"The 4% Withdrawal Rule Flaw... and can an Annuity be a safer alternative?"
Every investment tool has a designed purpose and often times people are using tools for things other than their purpose.

For example, a retiree with 1 million dollars might have their money in stocks and they are taking income out of that portfolio each year to support their life style.

(They are taking income from a tool designed for long term growth.)

Many retirees have been taught to use a rule called the "4% withdrawal rule" or also known as the "Prudent Man's Rule" to determine how much income they can take off of their portfolio per year without ever running out of money.

For this example, the retiree with 1 million could do the following and I'll share how it's calculated.

The way the 4% rule works is that you start by taking 4% out of your portfolio in the first year - this includes dividends, interest, withdrawals.

The next year you take out the same figure you took out the first year plus inflation.

So if you start by taking $40,000 out and then inflation is 3%, then the second year you take out $40,000 + 3% ($1,200) = $41,200.

Every year after that you adjust the previous year's withdrawal amount by the inflation rate.

Now the bad news... this rule was recently under the microscope of William Sharpe Professor of the school of Finance at Stanford University.

He studied how accurate this rule is and he found that this may actually be bad for a portfolio afterall.

A couple of key quotes:

"He says the big problem with the 4% rule is its insistence on fixed spending coupled with investing in a portfolio with variable returns. Maintaining the same withdrawal rate in down markets will cause the retiree to run out of money."

"All these variations have a common theme... they attempt to finance a constant, non-volatile spending plan using a risky, volatile investment strategy."
So the questions you have to ask yourself is this...

"How stable is your income source and what's the worst case scenario with your current plan?"

The biggest concern William Sharpe had was the withdrawals during down years in the stock market could cause the retiree to run out of money, and they could go on a spend down!

However, you can put an Fixed Indexed Annuity with a lifetime income rider in place to guarantee your income for the rest of your life and not be affected by  market volatility.

