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HOW IMPORTANT IS ASSET ALLOCATION
TO RETIREMENT SECURITY?
By Alicia H. Munnell, Natalia Sergeyevna Orlova, and Anthony Webb*

Introduction
Financial planners devote considerable energy to
advising Americans how to invest their retirement
savings. Of course, wise investment of one’s hardearned money is important. But the fact is that many
Americans have saved very little – the typical household approaching retirement has less than $100,000
in 401(k) and other financial assets. Thus, for many
people, even perfect investing is unlikely to have a
significant effect on their well-being in retirement.
Fortunately, people have a number of other levers
that can affect their retirement security. And these
strategies – unlike the stock market – are within the
individual’s control: working longer, using a reverse
mortgage to access home equity, and controlling consumption when the kids leave home. Moreover, even
for many with substantial assets, these non-financial
levers may be as powerful as asset allocation in attaining retirement security.
This brief, adapted from a recent paper, compares
the non-financial levers to asset allocation to determine the relative power of each strategy in boosting
retirement preparedness. The first section describes

the potential benefits of the non-financial strategies.
The second section summarizes the methodology
used to compare their effectiveness with asset allocation. The third section presents the results. The
conclusion is that, for the population as a whole,
asset allocation is less potent than the alternatives,
particularly working longer. And, even for those with
substantial financial assets, it is less important than
one would expect.

Retirement Levers
Preparing for retirement can be a daunting task, especially for workers approaching traditional retirement
ages, who tend to have only modest 401(k) balances
and few other financial assets (see Figure 1 on the
next page). Traditionally, financial planners have
emphasized the benefits of properly allocating assets
between stocks, bonds, and cash to match a household’s circumstances. But other alternatives may be
equally or more effective.

* Alicia H. Munnell is director of the Center for Retirement Research at Boston College (CRR) and the Peter F. Drucker Professor of Management Sciences at Boston College’s Carroll School of Management. Natalia Sergeyevna Orlova is a research
associate at the CRR. Anthony Webb is a senior economist at the CRR. This brief is adapted from a longer paper (Munnell,
Orlova, and Webb 2012).
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Figure 1. Wealth Holdings of a Typical U.S.
Household, Ages 55-64, 2007
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repaid when the retiree moves to another living arrangement or dies. The amount that can be borrowed
depends on the borrower’s age, home equity, and
current interest rates.
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Source: Authors’ calculations based on U.S. Board of Governors of the Federal Reserve System, Survey of Consumer
Finances, 2007.

Working Longer
Working beyond age 62 – the earliest age of eligibility for Social Security benefits – is a powerful way to
increase retirement security.1 The strategy works in
three ways. First, it dramatically increases an individual’s monthly Social Security benefits – by at least
one third for delaying retirement until age 66 and by
at least 75 percent for delaying until age 70. Second,
working longer gives pre-retirees more time to contribute to their 401(k)s, which builds up a bigger nest
egg. Third, working longer shrinks the period over
which retirement assets need to be stretched. Someone who works 40 years and is retired for 20 years has
a work-to-retirement ratio of 2-to-1 – just two years
of work are supporting each year in retirement. By
working five additional years, the ratio improves to 45
working years to 15 retirement years, or 3-to-1.2

Tapping Home Equity
The typical U.S. household approaching retirement
has nearly $140,000 in home equity (see Figure 1),
making it the largest asset outside of Social Security.
Yet few seniors tap their equity to help support their
retirement consumption. Reverse mortgages allow
those age 62 or older to extract their home equity
while remaining in their home. This loan must be

For households in their 50s, who are typically in their
peak earning years, it is tempting to boost spending and live it up a bit – especially for couples whose
children have left home.3 However, tempering this
urge and keeping a lid on spending boosts retirement
preparedness in two ways – one obvious and one not.
First, households that are able to cut their budgets can
save more in their 401(k)s before retiring, expanding
their nest egg. The less obvious benefit from spending less is that it reduces what households need for
their day-to-day expenses today, thus lowering the bar
for maintaining their lifestyle in retirement.
The remainder of this brief compares the three
non-financial levers to asset allocation to determine
how they stack up in boosting households’ retirement
preparedness.

Methodology
The analysis uses data on working households aged
51-64 from the Health and Retirement Study (HRS),
a nationally representative panel survey of older
households conducted every two years since 1992.4
The key measure used in the analysis is a household’s
replacement rate – retirement income as a share of
pre-retirement income. Determining the retirement
readiness of each household involves three steps: 1)
identifying a target replacement rate, which would
allow each household to maintain its pre-retirement
standard of living; 2) projecting a replacement rate for
each household based on its own circumstances; and
3) comparing the target and projected replacement
rates. This exercise is done for each household at
each age from 60 to 70.5
For the first step, target replacement rates were
drawn from Georgia State University’s RETIRE Project, which provides rates that vary based on marital
status and income (see Table 1 on the next page).
Targets are less than 100 percent of pre-retirement
income because retirees pay less in taxes and no longer need to save for retirement, among other factors.
The rates from the RETIRE Project were adjusted
to reflect the fact that a significant proportion of the
sample will have either repaid their mortgage by
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Table 1. Target Replacement Rates for Households,
by Earnings and Marital Status
Pre-retirement
earnings

Two-earner
couple

Single
earner

$20,000

94%

88%

$50,000

81%

80%

$90,000

78%

81%

Source: Palmer (2008).

retirement or be able to repay all or part of the balance outstanding at that time by drawing on financial
assets.
Armed with retirement income targets, the next
step is to calculate the projected retirement replacement rate that the household will achieve at each age
from 60 to 70 if it continues on its present course,
maintaining its current saving rate and asset allocation and not taking a reverse mortgage. Total income
at retirement in this baseline scenario consists of
Social Security, employer pensions, and income from
financial assets. Social Security benefits are calculated using the HRS Social Security earnings records.6
Pension income is based on the 1998 and 2004 HRS
imputed data for employer-sponsored pension plan
wealth in current jobs. Household financial wealth
invested in stocks, bonds, and short-term deposits
is assumed to earn real returns of 6.5 percent, 3.0
percent, and 1.0 percent, respectively, from the date
of the HRS interview until retirement. At retirement,
the household is assumed to purchase a nominal joint
or single life annuity with its financial assets, including 401(k) and IRA balances.
In the third step, the projected replacement rate
at each age is compared to the target rate for each
household. If the projected rate is below the target,
the household is falling short in its retirement preparedness. The aggregate result for all households at
62 is the baseline measure for assessing the impact of
the four levers.
The levers are then applied as follows. The effect
of working longer is determined simply by comparing
the percentage of households falling short of their target at age 62 to the results for a later age, such as 67.
The other levers are applied separately for each year
as alternatives. The reverse mortgage lever assumes
a household takes the maximum available loan given

the age of the younger spouse and the house value,
and opts for the loan proceeds as a lifetime income
amount.7 The “control spending” strategy assumes
that the household increases its 401(k) contribution
rate by five percentage points, which produces a commensurate decline in its replacement rate target. The
asset allocation lever assumes that households invest
all of their retirement saving in equities, earning a 6.5
percent real return, and face no costs associated with
the increased risk. This assumption of “riskless equities” is designed to give the asset allocation strategy
an unrealistic advantage over the other options. The
notion is that if asset allocation does not dominate the
other levers with “riskless equities,” it would never
dominate.

Comparing the Levers
Figure 2 shows the results for the full sample of
households from ages 60-70. As noted above, the
power of working longer is shown simply by comparing the percent falling short for different retirement ages. For example, at a retirement age of 62,
74 percent of all households fall short of their target
replacement rate. But delaying retirement to age 67
dramatically reduces this figure to 47 percent. One
key reason is the boost from higher monthly Social
Security benefits.
Figure 2. Percent of All Households Falling
Short of Target by Age at Retirement
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Source: Munnell, Orlova, and Webb (2012).
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Next, the other levers – reverse mortgage, control
spending, and riskless equity investment – are added
as separate options to gauge their effect on the baseline in each year. Figure 3 shows the results at ages
62 and 67, including the base case. For example, at
age 62, the percent of households falling short drops
by 7 percentage points if households take a reverse
mortgage and by 3 percentage points under the control spending strategy. In contrast, investing assets
in “riskless equities” shaves off only 1 percentage
point. The age 67 results show a larger effect for each
of these strategies, but the pattern is identical. Asset
allocation remains the least effective option, even
with the “head start” from assuming that equities are
riskless.

Figure 3. Percent of All Households Falling
Short of Target by Lever, Ages 62 and 67
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Source: Munnell, Orlova, and Webb (2012).

Of course, it is not surprising that asset allocation
is less effective than the alternatives given that most
households have only modest financial assets. Therefore, the analysis was then narrowed to the top decile
of the wealth distribution, which includes households
with more than $500,000 in financial wealth. Since
these households are wealthier, a lower share fall
short at age 62 even in the base case – just 39 percent
(see Figure 4). If top-decile households worked to
67, the share falling short plummets to 17 percent.
But, interestingly, the alternative levers of a reverse
mortgage, controlling spending, and riskless asset
allocation have roughly equivalent effects on wealthy
households. So, even for the high-wealth group, asset
allocation is no better than the other levers.

Figure 4. Percent of Top-Decile Households
Falling Short of Target By Lever, Ages 62 and 67
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Source: Munnell, Orlova, and Webb (2012).

Conclusion
The traditional emphasis on the importance of asset
allocation might lead one to believe that the best way
to improve retirement security is to adopt the perfect
mix of stocks and bonds. However, households nearing retirement have more effective levers available
that tend to fly under the radar: delaying retirement,
taking a reverse mortgage, and controlling spending.
Each one – particularly working longer – is a more potent alternative than asset allocation for most households. Thus, financial planners will be of greater
service to their clients if they focus on a broad array of
tools for boosting retirement security.

5

Issue in Brief

Endnotes

References

1 See Munnell, Golub-Sass, and Webb (2011).

Coe, Norma and Anthony Webb. 2010. “Do Parents
Live It Up When Children Fly the Coop.” Issue in
Brief 10-18. Chestnut Hill, MA: Center for Retirement Research at Boston College.

2 Munnell and Sass (2008).
3 Coe and Webb (2010).
4 For an overview of the HRS, see Juster and Suzman
(1995).
5 For more details on the methodology, see Munnell,
Orlova, and Webb (2012).
6 When the earnings records were not available,
earnings histories were imputed using current earnings, earnings at first HRS interview, and final earnings in previous job.
7 The proceeds from the lifetime income option
are based on January 2012 interest rates and typical
closing costs and expenses. For homeowners with a
mortgage, the household uses its financial assets to
clear its mortgage debt at retirement. If financial assets are insufficient to clear the mortgage, the household takes part of its reverse mortgage in the form of
a lump sum, reducing the amount payable under the
reverse mortgage lifetime income option.

Juster, F. Thomas and Richard Suzman. 1995. “An
Overview of the Health and Retirement Study.”
Journal of Human Resources 30(5):S7-S56.
Munnell, Alicia H., Francesca Golub-Sass, and
Anthony Webb. 2011. “How Much to Save for a
Secure Retirement.” Issue in Brief 11-13. Chestnut Hill, MA: Center for Retirement Research at
Boston College.
Munnell, Alicia H., Sergeyevna Orlova, and Anthony
Webb. 2012. “How Important Is Asset Allocation
to Security in Retirement.” Paper presented at
Pension Research Council Symposium (May 3-4).
Philadelphia, PA.
Munnell, Alicia H. and Steven A. Sass. 2008. “Working Longer: The Solution to the Retirement
Income Challenge.” Washington, DC: The Brookings Institution.
Palmer, Bruce A. 2008. “2008 GSU/Aon RETIRE
Project Report.” Research Report Series 08-1. Atlanta, GA: J. Mack Robinson College of Business,
Georgia State University.
U.S. Board of Governors of the Federal Reserve System. Survey of Consumer Finances, 2007. Washington, DC.

RETIREMENT
RESEARCH

About the Center

The Center for Retirement Research at Boston
College was established in 1998 through a grant
from the Social Security Administration. The
Center’s mission is to produce first-class research
and educational tools and forge a strong link between
the academic community and decision-makers in
the public and private sectors around an issue of
critical importance to the nation’s future. To achieve
this mission, the Center sponsors a wide variety of
research projects, transmits new findings to a broad
audience, trains new scholars, and broadens access to
valuable data sources. Since its inception, the Center
has established a reputation as an authoritative source
of information on all major aspects of the retirement
income debate.

Affiliated Institutions

The Brookings Institution
Massachusetts Institute of Technology
Syracuse University
Urban Institute

Contact Information

Center for Retirement Research
Boston College
Hovey House
140 Commonwealth Avenue
Chestnut Hill, MA 02467-3808
Phone: (617) 552-1762
Fax: (617) 552-0191
E-mail: crr@bc.edu
Website: http://crr.bc.edu

The Center for Retirement Research thanks AARP, Citigroup, InvescoSM, LPL Financial, Mercer, MetLife, MFS
Investment Management, National Reverse Mortgage Lenders Association, Prudential Financial, Putnam
Investments, State Street, TIAA-CREF Institute, T. Rowe Price, and USAA for support of this project.

© 2012, by Trustees of Boston College, Center for Retirement Research. All rights reserved. Short sections of text,
not to exceed two paragraphs, may be quoted without explicit permission provided that the authors are identified and
full credit, including copyright notice, is given to Trustees of
Boston College, Center for Retirement Research.

The research reported herein was supported by the Center’s
Partnership Program. The findings and conclusions expressed are solely those of the authors and do not represent
the views or policy of the partners or the Center for Retirement Research at Boston College.

