THE FINANCIAL MODEL 

The methodology behind the case studies takes a look at what’s going on for the IRA owner and beneficiary, to compare the results of different distribution strategies

Note: This is a supporting document written by Steven E. Trytten for his article “Show Me the Money” in the September 2009 issue of Trusts & Estates 

Case Studies—Methodology

All case studies reflect the current law with respect to income tax, transfer tax and required minimum distribution (RMD) rules. The general income, estate, gift and generation-skipping tax rates, etc., are calculated assuming that the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) sunsets and that pre-EGTRRA law continues. In particular, the dates of death in the case studies generally extend beyond the sunset date under EGTRRA, to avoid the moving targets that arise under EGTRRA that are more likely to produce misleading results.

How “Success” is Defined in the Financial Model — “After Tax Assets”

It is impossible to evaluate the results of a case study without a benchmark of comparison, that is, a definition of “success.” It is too easy to define success as minimizing taxes (and, prior to the Tax Reform Act of 1997, minimizing the excise tax on excess retirement plan accumulations, which carried the stigma of a penalty). Minimizing taxes does not always produce the best outcome. What most clients really want is to maximize the net worth that remains after taxes have been paid (“after-tax assets”). If a client wants to preserve the maximum after-tax assets for future generations, the transfer taxes (gift, estate and generation skipping taxes) must be included in the equation. On the other hand, if a client’s primary concern is their own financial security during retirement, the best definition of success may be one that takes only the client’s lifetime income taxes into account. It is essential to discuss these issues with the client and reach a consensus in defining “success” for purposes of the client’s distribution planning.

Either way, it is difficult to compare what is left for the client’s family when different distribution strategies produce different amounts of retirement plan and after-tax assets. Other commentators have struggled with this issue and reached surprisingly different conclusions, depending on how they chose to compare the apples to the oranges.

There is a way to compare retirement plan assets to after-tax assets on a true apples-to-apples basis, and this approach produces the most objective evaluation of different distribution strategies. This method of comparison involves an analysis for each distribution strategy that forecasts the gradual payout of a retirement plan over the entire deferral period (usually defined by the post-death life expectancy of the designated beneficiary) in a way that shows the total accumulation of after-tax net worth (after-tax assets) at the end of the deferral period. The distribution strategy that produces the largest amount of after-tax assets wins!

After-tax assets is the measure of success in the extensive Excel spreadsheets this author built to produce these case studies. This particular measure of success includes transfer taxes, which is appropriate if the client’s primary goal is to maximize the size of the beneficiary’s after-tax assets. The point in time that is used for comparing after-tax assets in most of the case studies is the end of the youngest beneficiary’s deferral period. The after-tax assets the beneficiaries have accumulated by then under each of the different distribution strategies can be compared on an apples-to-apples basis. Relative percentages are shown for convenience, with the 100 percent being arbitrarily assigned to the distribution strategy involving full distribution of the plan in the earliest year.

However, this author decided not to recognize capital gains tax on the beneficiary’s non-retirement appreciated securities, on the theory that these securities would likely receive a cost basis step up at the beneficiary’s death.

How the Numbers Were Run; What the Numbers Represent

The results of each case study were generated with a financial model in Excel with separate spreadsheets corresponding to each planning scenario. In addition, an extra scenario runs in the background to measure how big the beneficiary’s after-tax assets would have been had there not been a retirement plan at all. From a statistical point of view, this extra scenario serves as the control and provides a basis of comparison for the other scenarios.

“After-Tax Assets” Defined

The results shown for each scenario are isolated to show only the additional portion of the beneficiary’s after-tax assets that corresponds to the distributions received over the deferral period from the retirement plan (“additional after-tax assets”). However, all of the calculations (such as tax brackets, etc.) reflect the full amount of assets and income corresponding to each scenario.

Client’s Investment Style

The distribution planner must understand the client’s investment style. Higher yields magnify the differences between distribution strategies. The relative yields inside and outside the retirement plan also impact the financial analysis.

For example, a real estate developer may know how to earn 25 percent on his money, but the investments may not be permissible inside his retirement plan. In that situation, he may do better investing outside his plan than investing in his plan, and long deferral strategies may not be appropriate for him.

Even when the same investment choices are available inside or outside the plan, some individuals apply different investment styles to their inside and outside assets. If one group of assets is expected to earn a different yield than the other group, different distribution strategies will produce different overall investment yields, making it harder to distinguish between the effect of the changed yield and the effect of the various tax rules. Thus, for analytical purposes, all of the case studies assume the same investment performance inside and outside the retirement plan.

Investments with the same overall yield can produce different results in the outside portfolio, depending on the portions of yield that are recognized as ordinary income, short-term capital gains, and long-term capital gains. For this reason, financial models that only allow the input of a single yield number are of limited value. The financial model used in these case studies requires completion of several input fields to determine the ordinary income portion of yield, the portion of the portfolio that is susceptible to growth, and the portfolio turnover for purposes of determining what portion of growth is recognized each year as capital gains.

Portfolio turnover can affect the outcome. An astute investor may be able to arrange her overall portfolio in a way that allows higher turnover assets to remain inside the retirement plan and lower turnover assets to remain outside.

The astute investor may also develop different asset allocation models for retirement and non-retirement investments. Although this author recognizes the value of different allocation models in the real world, for statistical purposes, this author’s financial models assume the same asset allocation model for retirement and non-retirement investments. This avoids a statistical anomaly that could distort the results. For example, if a financial projection is run assuming that retirement assets are invested in higher yielding investments than non-retirement assets, it will be difficult to determine whether distribution strategies that produce the best results do so because of the benefit of tax-deferred compounding, or simply because money was left longer in the pot that is invested in higher yielding investments.

Level Yield Versus Market Fluctuations

Most of the case studies assume level yields in each year of the deferral period. However, real life returns vary from year to year, and these variations can significantly alter overall long-term returns. Two additional case studies were developed specifically to address this issue.

The first additional case study illustrates varying returns based on historical data, and the author gratefully acknowledges financial planner and software developer Guerdon T. Ely for his valuable contributions in preparing this case study.
 Although the future is not likely to duplicate the past, these analyses are very helpful in gaining a general perspective as to how market fluctuations affect distribution planning.

The second additional case study is illustrated by the Wealth Forecasting Analysis™ prepared by the investment firm Bernstein.
 Bernstein’s analysis is built upon their proprietary computer simulation software (Bernstein’s Capital Markets Engine) that incorporates Bernstein’s research and historical data. This engine runs a Monte Carlo simulation that models 10,000 different possible scenarios with interrelated variables for investment yields and inflation. The 10,000 outcomes are then compiled into summary charts that show a statistical breakdown of the range of possible outcomes. The preparation of this financial model represents a substantial commitment of resources on Bernstein’s part, and this author gratefully acknowledges this effort.

Investment Fees

The financial model projects investment management fees, and allows them to be treated as either having been paid from inside the retirement plan, or paid from non-retirement assets. One of the case studies specifically analyzes this issue in more depth.

How Basis Step Up Is Incorporated in the Financial Model

A great deal of thought went into applying the step up in cost basis that is allowed at death to outside investments.
 The step up makes a big difference if the beneficiary liquidates the entire portfolio. But if the beneficiary will continue to invest using the same investment style, only a portion of the portfolio is liquidated in any given year depending on the portfolio turnover.

The financial model incorporates sophisticated portfolio modeling to calculate the unrealized appreciation in the outside investments, identify the taxable capital gain each year arising from portfolio turnover, and step up the cost basis at death. Then, the financial model applies the step up to reduce the capital gains recognized by the beneficiary in the years following death assuming the beneficiary continues to follow the participant’s investment style.

In order to accommodate the portfolio modeling, investment performance is entered using three variables: (1) percentage yield consisting of ordinary income (dividends and interest); (2) percentage yield consisting of overall growth and appreciation (recognized or unrecognized capital gains); and (3) portfolio turnover, entered as the percentage of the portfolio that “turns over” in any given year.

Does Client Expect Beneficiaries to Continue Deferral

It is essential for the planner and client to develop a clear expectation as to the likelihood of continuing deferral after death. The client knows their children best and can usually provide a reliable prediction.

Even if the children are not expected to continue deferral, a lifetime minimum distribution strategy will provide superior results if the participant lives long enough, due to the benefit of tax-deferred compounding over the participant’s remaining life.

� The backup calculations for each scenario fill 10 or more pages using a six point font. The backup calculations for a seven scenario case study fills 80 or more pages (seven scenarios plus the “control” scenario). The backup calculations for a seven scenario case study run at three different dates of death fill 240 or more pages.


� Guerdon T. Ely is the founder of Ely Prudent Portfolios LLC, Chino, CA, and the creator and developer of two highly regarded software programs, MRD-Determinator and Pre-Determinator. For more information, visit www.elyportfolios.com.


� Bernstein has published many valuable articles and financial analyses. To see these, or for more information about the Bernstein firm, visit www.bernstein.com.


� The step up is allowed under Internal Revenue Code Section 1014.





