Does Spending Down Assets Give More?
One of the most widely read retirement strategies throughout the financial services industry is what we call Interest Only Income.  It is recommended that you are to live on the interest or part of the interest produced by assets in your “Golden Years”.  The basis for this strategy is to assure the client that they won’t outlive their assets and to possibly allow your principal to keep up with inflation.  Certainly, if you have enough money to be at that point then you are blessed and have attained a great level of success as it pertains to asset accumulation during your lifetime.  We feel that the question that should be asked is more about efficiency.  
Is my current retirement planning program designed for the maximum level of efficiency possible? 

The other big consideration is having sufficient flexibility to deal with all the contingencies that can occur in your retirement.  Most plans don’t give a real analysis to income tax, inflation costs, living too long and possibly put too much emphasis on lower costs of living.  Most of our clients are not planning on downsizing their standard of living after finally having the time and money to enjoy their friends and family at a different level.  We feel that there are better answers to these contingencies and more efficient ways to design a retirement income strategy.  

First of all, let me list contingencies that are a real danger to any life plan:

· Inflation

· Income Tax/Alternative Minimum Tax1
· Outliving your money

· Increased Travel and Charitable giving expenses
· Asset Replacement Needs

· Entrepreneurial Opportunities

· Property Tax

· Health Care Cost Increase

· Long Term Care Needs

All these may not occur in your life or be a priority to you; however this lists does force the issue of greater flexibility in your plan.  

Before I go into what the “Spend Down” Concept entails, it is only fair to let you know what type of assets our average client has in their retirement plan.  Typically, we are looking at the majority of their net worth coming from a 401K-type plan, a business, and their primary residence.  The next largest assets come from a stock and bond accounts.  Some clients have accumulated some money in income tax free2 accounts such as Roth IRA’s, but usually a very little due to restrictions on tax  deferred retirement plan contribution limits (almost all of our clients don’t qualify for a Roth IRA). Most of our clients don’t ever want to truly retire from work, so it is very important to coordinate their planning to this objective.  Also, we have been taking on a growing number of clients who want to give increasingly significant amounts to charities.

It takes a well coordinated plan to truly unlock your potential for affecting your community through charitable planning. 

Actual Example:
This client is age 55, with 2 main planning assets that he currently uses.  He has a Brokerage Account and a Retirement Account, which needs approximately $120,000 net per year from these 2 accounts over the next 30 years.  He would need to earn roughly 6% to have a fixed income that would net $124,200/ year in after tax income.  

	Current Situations:
	Retirement Plan
	Brokerage Accounts
	Home
	

	 
	$1,000,000
	$2,000,000
	750,000
	

	Assumptions:
	Average Tax Bracket
	Annual Return
	Opportunity Costs Rate
	Time Frame

	 
	31%
	6%
	6%
	30 Years

	
	
	
	
	

	
	Total Withdrawals
	Total Tax and Lost Opportunity Costs
	Total Assets Remaining after 30 yrs
	Total Difference

	Interest Only Plan Total:
	$5,400,000 
	$4,676,134 
	$3,000,000 
	

	Spend Down Total:
	$5,557,893 
	$1,922,320 
	$3,044,441 
	

	Net Result
	$157,893 
	$2,753,814 
	$44,441 
	$2,956,148 


This example is hypothetical and intended for illustrative purposes only and is not indicative of the actual performance of any particular product.

The Problem is that the interest withdrawal will need to be $180,000/ year to cover the Income Tax due.  This means that his plan has to give the Government 31% of every dollar Paid out and will never see those dollars again.  This is worth more than just the money taken out of the plan annually.  You also must include the 6% interest lost (“Lost Opportunity Cost”) when giving up this money.
 In addition to the pure tax savings, there are other factors that need to be considered.  For instance, the ability to increase your income each year by the amount needed to cover expenses is afforded by the tax difference alone (as seen by the $2,753,814 savings over 30 years of retirement income).  Also, it must be noted that allowing the assets not being used in the “Spend Down” strategy are now growth assets, which would allow you to invest these dollars in a little more of a growth allocation vs. income.  Remember, 1 or 2% more annual returns averaged over 30 years is very significant.  Also, your time frame for the money is now life expectancy instead of guaranteed annual income, so this extended time horizon should allow for better risk management as well.  
A major concern that every advisor should have when counseling a client on retirement planning is outliving the assets.  This problem exists in either of these mentioned planning strategies, although “Spend Down” allows for a bit more flexibility through the efficiency of the plan.  Although it is crucial to understand the “Spend Down” strategies shouldn’t end with only these conclusions.  Coupled with another component of planning we call the “Asset Replacement” strategies, our clients can achieve even greater flexibility.  Coupled with an appropriate Life Insurance plan, you may create flexibility for greater spend down opportunities with minimal risks to your surviving spouse or heirs.  We also consider putting growth and replacement assets in place that increase and are potentially paid out income tax free through policy loans and withdrawals. Loans against your policy may accrue interest and decrease the death benefit and cash value by the amount of the outstanding loan and interest.

 These two additional strategies on top of the “Spend Down” concept can start multiplying the results for yourself, your spouse, your heirs, and possibly the charity you care most about.

You should speak with your advisory team about these planning concepts to see if they are appropriately aligned with you family’s planning objectives.  Call our team if you feel that we can help you reach your potential in these areas of planning in the near future.
Clay Carter
Financial Adviser
Carter Wealth Management
4015 Marathon Blvd.
Austin, Texas 78756
 
Ph:
512-533-9110
Fax:
512-533-9111

1Neither New York Life Insurance Company nor its agents are in the business of offering tax, legal or accounting advice.  Please consult your own tax, legal or accounting professional before making any decisions.
 2Contributions to a Roth IRA may generally be withdrawn tax-free at any time.  Earnings may generally be withdrawn tax-free if the account has been held for at least 5 years and the withdrawal is made after age 59 ½.  If the withdrawal is made before the 5-year period or age 59 ½, income taxes may apply.
Clay Carter –  Financial adviser offering investment advisory services through Eagle Strategies LLC., A Registered Investment Adviser. Registered representative offering securities through NYLIFE Securities LLC. Member FINRA/SIPC, A Licensed Insurance Agency,  4015 Marathon Blvd, Austin TX 78756, 512-533-9110. Carter Wealth Management is not owned or operated by NYLIFE Securities LLC or its affiliates.

This represents our understanding of the generally applicable rules.  It is not intended to be an exhaustive examination of the subject matter, and is subject to examination and application by the client’s attorneys and other advisors who must form opinions based on their own experience and independent research.  Carter Wealth Management and NYLIFE Securities LLC and any affiliates thereof may not render legal, tax or accounting advice.
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