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PLAMMNING MONTHLY

SSET PROTECTION

ne of the great dilemmas facing financial
planners who work with retirees hias to do

# with providing guidance to clients regarding
realistic and appropriate withdrawal alternatives
from accumulated assets during retirement.
Compared to tools for use in determining how much
a non-retiree should accumuiate in assets prior to
retirement, there are relatively few planming tools
available to assist planpers in calculating the opti-
mal withdrawal from accumulated assets during
etirement.

The purpose of this article is to provide financial
planners with the tools needed, both conceptually
and practically, to answer the following client ques-
tion: “How much can I withdraw from my accumu-
lated retirement assets over a given period of time?”
While there are several approaches that can be used
to answer this question, the advantage of the tech-
nique highlighted in this article is that it is based on
simple time-value-of-money calculations that can be
applied to almost any client situation. The formulas
presented also are easily replicated using Excel or
Lotus spreadsheets, making the withdrawal methods
in this article applicable in daily client interactions.

Capital Needs Analysis: The Academic
Approach '

The academic approach to retirement planning
generally places a great deal of emphasis on the
proper use of capital needs analysis models. As
Leimberg and McFadden point out,' the assump-
tions used with capital needs analysis models can
have a significant impact on actions taken today by
clients to meet fuiure retirement goals. So 1t goes
without saying that helping clients reach their finan-
cial retirement objectives involves the appropriate

use of retirement capital needs analysis methods.

A retirement capital needs analysis begins when
a planner accumulates relevant data from a client
regarding the client’s current standard of living,
anticipated living standard when retired, assets
saved at present to meet future objectives, and sav-
ings programs currently utilized. After accumulating
these data, a planner should atterpt to guantify a
client’s risk tolerance, time frame, and
expectations. A special emphasis in the dafa coliec-
tion phase invoives discussions related to rates of
return that are achievable and desired both before
and after retirement. A related discussion with
clients regarding cost-of-living increases (i.e., infla-
tion assumptions), both pre- and post-retirement, is
a topic that should also be emphasized.

There are two widely used capital needs analy-
sis medels. The first model, the annuity approach,
is simple and conceptually easy to understand. The
underlying assumption of the annuity approach-is
that a client’s assets will be depleted over the
course of retirement, and that at the end of retire-
ment few, if any, assets will remain. In addition to
assuming a correct rate of return level and an
inflation rate, a planner must accurately approxi-
mate a client’s life span. If the time horizon used
is too long, the annuity approach will call for a
much larger pool of investable assets at the begin-
ning of retirement and/or a reduced payout during
retirement. If the time horizon is underestimated, a
client will most certainly exhaust assets, which
may lead to a decreased standard of living in
retirement.

Due to the shortcomings invoived with the annu-

ity approach, most planners use some type of pur-
chasing power preservation analysis model. The key
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underlying assumption behind this type of model
involves an attempt to preserve assets throughout
retirement. In other words, a purchasing power
preservation model attempts to account for inflation
before, during, and at the end of retirement. As was
the case with the annuity approach, the time horizon
chosen is of critical importance in this type of
model; however, the fear of exhansting all resources
is somewhat reduced.

Whichever method is actually used, it is impor-
tant to remember that the primary purpose of a
retirement capital needs analysis is to help quantify
the dollar value of a pool of assets needed at a
client’s date of retirement that will be sufficient to
provide enough income throughout retirement to
meet objectives. A secondary use of a capital needs
analysis involves quantifying the savings needed
today in order to meet retirement income objectives
in the future.

Shoricomings Associated With Capital
Needs Analysis Models

The preceding discussion points to a serious
shortcoming in the use of traditional capital needs
analysis models, namely, these approaches assume
that time remains until retirement. This assumption
is critical because, in a large number of cases, capi-
tal needs models call for a client to accumulate
additional assets. In order to do this, most clients
must have a long time period between the date of
the analysis and the point of retirement. As a result,
capital needs analysis models fall short in providing
useful retirement accumulation and withdrawal
information for clients who are very near retirement
or are already in retirement. For these individuals,
the question is not kow much shouid be accumulat-
ed for retirement, but how much income can be gen-
erated from retirement assets during retirement. At
first glance, this 13 a difficult pazzle to unravel; for-
tunately, the actual solution to this dilemma is easily
solved.

The Capital Withdrawal Process

The amount a client can withdraw annually from
a pool of retirement assets can be determined by
using the following process:

» Determine the value of the pool of available
assets at the beginning of retirement,

¢ (Choose an achievable after-tax rate of return
during retirement,

¢ Choose a realistic average rate of inflation dur-
ing retirement,

e Calculate the inflation-adjusted rate of return
applicable to the client,

¢ Determine the client’s life ekpectancy, and

= (Calculate the withdrawal.

The following discussion develops this process in
more detail.

Step One: Determining the value of the pool of
assets available for retirement is a relatively
straightforward affair. While not all client assets
will be used to fund retirement (e.g., home equity),
those assels that can be used should be valued at the
fair market value as of the date of analysis.

Step Two: Choosing an achievable after-tax rate
of return during retirement is more difficult. While
the purpose of this article is not directed at formu-
lating a solution to this problem, it is sufficient to
stress that a planner should always take inio account
a client’s risk tolerance, expectations, time horizozn,
and preferences (e.g., asset class limitations) when
gstimating a realistic rate of return. A client’s
expected standard of living during retirement may
also play an important role in determining an appro-
priate rate-of-return projection. Regardiess though,
1t is important that a realistic rate of return be used.
The appropriateness of the return can be judged
using the prudent investor rules typically followed
when investing and managing trusts. The prudent
investor rules suggest that a rate-of-return projection
is realistic if a planner can justify how a projected
return can be achieved within a portfolio, given
restraints, aver a period of time.*

Step Three: Just as in the case of choosing a
realistic rate of return, it is imperative that a planner
choose a realistic average rate of inflation during
retirement. While this may seem an easy task, the
actual selection of an appropriate inflation rate is a
process filled with pitfalls. Recent observers of the
financial markets may be comfortable using & mod-
est rate for inflation (e.g., 2 t¢ 4 percent), while oth-
ers, especially those who can remember the high
inflation days of the 1970s and early 1980s will be
tempted to use a higher rate for inflation (5 to 6 per-
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TasLe 1
INFLATION-ADJUSTED RATES OF RETURN

Rates of Return Infiation Rate ;
1.00% [1.50% ) 2.00% | 2.50% | 3.00% | 3.50% | 4.00% [ 4.50% | 6.00% [ 5.50% [ 6.60% | 6.50% | 7.00% | 7.50% | 6.00% | 8.50% | 6.00% | 5.50% 10.00%:

5.00% 0.0386 |0.034510.028410,0244|0.0194 [0.045{0.009610.0046 [ 0.0000 [-0.0047]-0.0094-0.01 41 -0,01871-0.0233(-0.0278-0.0323]-0,036 71-0.0414]-0.0455"
5.50% 0.0446 |0.0394{0.034310.0293]0.024310.0193|0.0144{0.0086 [ 0.004815.0000 -0.00471-(0.0094(-0.0140[-0.0186]-0.0231[-0.0276{-0.0321 -0.0365(-0.0409]
6.00% 0.0495 |0.0443|0.030210.034110.0291]0.0242[0.018210.0144{6.0085|0.0047 | 0.0000 |-0.0047| -0.0003[-0,01401-0.0185]-0.0230].0.6275)-0.0320i-0.0364
6.50% 0.0545 10.0493,0.0441 |0.0390 | 0.0340(6.0230 | 0,0240[0.07871[0.0143[0.0095 0.0047 10.00001-0.0047]-6.0083]-0.0139}-0.0184/-0.0229-0.0274 40,0318
7.00% 0.0584 10.0542]0.048070.,0433 |0.038810.0338 {0.0288 |0.0228}0.0190(0.071420.0094 [ 0.0047 0.0000 -0.0047;-0.0083|-0.01 38[-0.0183{-0.0228]-0.0273:
7.50% 0.0644 |0.6581}0.0539[0.0488,0.0437{0.0306 [ £.0357 |0.0287 [0.0238]0.0180 0.0142|0,0094 |0.0047 | 0.0000}-0.00486(-0,0082(-0.0138}-0.0163 -0.0227F
8.00% €.0693 §0.0640{0.0586 |0.05370,0485|0.0435 |0.058510.0335]0.02861 0,027 10,0189 0.0141 | 0.0003 0.0047 10,0004 |0 .0046]-0.0092[-0,0137{-0.0182|
B8.50% 00743 |0.0850|0.0637 [0.0585]|0.0534{0.0483]0.043310.038310.0333| 0.0284 | 0.0238 0.018810.014010.0093|0.0046 ] 0.0000[-0.0045]-0.0081]-0.0136.
0.00% 0.0782 10.0735|0.06860.0634|0.0583 |0.0531{0.045871 |5,0431{0.0381]0,0332 | 0.0283(0.0235[0.0187 0.074010.0093|0.0048 | 0.0000{-0,00460-0.0091
9,50% £.0842 |0.0788]0.0735|0.0683|0.0631 |0.058010.0528]0.04758 [0.042910.027910.0330 0.0282|0.0234|0.0186|0.0139|0.0052{ 0.0046 [ 0,0000 -0.0045
10.00% 0.0821 10.08370.07840.0732{0.0680 [ 0,0628 | 0.057710.0526|0.0476[0.0427|0.037710.03253 | 0.0980 | 0.0233 0.0185(0.0138{0.0092;0.0048 | 0.0000
10.50% 0.0841 10.0887]0.08533 |0.07800.0728]0.0676|0.0625{0.0574]0.0524|0.0474 0.042510.0376|0.0327 |0.0278 | 0.0231[0.0184|0.0138 | 0.0091 41,0045
11.00% 0.0860 [0.093610.0882{0.0829|0.0777|0.0725{0.0673{0.06220.0571]0.0521 [0.0472 | 0.0423 0.0374(D.0326|0.0278[0.6230|0.0183]0.01370.0081
11.505% 0.1040 |0.0985]0.0931|C.0878]0.0825|0.077310,0724 |0.0670[0.06819]0.06569 0.05190.0469 [0.0421[0.0372]0.0324 | 0.0276]0.0220i10.0182[0.0136
12.00% 0.1088 |0.1034]0.0980[0.0927 10,0874 {0.0821 [0.0789]0.0718]0.0867[0.0676|0.056610.0516 0.04687 | 0.0419]0.037040.0323]8.02750.0228 [0.0182
12.50% 0.1139 |0.1084|0.1029[0.0876}0.0822{0.0870|0,081710.0766][0.0714] 0.0664 |0.0613 0.0563 10,0514 |0.0465 | 0.0417]0.036010.0321[0.0274] 0.0207
13.00% 0.1188 [0.1133|0.1078]0.1024|0.0871 {0.0918{0.0865 | 0.08132}0.0762[0.0711]0.0660 | 0.0810|0.0561 0.0512|0.0463|0.04150.0367 [0.03200.0273
13.50% 0.1238 |0.1182|0.112710.1073(0.10180.0966|0.0813]{0.0851 [0.080 | 0.0758|0.070810.0657 0.060710.055810.0600|0.046110.0413{0.0365 | 0.0318:
14,00% 0.1287 10.1232[0.117610.1122{0.1088|0.1014[0.0862|0,0809]0.0857 {0.0B0R 10 0755 0.0704 |0.0654 |0.0805|0.0556 {0.0507 {0.0459 1 0.0411 0.0364!
14.50% 01337 101281 (0.1225]0.147110.1117]0.1063]0. 1010 0.0857 | 0.0905 [0.0853 0,080210.07510.0701 (0.0651 [0.080210.0553|0.0505 | 0.0457 0‘0409f
456.00% 0.1388 |0.133010,1275{0.1220/0.1165(0.1111{0.1058]0.1005 | 0.0952 [0,0800]0.0848 | 0.0798 0.0748{0.0698{0.0848 | 0.05890.0550 |0.0502 [ 0.04551
15.50% 0.1438 |0.1379]0.1324|0.1268 [0.1214|0.115%|0,1106[0.7053 0. 1000 0.094810.0896 0.0845|0.078410.074410.0694 | 0.0645 | 0.0596{0.0548 | 0.0500
16.00% 01485 i0.1429]0.1373[0.153170.1268210.1208 10.1154|0.1100]0.1048]0.099510.0043 | 0.0832 0.084110.0791[0.0741 |0.0691 [ 0.0642[0.0584 [0.0545
16,50% 0.1535 |0.1478|0.1422(0.1366{0.1311|0.1256 [0,1202{0.1148{0.1095[ 0.1043 | 0.0991 0.093970.0888 | 0.08370.6787{0,0737 | 0.0688 | 0.0638 | 0.05¢1
17.00% 0.1584 101527 |0.1471]0,1415]0.135¢{0.1304 |0, 125010.119610.1143]0.1090| 0.7038 [0.0086 | 0.0935 0.0884/0.0833[0.078310.0734 | 0.0685 | 0.0636
17.50% 0.1634 |0.1576{0.15201{0.1463|0.1408 |0.1353/0.1298]0. 1244 [0.119G[ 0. 113701085 0.1033[0.09610.0930{0.0880|0.0822 | 0.0780(0.0731 1 0.0682
18.00% 0.1683 {0.1626]0.1568|0.1512|0.145610.1401|0.1548]0.1262[0.1238]0.1185]0.1132 ] 0.1080 0. 1078 0.097710.0926 | 0.0876 | 0.0826|0.0776 | 0.0727:
18.50% 0.1733 |0.1675|0.181810.1561|0.1505|0.1449[0.1394]0.1340{0.128810.123210. 1179 01127 |0.1075|0.1023|0.08720.0922{0 0872 0.0822 | 0.0773!
19.00% 01782 10.1724|0.1667 | 0.1610]0.1553[0.1498(0.1442]0.1388{0.1333[0,1280 [ 0.122610.1174 101121 0.167010.101210.0968140,0817 | 0.0868 | 0.0818
19.50% 0.18532 |0.1773{0,171610.165010.1602{0.1546[0.1480|0. 1435 10,1381 [ 0.1327]0.1274 0.12271[0.1168(0.1118|0.1065[0.1014[0.0963 [0.09013]{ 0.08584
20.00% 0.1881 |0.1823|0.1765]0.17G7 | 0.1660]0.1584 |0.1538]0.1483[0.1429[0,137470.1321 | 0.1268 | 0.1215 0.1163{0.1111|0.1060[0.1002 0.0959[0.0909

cent). Although it is not always the case, it does not
hurt to be conservative in this choice; in other
words, one might take the average rate of inflation
over the past three years and add two or three per-
cent to this figure. :

Step Four: Calculating the inflation-adjusted rate
of return applicable to a particular client at first
seems like the most difficult task in the process;
however, in actuality, this is a simple procedure. An
inflation-adjusted interest rate is one that takes into
account both a client’s expected (or actual) after-tax
rate of return and the expected (or actual) inflation
rate. The formula for an inflation-adjusted interest
rate (1.e., a serial rate) is:

(I1 + rate of return]/[1 + inflation rate]) - 1

If the inflation-adjusted rate of return is going to
be used in a financial calculator, such as the Texas
Instruments BA 11 Plus, the resualt should be multi-
plied by 100. Table 1 provides inflation-adjusted
rates of return for combinations of after-tax invest-
ment returns starting at 5 percent (row one) and
inflation rates starting at 1 percent (column one).

Step Five: Determining a client’s life
expectancy can be accomplished by using an
IRS-calculated unisex life expectancy table, or if
the client is married, an IRS joint-and-survivor
life expectancy table. It is important to note that
these tables should be used as a starting point in
the analysis. Other important information, includ-
ing a person’s ancestral life expectancy patterns,
current health, occupation, and hobbies, can be
used to increase or decrease a client’s life
expectancy. For planners who want to estimate on
the conservative side, using an IRS unisex life
expectancy and adding at least five years may be
worth considering,

Step Six: The final step in the process involves
calculating the total maximum annual dollar with-
drawal amount for a client. There are two basic
methods that can be used at this step. The first
method assumes a depletion of all assets at the
end of the client’s life expectancy (i.e., end of
retirement), whick is referred to as an annuity
capital withdrawal method. The second method
adjusts withdrawals to account for inflation, with
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TABLE 2
AsSET DEPLETING WITHDRAWALS AT THE BEGINNING OF THE YEAR
(Assuming $1,000 in Principal Invested)

. - Inflation
Rate of Inflation : - Adjusted
Return  Rate ‘Return -

$108.79

/7
£215.08
23483

$106.45

100% 6.00% - - T53% - . S23011 $135.75 S10565 $91.54 8376
the assumption that the purchasing power of a Calculator Method
client’s assets at retirement will be preserved

thbep PV = $1,000

through the client’s life. This withdrawal approach
is referred to as the purchasing power preservation 7Y = 4.76 (see Table 1)
method. N=20

_ ) _ PMT = Compute = $75.06
An Annuity Capital Withdrawal Example

Table 2 shows asset depleting withdrawal amounts Time Value of Money Formula Method

using the annuity capital withdrawal method, given PMT, 4 = PVa4 * 1

assumed rate of retarn and inflation projections over SR (1 + 1) (—13

five year periods. Figures in this table are based on [ T ] :

the assumption that a client has $1,000 in retirement

assets on the first day of retirement. PMT,s = &QQ(L * 1
The following example describes how these cal- 12.719 1.0476

culations were made. First, find the 20-year col- PMT,q = $75.06

uma in Table 2. Move down the table and find the
row that corresponds to a 5 percent rate of infla-
tion, and a 10 percent after-tax rate of return. The
calculated first-year withdrawal is the product of
determining an annuity due payment using the fol-
lowing procedure.’

At an inflation rate of 5 percent and a rate of
return of 10 percent, a client can withdraw $75.06
{assumes $1,000 of invested principal) at the begin-
ning of year one if the withdrawals are needed for
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20 years. At the beginning of year two the client can
withdraw $78.81 ($75.06 x 1.05). At the beginning
of year three the chent can withdraw $82.75 ($78.81
x 1.05). In this way the client’s income during the
20-year period maintains pace with inflation; how-
ever, at the beginning of the twentieth year the
client’s assets will be depleted.

A Purchasing Power Preservation Model
Example

For many clients the thought of depleting one’s
assets in a given period of time is less than comfort-
ing. The prospect of leaving an inheritance or a gift
to charity 18 often a high priority for clients as they
contemnplate retirement and eventually death. And as
such, the withdrawal method presented above needs
to be adjusted to account for the preservation of
assets at the end of retirement.

The purchasing power preservation model, pre-
sented below, takes into account a client’s wish to
maintain the purchasing power of assets at the end
of retirement by keeping pace with inflation. This
method requires additional calculations to arrive at
the correct withdrawal amount. Planners must first
determine the future value of the existing pool of
assets using the client’s life expectancy and
assumed inflation rate (step one). Second, planners
need to determine the present value of the amount
calculated in step one using the client’s rate of
return projection (step twe). Third, this amount is
subtracted from the client’s pool of assets 1o deter-
mine the client’s useable resource base (step three),
and finally, the anpual maximum withdrawal is cal-
culated using the appropriate inflation-adjusted rate
of return (step four).

The following exampie illustrates how this
method of calculating withdrawals works.
Assume again that a client has a pool of retire-
ment assets equal to $1,000 with a 20-year with-
drawal projection. Also assume an after-tax rate
of return during retirement of 10 percent and an
inflation rate of 5 percent. As such, the inflation-
adjusted rate of return is calculated to be 0.0476
(see Table 1).

The first step in the process involves solving for
the future value of $1,000 in twenty years assuming
an inflation rate of 5 percent. This works out to
$2,653.30. In other words, a client needs $2,653.30

at the end of 20 years in order to maintain the pur-
chasing power of $1,000 today.

Step two involves finding the present value of
this amount, discounting back over 20 years, using
the client’s after-tax rate of return as the discount
factor (1.e., 10 percent). The result is $394.40. This
is the amount a client must put aside today, earning
10 percent for the next 20 years, in order to guaran-
tee that the pool of assets today ($1,000) will be
available, accounting for inflation, at the end of
retirement.

—_—— ===

Step three requires the calculation of the client’s
useable resources during retirement. Subtracting
$394.40 from $1,000 leaves the client with $605.60

. useable for the generation of income dunng retire-

ment.®

Step four, calculating the maximum annual with-
drawal, requires soiving for a payment as follows:

Calculator Method

PV = $605.60
Y =.0476

N =20

PMT = $45.45

Time Value of Money Formula Method

PMT,y = PV, % 1
[LC+ir ] (1+1)

i
PMT,y =  $60550  * 1
12719 1.0476

PMT,q = $45.45

In this case, the client can withdraw $45.45 at the

beginning of the first year. At the beginning of the

second year the client can withdraw $47.72, and at
the beginning of year three the client can withdraw i
$50.11. This inflation adjustment continues until '
this sub-account is depleted at the beginning of the H
twentieth year. _

Table 3 simplifies this withdrawal calculation
process by showing possible outcomes using the
purchasing power preservation method. The first
row shows hypothetical inflation rates, while the
first column indicates potential rates of return. Since

16

FEBRUARY 2002




PERSCNAL FINAMNCIAL PLANRNING MONTHLY

the present value of the capital being preserved is
subtracted from the existing funds available at the
beginning of the retirement period, the first-year
withdrawal should be the same regardless of
whether the retirement period is one, five, or twenty
years. In other words, a planner or counselor simply
needs to know how many years a client wishes to
take withdrawals. At an assumed rate of return of 10
percent and an inflation rate of 5 percent, a client
with a one-year capital withdrawal time horizon can
tzke the same first-year withdrawal as a client with
a 20-year time horizon. The only difference
between clients, using this method, is that a client
with a longer time horizon (e.g., 20 years) will con-
tinue to receive an inflation-adjusted payment at the
beginning of each period thronghout the time peri-
od, which effectively increases cash flow earned
throughout retirement. Note that it is possibie to
have a pegative withdrawal. This indicates that a
client would actually need to contribute cash to the
asset base, rather than take withdrawals, in order to
maintain the future purchasing power of the princi-
pal assets.

Calculating the First-Year Withdrawal

Calculating the first-year withdrawal using the
purchasing power preservation method is based on
the inflation-adjusted growth of the assets available
after subtracting the present value of the amount
needed to preserve the capital on an inflation-
adjusted basis. Any number of years can be used as
the number of periods within a time-vatue-of-
money calculation if Table 3 is utilized. It is impor-
tant to keep in mind that estimating an appropriate
rate of return and inflation projection is critical to
the success of any such calculation. The following
example provides a further llustration of how Table
3 can be applied to different client scenarios:

Application One Assumptions:
* 0% Rate of Return
* 3% Rate of Inflation
¢ $1,000 in Principal Invested
« Withdrawals over 10 Years

Step One: Calculate Future Value of $1,000 at
3% Inflation Rate

TABLE 3

(Assuming $1,000 in Principal Invested)

ENFLATION ADJUSTED WITHDRAWALS AT THE BEGINNING OF THE PERIOD

FEBRUARY 2002
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Solution: 31,344

Step Two: Discount Fature Value 10 Years at 6%
Rate of Retum

Solution: 3750

Step Three: Subtract Discounted Value from
Principal Invested

Solution: $250

Step Four: Calculate Annual Withdrawal Using

Inflation-Adjusted Interest Rate Using the $250 in
Assets as Withdrawal Source

‘Solution: See Table 4

Application Two Assumptions:
« 6% Rate of Return
* 3% Rate of Inflation
* $1,000 in Principal Invested
¢ Withdrawal over 1 Year

Step One: Caleulate Future Value of $1,000 at
3% Inflation Rate

‘Solution: $1,030
Step Two: Discount Future Value One Year at 6%

Rate of Return
Solution: $§972

Step Three: Subtract Discounted Value from
Principal Invested

Solution: $28

Step Four: Calculate Annual Withdrawal Using
Inflation-Adjusted Rate of Return Using the $28 in
Assets as Withdrawal Source

Solution: $28

Discussion

In the perfect financial planning world, clients
would meet with their financial planner very early
in the retirement planning cycle. For instance, a
young married couple would meet with their plan-
ner and conduct a retiretnent capital needs analysis
at least 20 to 30 years prior to retirement. The
resulis of this analysis would indicate both the total
amount of assets needed when the couple retires
and the amount of annual savings needed to accu-
mulate the required capital assets. Over time the
client(s) and planner would work to ensure that suf-
ficient assets are, in fact, available at retirement.

TasLe 4

ANnuUAL WITHDRAWALS UsSING AN INFLATION-ADJUSTED INTEREST BaTE

"Year Beginning Annual
Value Withdrawal

i $250 $28
2 $235 $29
3 $218 $30
4 $199 $31
5 $178 $32
6 $155 $33
7 $130 $34
8 $102 $35
9 §71 $36
10 $37 -$37

Net Value Year End Year End Value of

Value Capital Preserved
$222 $235 $793
$206 §218 $843
§188 $199 $893
3168 $178 $947
$146 §155 $1,004
$122 $130 $1,064
$96 $102 $1,128
$67 $71 $1,195
$35 $37 31,267
$0 $0 $1,344

(See Step 1)
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Then, upon retirernent, a monthly, quarterly, or
vearly withdrawal would occur as originally out-
lined in the retirement capital needs analysis.

Ugfortunately, the scenario above is iruly the
“perfect world.” In actuality, few financial planning
clients begin saving towards retirement at a suffi-
ciently early age.” Worse stili, many financial plan-
ning clients fuil to realize the need for planning
unti] they begin to advance in age. Fewer still actu-
ally contemplate the capital needed to sustain their
current standard of living in retirement.® Combined,
these factors lead to a large number of financial
planning clients engaging planners and retirement
counselors at an age that may allow insufficient
time for the accumulation of an optimal level of
- retirement assets.

Instead of having the opportunity to work with a
client over an extended period of time building
retirement assets, it is more than likely that the typi-
cal financial planner or retirement counselor will be
forced into a situation of working with clients who
are very near or already in retirement. In other
words, the ability of an advisor to conduct a thos-
ough capital needs analysis that allows for enough

time to implement recommendations is limited in
oSt cases.

What realistic outcomes await an advisor and
client who conduct a capital needs analysis when
the client is near or already in retirement? If the
client has already accumulated sufficient assets,
many positive ouicomes can oceur; however, in
cases where it is determined that insufficient assets
have been accumulated only distressing outcomes
and recommendations exist. For example, a planner
may be forced to recommend that a client (a) return
to the workforce, (b) reduce his or her current stan-
dard of living, or (c) do both. The likely cutcome
for the advisor who gives this advice 1s equally neg-
ative, namely, the probable loss of a client.

1t is for these reasons that this article stresses the
importance of conducting a capital withdrawal
analysis first, rather than a capital needs analysis, for

. clients who are very near or already in retirement.

One may find that although a client’s accumulated
assets are less than would have been recommended
under a traditional retirement capital needs analysis,
the potential outcomes and recommendations for a
client may seem less harsh, ultimatety leading to an
opportunity on the part of an advisor to assist the
chent in meaningful ways. For instance, clients may
conclude independently that they need to return to
the workdorce to supplement income, or they may
determine that they need to reduce their current level
of consumption. Clients may also determine that in
order to meet their maximum withdrawal goals, they
may want to invest for higher rates of return. In any
case, the advisor’s role changes from the bearer of
bad news to the provider of alternatives, which is
always a preferable situation.

Summary

This article provides financial planners and
retirement counselors with the conceptual and prac-
tical tools necessary to conduct a capital withdrawal
analysis under both annuity and purchasing power
preservation assumptions. The techniques presented
are based on simple time-value-of-money principles
and are easily transferred to spreadsheet applica-
tions. Ultimately, the concepts presented in this arti-
cle can be used by advisors to determine the maxi-
mum amount of withdrawals from a client’s accu-
mulated retirement capital that can be realistically
made over any given period of time. B
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5. Income is genevally assumed to be received at the beginning of a peri-
od. Savings contributions and other calculations are presumed to be
made at the end of a period.

6. Conceptually it may help to think of the client as having two accounts
during retirement. The first account is funded with $605.60 earning

10%. All withdrawals will occur from this one account, and at the ¢nd of
20 years the account will be depleted. The second account is funded
with $384.40, which was the result of determining the present value of
the $1,000 in principal in 20 years. This account will be used to fund
inheritances, charitable donations, and additional living expenses if the
client outlives his or her IRS life expectancy.
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