portfolio far exceeded the 
performance of the S&P 500 portfolio. 
The withdrawal amounts under both 
scenarios are identical, but the corpus 
of the dividend-focused portfolio grew 
to $16.1 million more than the S&P 500 
portfolio. Table 2 shows the details.

Scenario 2—August 31, 1987, to 
December 31, 2007. For the retire-
ment that began just before the 1987 
bear market, the dividend-focused stock 
portfolio again outperformed the S&P 
500 portfolio (figure 3). Note that the 
dividend-focused strategy lagged during 
the technology bubble from mid-1990 
to 2001 but outperformed before and 
after that period. As shown in table 3, 
the withdrawals were identical while the 
corpus for the dividend-focused port-
folio exceeded the S&P 500 portfolio by 
$614,775 or 25.7 percent.

Scenario 3—December 31, 1999, 
to December 31, 2007. To illustrate 
a retirement that began just before the 
2000 bear market, I began on Decem-
ber 31, 1999. Figure 4 illustrates that, 
over a short eight-year time frame, 
the Top 100 Dividend Payers portfolio 
has been far superior to the S&P 500 
portfolio. Given the drop in value of the 

technology and growth stocks during 
this time frame, the outperformance of 
the dividend-focused approach was no 
real surprise, but the magnitude was 
a surprise. A retiree who began taking 
withdrawals from the dividend-focused 
portfolio at the start of the 2000 bear 
market was able to spend an equivalent 
amount and have a corpus almost twice 
as large versus the S&P 500 portfolio 
(see table 4). Just think how fortunate 
this retiree was coming into the market 
tumult we have seen in 2008.

Having seen that the dividend- 
focused strategy improves the sustain-
ability of a retirement portfolio in 
distribution, I wanted to determine how 
much the withdrawal rate could be in-
creased without negatively affecting the 
portfolio’s sustainability. Given the mul-
tiple variables, I decided it best to pose 
this question to Bengen. He agreed to 
study the impact of the dividend strategy 
on his SAFEMAX, or maximum sustain-
able withdrawal rate. I provided Bengen 
with the S&P Top 100 Dividend Payer 
database of monthly returns, which he 
processed through his model.

Bengen concluded the following:
Substituting Top 100 dividend- 

paying stocks for S&P 500 Index 

stocks had very beneficial effects 
on the “SAFEMAX” for retirees 
during the 1968–1975 periods. 
The “SAFEMAX” was increased  
by about 25 percent during this 
period, which translates into a 
significant improvement of lifestyle 
for those retirees. Investors in the 
1956–1967 periods, who had 
“hybrid” equity allocations of the 
first 100 percent S&P 500 Index 
stocks, then Top 100 dividend-
paying stocks beginning in 1968, 
also saw very substantial increases 
in their portfolio longevity.
Bengen’s conclusion focuses on the 

impact that a dividend-paying strategy 
had on retirees who began retirement 
between 1956 and 1967. This time 
frame is of particular interest given the 
devastating effect that the bear market 
of 1973–1974 and a concurrent period 
of high inflation had on retirement port-
folios. To paraphrase, this 25-percent 
increase in the annual withdrawal rate 
allows the spending amount to be raised 
from $40,000 to $50,000 per year plus 
an annual cost-of-living adjustment. 
Therefore, the high and growing divi-
dend strategy dramatically improves the 
quality of the client’s retirement years.
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FIGURE 4: SCENARIO 3—ASSUMES RETIREMENT ON DECEMBER 31, 1999

TABLE 4: SCENARIO 3—S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500 
INDEX, 1999–2007

 Withdrawals Ending Portfolio Value

Top 100 Dividend Payers Portfolio $444,617 $1,466,202

S&P 500 Portfolio $444,617    $758,392

Difference           $0   $707,810
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Key to Successful 
Implementation
Finding companies that have both the 
willingness and ability to increase their 
dividends over time is the key to suc-
cessful implementation of this retire-
ment income strategy. If you limit your 
universe solely to U.S. stocks, you will be 
focusing primarily on financial and util-
ity companies for their higher dividend 
yields but may not end up with the de-
sired growing dividend income stream. 
Looking outside the United States, 
you will find higher dividend-paying 
companies across almost all sectors as 
well as a greater inclination by company 
management to grow this dividend. This 
difference in dividend policy between 
domestic and foreign companies is cul-
tural. In the United States the primary 
measure of financial health is earnings, 
and chief executive officers are more 
inclined to re-invest the company’s 
capital on the next best idea in hope of 
attaining earnings growth. Companies 
outside the United States often are 
judged on their ability to pay a high and 
growing dividend, which is seen as a 

sign of financial health. In fact, looking 
at the market composites in late 2007, 
the dividend yield averaged 1.9 percent 
in the United States, 3.6 percent in Eu-
rope, and 2.7 percent in Asia (excluding 
Japan). Although international investing 
comes with special risks, using a care-
fully selected portfolio of high-quality, 
global companies that pay a high and 
growing dividend can greatly benefit a 
retirement portfolio in distribution.

Conclusion
Financial advisors who view the retire-
ment income challenge as a process 
rather than a product will be successful 
gathering assets and consolidating ac-
counts from my baby-boomer brethren 
as we all move into retirement. This 
article shows that an allocation of a re-
tirement portfolio’s equity to a high and 
growing dividend strategy can increase 
sustainability and improve retirement 
lifestyle via higher withdrawal rates. 
I will continue my research to clearly 
define the optimal percentage of a 
retirement portfolio that should be al-
located to a high and growing dividend 
strategy and whether this allocation can 

allow the overall equity exposure of the 
portfolio to be reduced without impact-
ing its sustainability.

Jack Gardner,  CIM A®,  AIFA® ,  i s  a 
manag ing director  o f  Thornburg  In-
ve stment  Management  and pre sident 
o f  Thornburg  Secur it ie s  Corporation 
in  Santa Fe ,  NM. He earned a B .S . 
in  accounting  f rom Stonehil l  College 
and an M.S.  in  computer  information 
systems f rom Bentle y  College .  Con-
tact  him at  jgardner@thornburg .com.

endnotes
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Journal of Financial Planning (October): 
14–24.

2 William P. Bengen, 2006, Conserving Client 
Portfolios During Retirement (Denver: FPA 
Press).

3 Jeremy Siegel, 2005, The Future for Investors: 
Why the Tried and the True Triumph Over 
the Bold and the New (New York: Crown 
Business).
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and assumed to be placed in a checking 
account for spending purposes.

Given that the Barclays Capital 
Intermediate Government Bond Index 
began in January 1973, I decided to test 
three timeframes. First, I assumed a 
retirement that began on December 31, 
1972, and lasted for the entire 35 years 
of available data. Next, I tested a retire-
ment that began right before the 1987 
bear market, assuming the retirement 
began on August 31, 1987, and has run 
for more than 21 years. Finally, I looked 
at the impact of the tech bubble and 
subsequent meltdown with a retirement 
that began in December 1999 and has 
run eight years.

Scenario 1—December 31, 1972, 
to December 31, 2007. Figure 2 illus-
trates the ending account value for each 
year, assuming the retirement began on 
December 31, 1972. The Top 100 Divi-
dend Payers portfolio far exceeded the 
performance of the S&P 500 portfolio. 
The withdrawal amounts under both 
scenarios are identical, but the corpus 
of the dividend-focused portfolio grew 
to $16.1 million more than the S&P 500 
portfolio. Table 2 shows the details.

Scenario 2—August 31, 1987, to 
December 31, 2007. For the retire-
ment that began just before the 1987 
bear market, the dividend-focused stock 
portfolio again outperformed the S&P 
500 portfolio (figure 3). Note that the 
dividend-focused strategy lagged during 
the technology bubble from mid-1990 
to 2001 but outperformed before and 
after that period. As shown in table 3, 
the withdrawals were identical while the 
corpus for the dividend-focused port-
folio exceeded the S&P 500 portfolio by 
$614,775 or 25.7 percent.

Scenario 3—December 31, 1999, 
to December 31, 2007. To illustrate 
a retirement that began just before the 
2000 bear market, I began on Decem-
ber 31, 1999. Figure 4 illustrates that, 
over a short eight-year time frame, 
the Top 100 Dividend Payers portfolio 
has been far superior to the S&P 500 
portfolio. Given the drop in value of the 

technology and growth stocks during 
this time frame, the outperformance of 
the dividend-focused approach was no 
real surprise, but the magnitude was 
a surprise. A retiree who began taking 
withdrawals from the dividend-focused 
portfolio at the start of the 2000 bear 
market was able to spend an equivalent 
amount and have a corpus almost twice 
as large versus the S&P 500 portfolio 
(see table 4). Just think how fortunate 
this retiree was coming into the market 
tumult we have seen in 2008.

Having seen that the dividend- 
focused strategy improves the sustain-
ability of a retirement portfolio in 
distribution, I wanted to determine how 
much the withdrawal rate could be in-
creased without negatively affecting the 
portfolio’s sustainability. Given the mul-
tiple variables, I decided it best to pose 
this question to Bengen. He agreed to 
study the impact of the dividend strategy 
on his SAFEMAX, or maximum sustain-
able withdrawal rate. I provided Bengen 
with the S&P Top 100 Dividend Payer 
database of monthly returns, which he 
processed through his model.

Bengen concluded the following:
Substituting Top 100 dividend- 

paying stocks for S&P 500 Index 

stocks had very beneficial effects 
on the “SAFEMAX” for retirees 
during the 1968–1975 periods. 
The “SAFEMAX” was increased  
by about 25 percent during this 
period, which translates into a 
significant improvement of lifestyle 
for those retirees. Investors in the 
1956–1967 periods, who had 
“hybrid” equity allocations of the 
first 100 percent S&P 500 Index 
stocks, then Top 100 dividend-
paying stocks beginning in 1968, 
also saw very substantial increases 
in their portfolio longevity.
Bengen’s conclusion focuses on the 

impact that a dividend-paying strategy 
had on retirees who began retirement 
between 1956 and 1967. This time 
frame is of particular interest given the 
devastating effect that the bear market 
of 1973–1974 and a concurrent period 
of high inflation had on retirement port-
folios. To paraphrase, this 25-percent 
increase in the annual withdrawal rate 
allows the spending amount to be raised 
from $40,000 to $50,000 per year plus 
an annual cost-of-living adjustment. 
Therefore, the high and growing divi-
dend strategy dramatically improves the 
quality of the client’s retirement years.
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FIGURE 4: SCENARIO 3—ASSUMES RETIREMENT ON DECEMBER 31, 1999

TABLE 4: SCENARIO 3—S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500 
INDEX, 1999–2007

 Withdrawals Ending Portfolio Value

Top 100 Dividend Payers Portfolio $444,617 $1,466,202

S&P 500 Portfolio $444,617    $758,392

Difference           $0   $707,810
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Key to Successful 
Implementation
Finding companies that have both the 
willingness and ability to increase their 
dividends over time is the key to suc-
cessful implementation of this retire-
ment income strategy. If you limit your 
universe solely to U.S. stocks, you will be 
focusing primarily on financial and util-
ity companies for their higher dividend 
yields but may not end up with the de-
sired growing dividend income stream. 
Looking outside the United States, 
you will find higher dividend-paying 
companies across almost all sectors as 
well as a greater inclination by company 
management to grow this dividend. This 
difference in dividend policy between 
domestic and foreign companies is cul-
tural. In the United States the primary 
measure of financial health is earnings, 
and chief executive officers are more 
inclined to re-invest the company’s 
capital on the next best idea in hope of 
attaining earnings growth. Companies 
outside the United States often are 
judged on their ability to pay a high and 
growing dividend, which is seen as a 

sign of financial health. In fact, looking 
at the market composites in late 2007, 
the dividend yield averaged 1.9 percent 
in the United States, 3.6 percent in Eu-
rope, and 2.7 percent in Asia (excluding 
Japan). Although international investing 
comes with special risks, using a care-
fully selected portfolio of high-quality, 
global companies that pay a high and 
growing dividend can greatly benefit a 
retirement portfolio in distribution.

Conclusion
Financial advisors who view the retire-
ment income challenge as a process 
rather than a product will be successful 
gathering assets and consolidating ac-
counts from my baby-boomer brethren 
as we all move into retirement. This 
article shows that an allocation of a re-
tirement portfolio’s equity to a high and 
growing dividend strategy can increase 
sustainability and improve retirement 
lifestyle via higher withdrawal rates. 
I will continue my research to clearly 
define the optimal percentage of a 
retirement portfolio that should be al-
located to a high and growing dividend 
strategy and whether this allocation can 

allow the overall equity exposure of the 
portfolio to be reduced without impact-
ing its sustainability.

Jack Gardner,  CIM A®,  AIFA® ,  i s  a 
manag ing director  o f  Thornburg  In-
ve stment  Management  and pre sident 
o f  Thornburg  Secur it ie s  Corporation 
in  Santa Fe ,  NM. He earned a B .S . 
in  accounting  f rom Stonehil l  College 
and an M.S.  in  computer  information 
systems f rom Bentle y  College .  Con-
tact  him at  jgardner@thornburg .com.
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The views expressed by Mr. Gardner refl ect his professional opinion and are subject to change. 

International investing involves special risks, including currency fl uctuations, government regulation, political developments, and differences in liquidity.

Following a dividend-focused strategy does not assure or guarantee better performance and cannot eliminate the risk of investment losses. 

The S&P 500 Index is an unmanaged broad measure of the U.S. stock market.

The Barclays Capital Intermediate Government Bond Index is an unmanaged index based on all publicly issued intermediate government debt securities. Average maturity is four years. 

The performance of any index is not indicative of the performance of any particular investment. Unless otherwise noted, index returns refl ect the reinvestment of income dividends and capital 
gains, if any, but do not refl ect fees, brokerage commissions or other expenses of investing. Investors may not make direct investments into any index. 

Basis Point – A unit equal to 1/100th of 1%. 1% = 100 basis points (bps)

Sharpe Ratio – A risk-adjusted measure developed by Nobel Laureate William Sharpe. It is calculated by using standard deviation and excess return to determine reward per unit of risk. The 
higher the Sharpe Ratio, the better the portfolio’s historical risk-adjusted performance. The Geometric Sharpe ratio is calculated by dividing the portfolio’s annualized excess returns by its annual-
ized standard deviation over a given time period.

Standard Deviation – A statistical measurement of dispersion about an average which, for a mutual fund, depicts how widely the returns varied over a certain period of time. Investors use the 
standard deviation of historical performance to try to predict the range of returns that are most likely for a given fund. When a fund has a high standard deviation, the predicted range of 
performance is wide, implying greater volatility.

Before investing, carefully consider the investment goals, risks, charges, and expenses. For a prospectus containing this and other 
information, contact your fi nancial advisor. Read it carefully before investing.
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Figure 1: Dividend Growth of S&P 500 index

Table 1: S&P Top 100 dividend payers versus S&P 500 Index, 1968-2010
Years 1968-2010 S&P Top 100 Dividend Payers S&P 500 Index
Annual Return 12.54% 9.55%
Standard Deviation 21.13% 17.75%
Sharpe Ratio 0.36 0.26
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Hypothetical is for illustration purposes only. Dividends were not reinvested. You cannot invest directly in an index.
Past performance does not guarantee future results.

The study originally 
published in IMCA’s 

Investments & Wealth 
Monitor in Nov/Dec 2008 
has been updated through 

the end of 2010. As you 
can see from the following 

charts, the results are 
consistent with the 

previous data. Even after 
the recent bear market, 

the Top 100 Dividend 
Payers outperformed the 

S&P 500 Index over all 
three scenarios.

Addendum

Figure 2: Scenario 1—assumes retirement on december 31, 1972

Table 2: scenario 1—S&P top 100 dividend payers versus s&p 500 
index, 1972—2010

Withdrawls Ending Portfolio Value
Top 100 Dividend Payers Portfolio $3,611,712 $24,526,797
S&P 500 Portfolio $3,611,712 $5,415,285
Difference $0 $19,111,512
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Figure 4: Scenario 3—assumes retirement on december 31, 1999

Table 4: scenario 3—S&P top 100 dividend payers versus s&p 500 
index, 1999–2010

Withdrawls Ending Portfolio Value
Top 100 Dividend Payers Portfolio $709,801 $1,377,191
S&P 500 Portfolio $709,801 $505,303
Difference $0 $871,888
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Figure 3: Scenario 2—assumes retirement on august 31, 1987

Table 3: scenario 2—S&P top 100 dividend payers versus s&p 500 
index, 1987—2010

Withdrawls Ending Portfolio Value
Top 100 Dividend Payers Portfolio $1,721,324 $2,922,082
S&P 500 Portfolio $1,721,324 $2,116,070
Difference $0 $806,013
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Looking for more information on dividend strategies and retirement income? 
Here are some additional resources available from Thornburg Investment  
Management:

22 Investments&Wealth MONITOR

F E AT U R E

(more than 9 percent per year), the 
real return for the equity portion of 
the portfolio actually was better than 
for the 2000 retiree. Conversely, while 
the nominal returns for the Barclays 
Intermediate Term Government Bond 
Index for both 1973 and 2000 retirees 
were similar, the real return for the 1973 
retiree was –2.22 percent.

Lifestyle Spending Policy

Th e consequence of experiencing nega-
tive real returns in a retirement portfolio 
undergoing the stress of withdrawals is 
especially dire. To illustrate this point, I 

withdrawal rates and sustainability. To 
better understand 2000–2008 and its 
eff ect on a retirement portfolio, I com-
pared it to 1973–1981, one of the most 
challenging economic environments 
for retirees in the past 80 years.1 I then 
tested the use of an endowment spend-
ing policy for eff ectiveness in conserv-
ing the portfolio.2

To really understand just how 
damaging these two periods were to 
retirees, see table 1, which shows a 
comparison of select market metrics.

Table 1 indicates that although the 
1973 retiree experienced hyper-infl ation 

T he poor performance of U.S. 
equity markets since the begin-
ning of the millennium makes 

me worry about retirees and the impact 
this economic environment has had on 
retirement portfolios. During the past 
nine years, which included two bear 
markets (2000–2002 and 2008), the S&P 
500 Index produced an average annual 
return of –3.60 percent on a nomi-
nal basis and a –6.30 percent average 
annual return on a real (post-infl ation) 
basis. Th ose who began retirement 
at the beginning of this period are 
challenged to fi nd a balance between 
meeting current expenses and having 
a sustainable investment portfolio that 
will meet needs for another 20 to 30 
years. Th e past nine years should serve 
as a real-life case study for all fi nancial 
consultants who are working to develop 
sustainable retirement income portfo-
lios for clients.

For this article, I used this nine-year 
period to test two retirement income 
planning strategies to see how they 
would impact a retirement portfolio’s 

Structuring Distribution Strategies 
for Retirees in a Bear Market
By Jack Gardner, CIMA®

Market Metrics 1973–1981 2000–2008

1. Annual Inflation 9.07% 2.89%

2. S&P 500 Index Return

   Nominal 5.19% –3.60%

   Real (post-inflation) –3.50% –6.30%

3. Barclays Intermediate Term Government Bond Index

   Nominal 6.59% 6.34%

   Real (post-inflation) –2.22% 3.35 %

An individual cannot invest directly into an index.

TABLE 1: MARKET METRICS

FIGURE 1: REAL ACCOUNT VALUES FOR 1973 AND 2000 RETIREES (POST INFLATION)
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	 Structuring	Distribution	Strategies	for	
	 Retirees	in	a	Bear	Market
	 By Jack Gardner, cima®, aifa®

Structuring Distribution Strategies 
for Retirees in a Bear Market
This article uses a nine-year period, which 
included two bear markets (2000–2002 and 
2008), to test two retirement income planning 
strategies to see how they would impact a 
retirement portfolio’s withdrawal rates and 
sustainability. 

The Process of Managing 
Retirement Income 
on the Road of Retirement
The road of retirement should be paved with 
more than good intentions. Soon-to-be retirees 
should develop and follow a retirement income 
plan that balances current lifestyle and long-term 
sustainability of the retirement portfolio. The 
Road of Retirement series provides some best 
practices for accomplishing this balance. 

The Road of Retirement series contains seven 
articles designed to help investors understand the 
process of managing their retirement income.

•	 The Language of Retirement Income 
Planning

•	 Preserving Purchasing Power

•	 Sequence of Returns & Reverse Dollar Cost 
Averaging

•	 Endowment Spending Policy

•	 Building a Cash Flow Reserve Ladder

•	 The Value of Dividends in Retirement

•	 Converting Savings into Monthly Spending
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Opportunities of a 
Global Dividend Strategy

Dividends are viewed diff erently depend-
ing upon the country. Among many 
U.S.-domiciled companies, where execu-
tive compensation is tied to growing the 
share price, dividends are a sign of lim-
ited reinvestment opportunities. Arnott 
and Asness (2003) showed, however, that 
companies with high dividend payout 
ratios tend to subsequently have higher 
earnings growth than companies with 

focus on a rising income stream plus 
acceptable risk-adjusted total return 
may help keep retirees on plan during 
diffi  cult markets.

Th e cornerstone of such a tangible 
investment strategy for retirement 
includes the use of equity dividend 
income derived via a global investing 
strategy. Th is article will review how 
to structure, allocate, and monitor the 
results of such a tangible investment 
strategy for retirees.

As fi nancial markets continue 
to mend following the dis-
ruption of 2007–2009, many 

investment consultants are rethink-
ing how to help baby-boomer clients 
build sustainable retirement plans. 
For clients who are within fi ve years 
of retirement, investment consultants 
would be wise to heed that well-known 
value investor Benjamin Graham, who 
said, “Th e investor will do better if he 
forgets about the stock market and pays 
attention to his dividend returns and to 
the operating results of his companies.” 
I believe that a tangible investment 
strategy that cultivates a substantial 
and growing cash fl ow via dividend and 
interest income can be an attractive 
solution for retirees who are trying to 
balance present spending needs with 
future purchasing power. Th e combined 

Tangible Investing in Retirement Using 
a Global Dividend Income Strategy
By Jack Gardner, CIMA®, AIFA®

FIGURE 1: DIVIDEND YIELDS BY COUNTRY

Past performance does not guarantee future results.
Source: Factset, MSCI All Country Index and S&P 500
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“ The cor nerstone of  such a tangible 

investment strategy for retirement includes 

the use of  equity dividend income der ived 

via a global investing strategy. ”

© 2010 Investment Management Consultants Association. Reprint with permission only.
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1. This study contains the most current data available at the time of publication. 

As of December 31, 2009
Past performance does not guarantee future results.            Sources: FactSet, S&P 500, and MSCI.com. 

Tangible Investing in Retirement 
Using a Global Dividend Income 
Strategy
This article reviews how to structure, allocate 
and monitor the results of a tangible investment 
strategy for clients nearing or entering the 
distribution phase of retirement. 

Pre- or Post-Tax, Dividend 
Strategies Are Still About Total 
Return 
This article discusses how, even after taxes, 
dividend strategies tend to outperform. 

Why Do Dividend Strategies Tend 
to Outperform? 
Conventional wisdom says that companies pay 
dividends only when prospects for future growth 
are limited.  Recent research says otherwise. This 
article reviews three studies demonstrating that 
there is a global tendency for high dividend paying 
companies to exhibit subsequent growth. 

www.thornburg.com/roadofretirement

To receive a copy of these articles, please call 877.215.1330  
or visit www.thornburg.com/research. 10/28/11
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The oldest of the baby-boomer generation is now 63 years of age and 

moving ever closer to the age when a “traditional” retirement would 

begin. Much has been written on the impact the baby-boomer genera-

tion has had on society and what retirement will look like for them going 

forward, but there hasn’t been enough written on the topic of retirement 

income planning, from a process point of view. 

It seems that the financial services industry 

has equated the term “retirement income” 

with a discussion of various products and 

features versus a discussion of a process. 

Simply stated, if you bring your hard-earned 

retirement savings to a financial adviser 

and ask for his or her help to convert your 

savings to a monthly spending amount that 

has a good probability of sustaining a 30- to 

40-year retirement, the answer should begin 

with a definition of a process versus the 

latest and greatest product.

 
The baby-boomer generation can be broadly 

categorized into three groups relative to 

their state of preparedness for retirement. 

There are those who are fortunate enough 

to have enough money whereby annual 

spending amounts are of small concern 

and planning the estate, philanthropy, and 

determining a legacy are more of a focus. At 

the opposite end of the spectrum, there are 

those who have not prepared well for retire-

ment, have not amassed sufficient savings 

and will need to work well past the tradi-

tional retirement age of 65. The third group 

is somewhere in between and we believe 

represents the majority. These are the soon-

to-be retirees who have some retirement 

and savings, maybe a small pension from a 

previous job and need to plan on how to 

balance current spending needs with posi-

tioning the portfolio to provide the 30, 40 

years and beyond of financial support. This is 

the group that this Road of Retirement mate-

rial is geared towards. 

In advance of reading the various articles, it is 

important to be acquainted with the unique 

language of retirement income planning. It 

has emerged in the past ten to fifteen years 

as academics study the unique issues facing 

the baby-boomer generation. While this is 

not meant to be an exhaustive list, it will 

provide some of the essentials for the topics 

addressed in this Road of Retirement series.

a) Longevity is synonymous with “life 

expectancy” and has a direct effect on all 

aspects of retirement income planning. 

With advances in medicine and healthier 

lifestyles baby-boomers are expected 

to enjoy unprecedented longevity as 

compared to previous generations.

b) Sustainability is the capacity of a finan-

cial portfolio to endure and support the 

spending for the retirement time period.

c) Purchasing Power is the amount of goods 

or services that can be purchased for 

a dollar.  For instance, a dollar in 2010 

will purchase less than what a dollar 

purchased in 1970. The difference in 

that amount is referred to as “loss of 

purchasing power”. 

d) Initial Spending Rate is expressed as a 

percentage of the retirement savings 

being spent in the first year of retirement. 

To calculate, take the amount you desire 

to spend in year one and divide it by the 

amount of retirement savings accumu-

lated. For instance, if you desire to spend 

$50,000 in year one and you have retire-

ment savings of $1 million, your initial 

spending rate is 5% ($50,000/$1 million). 

e) Current Spending Rate is the amount 

of next year’s spending divided by the 

current value of the portfolio determines 

the current spending rate for each subse-
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The language of reTireMenT 

incoMe Planning

The road of retirement should be 

paved with more than good inten-

tions. Soon-to-be retirees need to 

develop and follow a retirement 

income plan that balances current 

lifestyle and long-term sustain-

ability of the retirement portfolio. 

The Road of Retirement series 

provides some best practices for 

accomplishing this balance.
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paved with more than good inten-

tions. Soon-to-be retirees need to 

develop and follow a retirement 

income plan that balances current 

lifestyle and long-term sustainabil-

ity of the retirement portfolio. The 

Road of Retirement series provides 

some best practices for accom-

plishing this balance. 

Given the ongoing advances in medical research, a client considering a 

retirement plan should prepare for the possibility of a retirement that could 

last 30 or 40 years. Over this lengthy span of time, the steady erosion of 

purchasing power due to the effects of inflation should be of more concern 

to retirees than shorter-term market volatility.

Purchasing power is the value of a dollar in 

correlation to the amount of goods or ser-

vices that it can buy at a given time. This is 

very important to retirees because, all else 

being equal, inflation can steadily erode the 

amount of goods and services that a dollar 

can purchase over time.

Inflation is typically measured by changes in 

the consumer price index (CPI) maintained 

by the U.S. Bureau of Labor Statistics (BLS). 

Although there are several indices main-

tained, the one most commonly referred to 

is the CPI-U, which measures the inflation for 

all urban consumers. For the 83-year period 

of 1926–2008, average annual inflation has 

been 3.15%. However, as illustrated in figure 

one, inflation for shorter periods can be quite 

different.

Recently, the BLS has begun compiling an 

experimental index for elderly consumers 

(65 years of age and older), referred to as 

the CPI-E. This index is designed to bet-

ter reflect the spending habits of elderly 

consumers. For the 25 years covered by the 

CPI-E, the average annual increase has been 

3.33% versus 3.11% for the CPI-U Index, 

which seems to indicate that elderly consum-

ers are affected more by inflation than the 

average consumer.

Baby-boomer retirees may be particularly 

susceptible to the eroding effects of inflation, 

given that they will be less likely than past 

generations to have some form of pension 

that could be indexed for inflation. This gen-

eration is relying more on savings accumu-

lated in 401(k), 403(b), IRA, and after-tax 

savings accounts to support them in retire-

ment. Unless these savings are prudently 

invested during retirement to allow the 

income stream to grow at a pace compa-

rable with the increase in inflation, purchas-

ing power will be diminished. To illustrate 

this concept, let’s use a simple hypothetical 

case of a retiree who has $1 million in retire-

ment savings and has decided to spend the 

The Process of Managing reTireMenT incoMe 

Preserving Purchasing Power

figure 1. changes in the all urban consumer price index (cpi-u) - 1926 to 2008

1932 1940 1948 1956 1964 1972 1980 1988 1996 2004

Source: Thornburg Investment Management
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Sequence of returns is simply the order 

in which returns are realized by a retiree. 

The consequences of a bad sequence of 

returns, especially early in retirement, can 

mean premature depletion of the portfolio. 

Retirees need to avoid being in the position 

of having to sell during inopportune market 

environments. Being forced to sell at the 

wrong time can result in “reverse dollar cost 

averaging”, a related risk we will also address 

in this article. 

Sequence of Returns

To illustrate the importance of the sequence 

of returns to retirees and just how 

misleading using a historical average return 

can be, look at the last 20 years of returns 

from the S&P 500 Index (1989–2008). You 

can see from figure one that the average 

return for this twenty-year period was 

8.43%. Reverse the sequence, 2008–1989, 

and once again, the average annual return 

is 8.43%! This average annual return is only 

relevant to an investor who did not invest 

or withdraw additional funds during this 

entire 20-year period. For retirees taking 

systematic withdrawals, the order in which 

they realize their returns is crucial to the 

long-term sustainability of the retirement 

portfolio.  

To more fully understand the impact of 

the sequence of the returns, review the 

1989–2008 returns and note how nine 

of the first ten years had positive returns 

which would have allowed the portfolio to 

grow nicely. Conversely, for the 2008–1989 

sequence, the first year experienced a 

substantial decline of negative 37% and four 

of the first ten years were negative as well. 

This poor sequence would have created 

FiguRe 1.  S&P 500 index Sequence oF RetuRnS

Year
1989–2008 

Sequence

2008–1989 

Sequence

1
31.69 -37.00

2
-3.11

5.49

3
30.47

15.84

4
7.62

4.91
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10.08

10.88

6
1.32

28.68

7
37.58 -22.10

8
22.96 -11.88

9
33.36

-9.11

10
28.58

21.04

11
21.04

28.58

12
-9.11

33.36

13
-11.88 22.96

14
-22.10 37.58

15
28.68

1.32

16
10.88

10.08

17
4.91

7.62

18
15.84

30.47

19
5.49

-3.11

20
-37.00 31.69

Avg.

Annual  

Return

8.43% 8.43%

Past performance does not guarantee future results.

Source: S&P 500

Hypothetically speaking, re-ordering the sequence of annual returns on 

an investment provides great insight for planning a retirement distribution 

strategy. While this would have no effect on an investment of a buy-and-

hold investor, the effect on a retirement portfolio under the stress of  

systematic withdrawals can be quite dramatic. 
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One of the challenges that confronts retirees and their advisors is how to 

prevent having to sell their hard earned retirement assets at the wrong 

time. We have all heard the age old investment adage “Buy Low and Sell 

High,” which tells us to buy assets when they are out of favor but to time 

the disposition of the assets when the markets are in your favor. 

This timing is even more important for retir-

ees since they are liquidating assets to sup-

port expenses and not reinvesting. There-

fore, one goal for each retiree and their 

advisor is how to prevent being in a position 

of having to sell their retirement assets for 

less than their potential worth.

When structuring a retirement investment 

portfolio, there are two tenets that can be 

followed which may help achieve this goal. 

The first is to invest the retirement savings 

in a well-diversified portfolio that includes 

cash, fixed income, and equity investments. 

Preferably, the equity investment allocation 

should focus on providing a high and grow-

ing dividend income stream. The second is 

to implement a Cash Flow Reserve (CFR) 

Ladder that can provide monthly income 

during retirement and can allow the retiree 

and their advisor the ability to dictate when 

to sell assets into the market. Historically, 

fixed income and equity assets have had a 

tendency to be favorably priced at different 

times in the market, giving the retiree the 

ability to time the disposition of the retire-

ment assets when it may be most optimal. 

Using a ladder structure that includes a cash 

flow reserve for near-term expenses, and 

both fixed income and equity assets for 

intermediate and longer-term expenses, is 

one structure that may help achieve this goal. 

The consequences of not being diversified 

and then forced to sell into a bear market 

can be significant. Illustrated below are the 

account values for a hypothetical retiree who 

retired on January 1, 2000 with $1 million in 

retirement savings, withdrawing $50,000 a 

year, and indexed to inflation. Compared are 
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building a cash flow reserve ladder

figure 1. hypothetical illustration of diversification and a cfr ladder in retirement
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Diversification is no guarantee against loss of principal.*

**

Past performance does not guarantee future results.
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The road of retirement should be 

paved with more than good inten-

tions. Soon-to-be retirees need to 

develop and follow a retirement 

income plan that balances current 

lifestyle and long-term sustainabil-

ity of the retirement portfolio. The 

Road of Retirement series provides 

some best practices for accom-

plishing this balance.

Over the past eighty-three years, dividends 

have accounted for approximately 40% of 

the total return for the S&P 500 Index. The 

importance of dividends has been an often 

overlooked part of investing, but will continue 

to come to the forefront as baby-boomers 

prepare for retirement and look for high and 

growing income generating investments. 

There are generally two schools of thought 

regarding how best to fund expenses in retire-

ment. There are many who believe a total 

return approach is optimal, whereby an asset 

allocation and total return is targeted for the 

portfolio and a portion of the retirement 

assets is sold periodically to cover expenses. 

While this approach attempts to provide the 

growth that retirees need to outpace the 

effects of inflation, they may also be forced to 

sell assets at an inopportune time. 

The second school of thought follows a high 

income approach, whereby the portfolio is 

comprised of high yielding income investments 

in an attempt to generate sufficient current 

income to cover expenses. This approach can 

leave a retiree too heavily exposed to fixed 

income investments and the ravages of infla-

tion. 

In this paper, we will explore a third approach, 

which is a hybrid of the total return and 

high-income approaches. We will explore 

how an investment in stocks of companies 

that provide both high and growing dividend 

income can benefit a retirement portfolio 

undergoing the duress of withdrawals. This 

type of investment strategy can have the 

potential to provide a growing dividend 

income stream as well as capital appreciation 

needed by retirees. 
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The value of dividends in reTireMenT

A cow for her milk. A hen for her eggs,   

And a stock, by heck, for her dividends.   

An orchard for fruit. Bees for their honey,   

And stocks, besides, for their dividends.

 
- John Burr Williams, 

 
 “Evaluation of the Rule of Present Worth,” 1937

Figure 1.  Bond Yields versus dividend Yields

 Calendar Year Yields
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  Dividends were not reinvested.

* Through September 30, 2009. 

   We’ve assumed that the hypothetical Dividend Growers Portfolio performed similarly to the S&P Dividend Aristocrats Index 

  and the Bond Portfolio performed similarly to the Barclays Capital Aggregate Bond Index.  You may not invest directly in an index.
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The road of retirement should be 

paved with more than good inten-

tions. Soon-to-be retirees need to 

develop and follow a retirement 

income plan that balances current 

lifestyle and long-term sustainabil-

ity of the retirement portfolio. The 

Road of Retirement series provides 

some best practices for accom-

plishing this balance.

Retirees and their advisors should thoughtfully establish a spending plan to 

balance the desire to maintain a consistent lifestyle with preserving assets  

for a retirement that could last 30 to 40 years. To achieve this balance, a 

spending policy should be developed to determine what percentage of the 

retirement savings will be spent initially and how this amount will change 

over time to reflect the effects of inflation and the performance of the  

underlying investment portfolio. 

Retirees will choose a spending amount 

based upon a percentage of the retire-

ment portfolio’s market value at the time of 

retirement. A spending amount is defined as 

the amount of money withdrawn from the 

retirement savings to cover expenses. All too 

often they increase this amount annually by a 

cost of living adjustment as measured by the 

Consumer Price Index (CPI). This spend-

ing policy is referred to as a “lifestyle” policy 

since it is intended to provide for a consistent 

standard of living indexed to inflation. The 

lifestyle spending policy, although attractive 

due to its simplicity, is flawed in two impor-

tant areas.

1. This policy does not tie the spending 

level to the performance of the underly-

ing investment portfolio. As a result, the 

lifestyle policy never requires the retiree to 

slow or reduce the spending level during 

an extended bear market. 

2. In periods of high inflation, spending 

amounts may increase too rapidly, placing 

a retirement portfolio at risk of premature 

depletion.

A good illustration of this can be seen in the 

hypothetical chart below (figure one), which 

shows annual spending amounts for a retiree 

who began retirement on January 1, 1973 

with a $1 million retirement portfolio and 

using a 5% lifestyle policy. Academics have 

shown that this was one of the most difficult 

retirement periods in the last eighty years, 

due to an extended period of high inflation 

coupled with a significant bear market. Infla-

tion during this ten-year period averaged 

8.75% yearly, which resulted in the spending 

amount doubling from $50,000 to $108,632. 

For this retiree, high inflation was only half 

the story. The stock market was experienc-

ing a severe bear market, with the S&P 500 

Index losing approximately 37% during the 

first two years following the retirement date. 

The combination of the lifestyle policy in a 

The Process of Managing reTireMenT incoMe 
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figure 1. hypothetical January 1, 1973 retiree’s spending using a 5% lifestyle policy
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Actual inflation based upon CPI-U

60% large cap stocks (S&P 500 Index) and 40% intermediate-term government bonds 

(Barclays Capital Intermediate-term Government Bond Index)

As we have all experienced over the past 

few years, retirement plans designed to fund 

annual spending solely through the sale of the 

assets are exposed to the vagaries of the mar-

ket. Therefore, we will outline how to convert 

the retirement savings to a monthly spending 

amount, using an approach that balances the 

need for current income and future growth. 

The objective of this conversion process is to 

utilize the strategies outlined in this series to 

build the framework that may help a retiree 

sustain a lengthy retirement time frame. This 

process will use a globally diversified portfo-

lio with a cash flow reserve ladder structure 

that strives to generate an attractive level of 

current income with the possibility for growth. 

To illustrate how the conversion process is 

meeting this objective, we will use a hypotheti-

cal illustration of a retiree who began retire-

ment on January 1, 2000 (2000 retiree) with 

$1 million in retirement savings and spending 

5% of the assets in year one ($50,000), then 

indexing to inflation. For this 2000 retiree, the 

amount needed to keep pace with inflation 

from 2000 to 2009 (rate of inflation per the 

Consumer Price Index (CPI) (averaged 2.89% 

annually for this period) can be seen in the bar 

graph in figure one.

Note that the annual spending amount 

increased from $50,000 to $64,597 (29.2%) 

during this ten-year time frame. Also keep in 

mind that during this period, the financial mar-

kets experienced two severe bear markets, 

one in 2000–2002 and another in 2007–2008. 

This environment will provide a good test case 

to see how a defined structure designed to 

convert the retirement savings to a monthly 

spending amount functions. 

cash Flow reserve ladder 

To provide a structure to the conversion 

process, we will use the Cash Flow Reserve 

Ladder, as detailed in section 5 of this kit. This 

ladder provides three rungs aligning the most 

liquid investments to fund near-term spending 

needs, while the more volatile, growth-ori-
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The road of retirement should be 

paved with more than good inten-

tions. Soon-to-be retirees should 

develop and follow a retirement 

income plan that balances current 

lifestyle with the long-term sus-

tainability of the retirement port-

folio. The Road of Retirement series 

provides some best practices for 

accomplishing this balance.

Retiring baby-boomers, who can expect to spend 30 to 40 years in  

retirement, will likely need a framework for converting their savings into 

a sustainable monthly income stream. Investors who are on the road of 

retirement all share some common fears including spending too much, 

principal loss from market volatility, loss of purchasing power due to 

inflation, and the biggest fear of all, running out of money.
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Source: Thornburg Investment Management
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Figure 1.  HyPotHetical illustration oF tHe annual sPenDing For a 2000 retiree

At a time when traditional income-producing 
investments – such as money market funds, 
treasuries, and certificates of deposits – are 
providing low yields, it seems appropriate to 
revisit dividend-paying stocks as potential 
alternatives for generating current income.

The conventional wisdom regarding dividend 
stocks and dividend investment strategies 
holds that first, dividend stocks have modest 
capital appreciation potential, and second, 
taxes on dividends ensure that such strate-
gies are inevitably suboptimal for taxable 

investors. This paper uses broad domestic 
and international indices over multiple 
investment horizons to illustrate that nei-
ther belief has been truly accurate. In fact, 
total returns for dividend strategies relative 
to their respective benchmarks have been 
higher both before and after taxes over 
numerous and recent investment horizons. 

This article assumes investors seek to 
maximize total returns in both taxable and 
non-taxable scenarios. Therefore, when appli-
cable, dividends (both before and after taxes) 
are reinvested and the benefits of compound-
ing and dollar cost averaging are utilized.

Focus on Total Return

Investors focus on total return when invest-
ing, not just capital appreciation or income. 
Although capital appreciation may at times 
provide the bulk of total returns to share-
holders, income has contributed its fair share 
as well. Figure 1 provides these two compo-
nents of total return from equities over the 
past fourteen decades. 

Using this broad equity index for all decades 
since 1871, the data reveals that the income 
component of total return was not only 
greater (53.5%) than the capital apprecia-
tion, but also significantly less volatile as 
measured by standard deviation. Price appre-
ciation has been as high as 14.9%, but as low 
as -2.8%. This wide range is unfavorable for 
investors when compared to the income com-
ponent, which has been less volatile and can 
never be negative. 

Returns Before and After Taxes

Investors are very heterogeneous when it 
comes to risk tolerances, expected returns, 
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Pre- or Post-Tax, Dividend 
Strategies Are Still About 
Total Return

Figure 1: Dividends have historically been an important part of 
total return 

Decade
Price  

Appreciation
Income  

Component
Total 

Return

Income as 
Percent of  

Total Return

1871 – 1880 2.8% 6.1% 8.9% 68.7%

1881 – 1890 -2.1% 4.8% 2.6% NM

1891 – 1900 4.2% 4.5% 8.7% 51.4%

1901 – 1910 2.5% 4.6% 7.1% 65.1%

1911 – 1920 -2.6% 6.1% 3.4% NM

1921 – 1930 6.7% 5.6% 12.3% 45.3%

1931 – 1940 -2.8% 4.9% 2.1% NM

1941 – 1950 6.7% 6.4% 13.0% 48.8%

1951 – 1960 10.2% 5.0% 15.2% 32.6%

1961 – 1970 4.7% 3.5% 8.2% 42.3%

1971 – 1980 4.0% 4.5% 8.5% 53.4%

1981 – 1990 9.3% 4.6% 13.9% 33.2%

1991 – 2000 14.9% 2.6% 17.5% 14.9%

2001 – 2010 -0.5% 1.9% 1.41% NM

Average 4.1% 4.6% 8.8% 52.3%

Standard Dev 5.2% 1.3% 5.1%

Sources: Jack W. Wilson and Charles P. Jones, “An Analysis of the S&P 500 Index and Cowles’s Extensions: Price Indexes and 
Stock Returns, 1870–1999”, Journal of Business, 2002, vol 75 no 3. Data after 1990 is from Bloomberg, Confluence, and 
FactSet. Calculated by Thornburg Investment Management. Returns are annualized. NM = Not Meaningful.

Past performance does not guarantee future results.

In an earlier article, we 
addressed how we look for 
companies that have an 
ability and willingness to pay 
increasing dividends. We illus-
trated how high and rising 
dividends tend to outper-
form the market and briefly 
described how independent 
academic and practitioner 
research has shown that just 
because a company pays a 
dividend does not mean the 
company cannot grow its earn-
ings. In this paper, we delve 
deeper into the supportive 
research and provide two 
specific holdings as examples. 
The importance of these find-
ings is to illustrate how we 
look to pay a rising dividend 
over time. The way we accom-
plish this is to buy companies 
that are able to grow their 
earnings power and increase 
the dividend along with the 
increase in earnings.

One primary role of a public 
company’s management team 
is to allocate capital among 
various projects to maximize 
returns for shareholders. 
Unfortunately, conflicts can 
arise between management 
and minority shareholders. 
For instance, a ceo may have 
a pet project that continu-
ally loses money yet receives 
annual funding. Another 
conflict is that the highest 
returning projects may entail 
more risk than the manager 
wants to take, for risk of 
losing his or her job. This 

can hurt shareholders if the 
risk versus reward trade-
off is in favor of taking the 
project. Finally, management 
teams may engage in empire 
building, acquiring companies 
at a premium in order to grow 
their own organizations. This 
occurs from ego as well as the 
likelihood that the manage-
ment team is compensated 
more for managing a larger 
company.

The managers of the Thornburg 
Investment Income Builder 
Fund believe capital allocation 
decisions are one of the critical 
long-term driving forces for 
company success and, ulti-
mately, stock performance. 

How can we determine if a 
company is allocating capital 
correctly? Without perfect 
foresight, we have to rely on 
history, current decisions, and 
management guidance. One 
indication that management 
takes capital allocation seri-
ously is through its dividend 
policy. A dividend monetizes 
a portion of earnings for 
minority shareholders, which 
retained earnings do not. This 
brings the present value of 
future cash flows forward, and 
all else being equal, raises the 
value of the firm. Companies 
with good business models 
generate higher metrics of 
profitability such as return on 
equity (roe) as well as cash 
flows. This cash needs to be 
deployed, and when a company 

has a high roe, it takes less 
retained earnings to grow 
the business relative to those 
with lower roe. Along with 
many subjective and qualita-
tive factors, we look for these 
companies that have strong 
business models as well as the 
ability and willingness to allo-
cate capital prudently.

We’ve often discussed the 
original study by Arnott and 
Asness titled “Surprise! Higher 
Dividends = Higher Earnings 
Growth.” The authors were 
the first to find that companies 
with higher payout ratios actu-
ally had higher real earnings 
growth over the subsequent 
10-year period. This is counter-
intuitive, as one would expect 
a dividend-paying stock to 
translate into low growth. The 
table above provides the results 
of the study, clearly illus-
trating that companies paying 
out more cash as dividends 

(quartile four) had the highest 
subsequent 10-year eps growth.

In every case over these rolling 
10-year periods from 1946 
to 1991, the highest dividend 
payers had the highest earn-
ings growth. These results 
were not just on average, but 
were robust through the stron-
gest and weakest markets as 
well. We share the authors’ 
opinion that it is possible to 
have high earnings growth 
without paying dividends. In 
fact, most growth companies 
that have annual growth rates 
of 20%, 30%, or more, typically 
do not pay dividends since they 
need this capital to sustain 
their investment opportunities. 
However, we believe growth 
rates of this magnitude are 
few and far between and not 
sustainable over the longer 
term. A growth manager 
skilled at analyzing high-
growth companies should be 
able to navigate this segment 
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Surprise!�Higher�Dividends�=�Higher�Earnings�Growth
Real Subsequent 10-year Earnings Growth

Average Worst Best

S&P�500�Index�1946–91

Lowest Quartile 1 -0.40% -3.40% 3.20%

Quartile 2 1.30% -2.40% 5.70%

Quartile 3 2.70% -1.10% 6.60%

Highest Quartile 4 4.20% 0.60% 11.00%

Source: Robert D. Arnott and Clifford S. Asness, “Surprise! Higher Dividends = Higher Earnings 
Growth”, Financial Analysts Journal, Jan/Feb 2003. Data analyzed: 1946-2001. 
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