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s 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.

In 1994, William P. Bengen, CFP”,
pioneered research into sustainable
retirement income portfolios and
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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

Bengen studied how various asset

allocation strategies affect both the

withdrawal rate and sustainability of a

retirement portfolio in distribution.

establishing appropriate withdrawal
rates when he published “Determin-
ing Withdrawal Rates Using Historical
Data”? 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

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-

Please see the Addendum for results updated through 2010.
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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 Retirement®
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 Investors®—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-
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FIGURE 1: DIVIDEND GROWTH OF S&P 500 INDEX
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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.

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

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

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.

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 2: SCENARIO 1—ASSUMES RETIREMENT ON DECEMBER 31, 1972
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TABLE 2: SCENARIO 1—S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500

INDEX, 1972-2007

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
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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

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.

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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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

Investments&Wealth moNITOR

FIGURE 4: SCENARIO 3—ASSUMES RETIREMENT ON DECEMBER 31, 1999
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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

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.

© 2008 Investment Management Consultants Association Inc. Reprinted with permission.
Please see the Addendum for results updated through 2010.



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.

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, CIMA®, AIFA®, is a
managing director of Thornburg In-
vestment Management and president
of Thornburg Securities Corporation
in Santa Fe, NM. He earned a B.S.

in accounting from Stonehill College
and an M.S. in computer information
systems from Bentley College. Con-
tact him at jgardner@thornburg.com.
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The views expressed by Mr. Gardner reflect his professional opinion and are subject to change.

International investing involves special risks, including currency fluctuations, 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 reflect the reinvestment of income dividends and capital
gains, if any, but do not reflect fees, brokerage commissions or other expenses of investing. Investors may not make direct investments into any index.

Basis Point — A unit equal to [/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 financial advisor. Read it carefully before investing.

Thornburg Investment Management®
2300 North Ridgetop Road

Santa Fe, New Mexico 87506
800-847-0200

www.thornburg.com
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Addendum

- FIGURE 1: DIVIDEND GROWTH OF S&P 500 INDEX
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Dividends Per Share -~ Yield on Cost

Hypothetical is for illustration purposes only. Dividends were not reinvested. You cannot invest directly in an index.
Past performance does not guarantee future results

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

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



FIGURE 3: SCENARIO 2—ASSUMES RETIREMENT ON AUGUST 31, 1987
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TABLE 3: SCENARIO 2—S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500

INDEX, 1987—2010

Withdrawls
Top 100 Dividend Payers Portfolio $1,721,324
S&P 500 Portfolio $1,721,324
Difference $0

Ending Portfolio Value

$2,922,082
$2,116,070
$806,013

FIGURE 4: SCENARIO 3—ASSUMES RETIREMENT ON DECEMBER 31, 1999
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TABLE 4: SCENARIO 3—S&P TOP 100 DIVIDEND PAYERS VERSUS S&P 500

INDEX, 1999-2010

Withdrawls
Top 100 Dividend Payers Portfolio $709,801
S&P 500 Portfolio $709,801

Difference $0

Ending Portfolio Value

$1,377,191
$505,303
$871,888



Looking for more information on dividend strategies and retirement income?
Here are some additional resources available from Thornburg Investment

Management:

Tangible Investing in Retirement Using
a Global Dividend Income Strategy

More to Dividends Than Just Yield

Pre- or Post-Tax, Dividend
Strategies Are Still About
Total Return

‘Why Do Dividend Str:
Tend to Outperform?

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.

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.

There is More to Dividends Than
Just Yield

In this article, portfolio manager Cliff Remily
discusses how there is more to dividend-oriented
portfolios than buying high-yielding stocks. Rather,
implementing a disciplined and comprehensive
dividend strategy can provide significant benefits.

Pre- or Post-Tax, Dividend
Strategies Are Still About Total
Return

This article discusses how, even after taxes,
dividend strategies tend to outperform. Portfolio
manager Cliff Remily examines what would have
happened without the tax cuts provided by the
Jobs and Growth Tax Relief Reconciliation Act.

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. In
this article, portfolio manager Cliff Remily reviews
three studies demonstrating that there is a global
tendency for high dividend paying companies to
exhibit subsequent growth.
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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

ROAD OF
RETIREMENT

www.thornburg.com/roadofretirement

To receive a copy of these articles, please call 877.215.1330
or visit www.thornburg.com/research.
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