


1

GOTCHA!

HIDDEN  TREASURES  and  TRAPS
IN  RETIREMENT

INCOME  GENERATION

FPA  Anaheim
October 13,  2009

Jonathan T. Guyton, CFP®

Principal

The Retirement Income Holy Grail

Maintain lifestyle – and maximize withdrawal 
rates – especially early in retirement
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Eliminate the chance of running out of money

Maintain purchasing power

Avoid undesired changes to after-tax income

Preserve capital for future legacy

Outline for Today’s Session

Key Issues in Retirement Income Generation

Hidden Treasures and Traps
 The S rprisi gl  Large 15% Ta  Bracket
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 The Surprisingly Large 15% Tax Bracket
 The Surviving Spouse’s IRA Nightmare
 Variable Annuity Guaranteed Minimum 

Withdrawal Benefit Riders
 Stories Clients (and Reporters) Tell Themselves
 Solving the Present/Future Balancing Act
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KEY  ISSUES  IN

RETIREMENT

INCOME  GENERATIONINCOME  GENERATION

GOTCHA???

For a lot more money …
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… you can have just a little bit better!

Retirement Income Generation

At its heart … a matter of After-Tax Cash 
Flow 
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Trade- offs  and  Compromises

Policies  and  Products
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Retirement Income Generation

Trade-offs and Compromises
 Understanding your client is key!

 Remember the ‘Holy Grail’ and you won’t end up 
confusing the forest for the trees
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 Marginal gains in one desired outcome always require 
compensation from another desired outcome

 Clients (and other humans) want to believe there are 
free lunches!

 This can be very simple to understand … and very 
difficult to do

Retirement Income Generation

Bridge between client goals and the steps 
needed to sustain progress toward them

Characteristics of Planning Policies:
B d h     
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 Broad enough to encompass new or 
unexpected events

 Specific enough to be rarely in doubt about 
the action to take in response

(Yeske and Buie, 2006 Journal of Financial Planning)

Retirement Income Generation

Policies and Safe Withdrawal Rates (SWR)
 Understanding the research

• Initial studies set ~4% SWR (Bengen, early 90s)

• Equity diversification: +50 bp (Bengen, late 90s)
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Equity diversification: +50 bp (Bengen, late 90s)

• Dynamic allocation: +40 bp (Kitces, 2009)

• WD decision rules: +90 bp (Guyton/Klinger, 2006)

• All have 95%+ purchasing power maintenance
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Retirement Income Generation

Other Policy-based Approaches
 Spending Policies

• Core and Discretionary

 Investment Policies
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• Objectives; Volatility; Allocation; Selection Criteria

 Withdrawal Policies
• Mid-Course Adjustments; Triggers; Funding Sources

 Wealth Management Policies
• Legacy; L-T Income Tax Strategy; L-T Care Funding

Retirement Income Generation

Products
 Understand the client objective to be met or 

problem in need of a solution

 Does it offer a unique marginal benefit?  (Or is 
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Does it offer a unique marginal benefit?  (Or is 
it a solution in search of a problem?)

• Has its unique benefit been validated empirically?

 What is the marginal cost (flexibility, control, 
dollars, purchasing power, tax treatment) to be 
borne to acquire this unique benefit?

HIDDEN  TREASURES

and

TRAPSTRAPS
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The Surprising 15% Tax Bracket

Married couple, ages 65 and 62, is retiring

$90,000 after-tax income objective

$20,000 Pension; $32,000 total Social Security

$250 000 investment real estate with $8 000 net 
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$250,000 investment real estate with $8,000 net 
cash flow and $3,000 annual depreciation

$800,000 IRAs; $100,000 Joint ($50,000 cost basis); 
$100,000 NQ Annuity ($50,000 cost basis)

$70,000 Mortgage (5.6%); $17,000 Sch. A 
Deductions

The Surprising 15% Tax Bracket

Observations on the Case:
 Numerous opportunities for partially tax-free income 

(Joint account, Social Security, NQ Annuity)

 Real estate generates a 3.2% cash yield
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 Mortgage is at a favorable interest rate

 Clients have a relatively low level of liquid, non-
qualified assets

 Total investment assets ($1,250,000) should be able to 
comfortably generate $70,000 of income if needed – a 
5.5% initial withdrawal rate

The Surprising 15% Tax Bracket

Cash flow to provide $90,000 after-tax income:

 $20,000  Pension

$32 000  S l S
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 $32,000  Social Security

 $ 8,000    Real Estate Income (Net)

 $ 9,000    NQ Annuity (15-Year Period Certain)

 $ 6,000    Joint Account ($4,000 Divs/LT Gains)

 $   ???        IRA Withdrawals
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The Surprising 15% Tax Bracket

Cash Flow AGI Amount Tax Type

Pension $ 20,000 $20,000 Ordinary
Social Security $ 32,000 $27,000     Ordinary
Real Estate $  8,000 $ 5,000 Ordinary
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$ , $ , y
NQ Annuity $  9,000 $ 6,000 Ordinary
Joint Account $  6,000 $ 4,000 Divs/Gain
IRAs $ 27,000 $27,000 Ordinary

TOTAL $102,000 $89,000

The Surprising 15% Tax Bracket

Tax treatment of Cash Flow sources:
 $102,000 Total Income

 $85,000 Ordinary Income + $4,000 Qual. 
Div /LT Gain
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Div./LT Gain

 $23,500 Deductions/Exemptions

 $65,500  Taxable Income

 $8,400 Federal Tax; $3,200 State Tax (@ 5%)

 $90,400 After-Tax Income
 11.4% Effective Tax Rate (Federal + State)

Case Study Summary

Significant net income can be generated without 
exceeding a 15% marginal tax rate
Annuity provides increased Active Phase income
Initial Withdrawal Rate = 4% ($50k/$1.25M)
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For additional income, either IRA withdrawals must 
increase or assets in Real Estate must generate a 
higher income
Selling the Real Estate would significantly increase 
after-tax assets and allow more withdrawals on a 
tax-favored basis
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Unintended IRA Consequences

Popular retirement distribution wisdom typically counsels 
retirees to spend their after-tax assets before beginning to 
tap their pre-tax (IRA) assets
This approach is often unfavorable because:
 High future cash needs and/or RMDs can cause IRA 
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g
withdrawals to be taxed at an unnecessarily high 
marginal rate

 Reduced/non-existent after-tax assets can unnecessarily 
cause clients to deny themselves access to their resources

 Ongoing RMDs for the surviving spouse coupled with a 
50% reduction in the 15% bracket can generate 
excessive marginal tax

The Surviving Spouse IRA Tax Nightmare

Consider a couple, both Age 80, with $600,000 of 
combined IRA assets earning 7.0% annually
Non-RMD income yields $35,000 taxable income
Over the next 10 years, RMDs total $454,000
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Over the ext 10 years, RMDs total $454,000
Filing jointly, RMDs generate $68,000 tax at 15%
What if one spouse dies at Age 80?
Now, over the next 10 years, the same $454,000 
RMDs could generate $114,000 tax because the 
surviving spouse can have only $30,000 taxable 
income before the 25% bracket is reached

VAs and Retirement Income

Annuitize the Contract (Vanguard)
 Age 65/62 Jt 100%:  Fixed (7.0%) or COLA (4.8%)

Guaranteed Minimum WD Rider (GMWD)
 Contract is not annuitized
 5% income of highest ‘benefit base’ guaranteed
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g g
 May require ‘balanced’ asset allocation
 ‘Benefit base’ is reset periodically
 Purchasing power depends on benefit base increasing

Variable Annuity Annual Expenses
 M&A + Fund Mgt. + GMWD  Rider
 1.25% + 0.65% + 0.60%  =  2.50% Total VA fees
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The Guaranteed Minimum WD Rider

Purchasing power (PP) based on 3.5% inflation

8.5% Gross Annual Return ($1 million)
 Year 10:  $1.055k and 77% Purchasing Power

 Year 20:  $1.113k and 58% Purchasing Power
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 Year 30:  $1.174k and 43% Purchasing Power

10.0% Gross Annual Return ($1 million)
 Year 10:  $1.212k and 87% Purchasing Power

 Year 20:  $1.470k and 75% Purchasing Power

 Year 30:  $1.782k and 64% Purchasing Power

The Guaranteed Minimum WD Rider

8.5% Gross Annual Return ($1 million)

Year 1 = +19%; Year 2 = -2%; Then 8.5%

WD increases 10% for Year 2 to $55k ($1,104k)

WD amount never increases again
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WD amount never increases again

Rider fee always based on benefit base (Year 2)

Results Summary:
 Year 10:  $996k and 81% PP  ($55.2k vs $68.1k)

 Year 20:  $986k and 57% PP  ($55.2k vs $96.1k)

 Year 30:  $965k and 41% PP  ($55.2k vs $135.6k)

The Guaranteed Minimum WD Rider

8.5% Gross Annual Return ($1 million)

Year 1 = -2%; Year 2 = +19%; Then 8.5%

WD fixed until Yr. 4 ($50,034 vs $55,436)

Results Summary:
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Results Summary:
 Year 10:  $1,039k and 76% PP  ($51.7k vs $68.1k)

 Year 20:  $1,096k and 57% PP ($54.5k vs $96.1k)

 Year 30:  $1,156k and 42% PP  ($57.5k vs $135.6k)

Total WDs $51k lower with reversed return order

Income permanently affected by early results
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Stories Clients (and Reporters) Tell

Start of 2008
 $1 million total value; $50,000 WD (5.0%)
 66% equity, 28% Fixed, 6% Cash/ST

Start of 2009
 $700k total value; $45 000 WD (6 4% after CPR)
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$700k total value; $45,000 WD (6.4% after CPR)
 55% equity, 40% Fixed, 5% Cash/ST

Vertical and Horizontal Risk
 2009 portfolio:  $315k in Fixed/Cash; $385k Equities
 $45k WD sustainable 11 years with Divs./Int./Fixed

When do clients NEED their portfolio to recover?
 10/1/09:  $806k total value; WD Rate = 5.6%

The Present/Future Balancing Act

The Discretionary Fund
 Can relieve tension between ‘live for today’ 

and ‘making sure the money lasts’

 Not covered by Withdrawal Policies
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Not covered by Withdrawal Policies

 2% - 10% of retirement portfolio

 Ideally non-qualified assets

 Encourage or facilitate client conversation 
about policies for Discretionary Fund use

CONCLUDING   THOUGHTS
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Concluding Thoughts …

GOTCHA can lurk in surprisingly benign places
Fear-based decisions can be irrevocable … and often 
lead to unfortunate and unintended consequences
Focus on the unique benefits and marginal costs of 
planning policies and products – See the trade-offs!
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planning policies and products See the trade offs!
Give Advice and Make Decisions boldly & humbly
 Be clear on what you believe/know … and don’t
 Employ informed planning policies before ad-libing
 Tell the truth with courage and compassion
 Stay with clients when they struggle

Our work is a good science … and a great art!

GOTCHA!
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