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Making Progress After the Bull Market 
For most of the past nine years, the bull market in stocks provided a powerful 
tailwind for retirement investors. This year, however, global stocks have lost 
ground amid a substantial increase in volatility. Will that tailwind return? Our 
analysis suggests it won’t, and that returns for the next seven years will be 
substantially lower than they were in the past seven. For those with progress 
still to make toward their goals, the environment looks challenging.  

Fortunately, as we have discussed previously, there are strategies that can 
help, such as timing your Social Security filing to maximize benefits or using 
protected growth strategies to lock in gains and hedge downside risk. One of 
the most important of these is minimizing the tax impact on retirement 
savings; it has the potential to dramatically improve returns, even when the 
markets are uncooperative. One way to accomplish this is a method called 
“income smoothing.” It aims to lower taxes by reducing spikes in investors’ 
income, usually by managing down required minimum distributions (RMDs) 
from tax-deferred retirement accounts. RMDs are a feature of the tax code 
that can impact retirees significantly if not managed with care. 

 

 

In Case You Missed  
The Last Issue 
In March, we discussed 
how common approaches 
to planning often 
understate the potential for 
extended retirements. 
Retirement investors have 
made significant progress 
since the financial crisis, 
but risks are rising. 
Together with the often 
understated potential of a 
lengthy retirement, this 
highlights the need for 
careful planning and risk-
taking. See “Longer 
Retirements, Aging Bull,” 
(On Retirement, March 6, 
2018).  

Managing RMDs Down Can Reduce Effective Tax Rates

http://linkback.morganstanley.com/web/sendlink/webapp/f/7kf786lc-3q3q-g000-9d91-005056013300?store=1&d=UwBSZXNlYXJjaF9NU1NCAEY1QzM4NTczLTlERDMtNDIwRC05RURBLUIxNzFCOTcwNUM5OQ%3D%3D&user=lwsis529d9fq-0&__gda__=1782414359_92b1025d5d104cefcc4a080cb9767648
http://linkback.morganstanley.com/web/sendlink/webapp/f/7kf786lc-3q3q-g000-9d91-005056013300?store=1&d=UwBSZXNlYXJjaF9NU1NCAEY1QzM4NTczLTlERDMtNDIwRC05RURBLUIxNzFCOTcwNUM5OQ%3D%3D&user=lwsis529d9fq-0&__gda__=1782414359_92b1025d5d104cefcc4a080cb9767648
https://players.brightcove.net/644391012001/default_default/index.html?videoId=5798064021001
https://players.brightcove.net/644391012001/default_default/index.html?videoId=5798064021001
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The End of Easy 
The first quarter’s low overall returns 

amid rising market volatility, inflation and 
interest rates are consistent with 
expectations at a time when the economy 
is in the final stages of an extended 
expansion (see Exhibit 1). While it is not 
uncommon to experience strong positive 
returns in the end stages of a long bull 
market, it appears that the easiest returns 
of the cycle are behind us. Additional 
gains from here are possible, but they will 
come with more volatility and the threat of 
market drawdown. 

In the short term, we anticipate that 
stocks will outperform fixed income 

securities, but the risk/reward proposition 
has declined markedly from this time last 
year. Valuation support and continued 
earnings strength, as well as a still-strong 
global economy, underpins that view. 
Looking out somewhat further, we believe 
the likelihood of a recession within the 
next few years is high. 
 
Standing Still 
Is Falling Behind 

The subpar returns in the first quarter 
ultimately had a muted effect on 
retirement preparedness (see Exhibit 2, 
page 3). With the exception of the 

youngest investor with the most significant 
exposure to increasing interest rates, 
funding ratios generally declined, due to 
the negative returns across each of the 
broad portfolio asset classes, bonds, stocks 
and alternatives, especially those with high 
sensitivity to interest rates or volatility. 
The quarter’s biggest positive contributor 
was higher long-term interest rates, which 
increase a retiree’s ability to turn wealth 
into income through securities like 
municipal bonds. Still, that was largely 
offset by the increase in long-term 
inflation forecasts. 

For the quarter, our hypothetical 
investor 47-year-old Molly saw her 
funding ratio increase to 76.0% from 
74.3%, 57-year-old Olivia saw her funding 
ratio drop to 83.8% from 85.6% and 67-
year-old Derek saw his funding ratio slip 
to 101.6% from 102.4%. In each case, 
their funding ratios indicated these 
investors remained “on track” for 
retirement based on their age and time 
horizon. 

Of course, what constitutes on track is a 
moving target. For example, the funding 
ratio sufficient for 57-year-old Olivia to be 
on track is 82%, but when she turns 58, 
her target will increase to 84%. At the 
moment, that higher target would render 
her plan “at risk,” raising the possibility 
that she won’t meet her goals. 

In other words, retirement investing is a 
race against the clock. While losses can be 
both painful and damaging, extended 
periods without progress can be at least as 
bad, and often worse. Indeed, this is why 
advisors recommend retirement investors 
have a healthy allocation to stocks. Risk, 
as traditionally defined, is necessary for 
achieving your goals, and not taking 
enough risk is actually quite risky. Of 
course, just being willing to take risk in an 
investment portfolio is not guaranteed to 
be enough, as markets don’t always 
deliver, especially in shorter time 
horizons. 

Exhibit 1: First-Quarter Returns 
In Brief 
The quarter began with a powerful rally, with stocks up nearly every trading day. By the end of 
the quarter, just about everything had gone down. Volatility picked up substantially.  

What Happened? 
Resurgent inflation and interest rates—and a stock market in which bullish sentiment had gone to 
extremes—led to a significant first-quarter downturn that wiped out gains. Ultimately, the market 
finished close to where it began. 

What’s Next? 
While we anticipate positive returns in stocks such that stocks will outperform bonds, higher 
volatility is here to stay. The Federal Reserve’s response to a tightening labor market could call 
time on the bull market in the next few years. 

Asset Class Return (%) 
Cash 0.3 
Investment Grade Bonds -1.5 
US Inflation-Protection Securities -0.9 
US High Yield Bonds -0.9 
US Equity -0.6 
International Equity -1.4 
Emerging Markets Equity 1.3 
REITs -3.4 
Master Limited Partnerships (MLP) -11.1 
Absolute Return Assets 0.6 
Equity Hedge Assets -2.4 
Equity Return Assets 0.3 

Change in 30-Year US Treasury Bond Yield 0.23 
Note: Please see Endnotes (page 10) for specific market index proxies. 
Source: Morgan Stanley Wealth Management GIC as of March 31, 2018 
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The Newest Normal 
We estimate that the factors that stalled 

progress for retirement portfolios so far in 
2018 will stay in place. In “Annual Update 
of Capital Market Assumptions,” 
published in March, we noted that far less 
attractive earnings and shareholder yields, 
and a greater risk of recession, had 
reduced forward-looking expected returns 
for equities substantially. We concluded 
that the coming seven-year period was 
likely to look far different from the one 
that preceded it, with substantially higher 
forecasted levels of volatility (see Exhibit 
3, page 4). The eye-catching results are 
illustrated by the dramatic down and 
rightward shift of the forecast portfolio 
frontier from that which characterized the 
market environment of the seven years 
ending in February of this year. 

The implications for retirement 
investors are considerable. In a seven-year 
period, the funding ratio of a 57-year-old 
planning to retire at 65 should increase to 
97% from 82%, progress that is quite 
manageable when blended portfolios are 
returning 8% annualized compared with 
funding ratios that discount future cash 
flows at 2.5%. That progress becomes far 
more difficult to manage when growth-
oriented portfolios are expected to return 
just 4% to 5%, with substantial volatility 
and discount rates above 3%. Which begs 
the question, what’s a not-yet-funded 
retirement investor to do? 

 
Waste Not, Want Not 

The good news is, however challenging 
the circumstances, they remain 
manageable. Retirement investors have 
many options at their disposable for 
overcoming adversity, including the 
burden of unfavorable market conditions. 
The key to success is to waste no 
opportunity to improve retirement 
readiness by utilizing the many techniques 
and strategies that are available to 
investors. Specifically, investors need to 

Exhibit 2: First-Quarter Retirement Progress 

In Brief 
Funding ratios decreased for Olivia and Derek due to weak investment performance and an 
increase in expected future inflation. Molly’s funding ratio increased slightly on the strength of 
higher interest rates.  
What Happened? 
Molly’s funding ratio has greater sensitivity to interest rates as younger workers are more 
sensitive to future returns and less to current results compared with older investors like Olivia 
and Derek. While funding ratios didn’t decline much, the lack of progress toward their goals 
could become a problem for investors like Olivia, who needs to close a substantial funding 
ratio deficit in the next few years. 
What’s Next? 
In the short term, retirement progress should resume, and interest rates could provide an 
additional lift if risk assets cooperate. We are much closer now to an eventual drawdown, 
however, when it comes will deliver a blow to readiness.  

Molly, Target Date Model 
Beginning Funding Ratio (as of Dec. 31, 2017)  

Funding Ratio 
  74.3%  

 Effect of Equity Returns* -0.6 
 Effect of Alternatives Returns* -0.1 
 Effect of Cash and Bond Returns* -0.3 
 Effect of Inflation Rate Forecast Change -2.3 
 Effect of 30-Year US Treasury Yield Change 4.9 
Ending Funding Ratio (as of March 31, 2018) 76.0% 
Source: Morgan Stanley Wealth Management GIC as of March 31, 2018 

Olivia, Target Income Model  
Beginning Funding Ratio (as of Dec. 31, 2017) 

Funding Ratio  
  85.6% 

 Effect of Equity Returns* -0.5 
 Effect of Cash and Bond Returns* -0.3 
 Effect of Change in the Value of VA Benefits* -2.5 
 Effect of Inflation Rate Forecast Change -1.8 
 Effect of 30-Year US Treasury Yield Change 3.2 
Ending Funding Ratio (as of March 31, 2018) 83.8% 
Source: Morgan Stanley Wealth Management GIC as March 31, 2018 

Derek, Target Liquidity Model 
Beginning Funding Ratio (as of Dec. 31, 2017) 

Funding Ratio  
  102.4% 

 Effect of Equity Returns* -0.5 
 Effect of Alternatives Returns* -0.7 
 Effect of Cash and Bond Returns* -0.8 
 Effect of Inflation Rate Forecast Change -1.4 
 Effect of 30-Year US Treasury Yield Change  2.6 
 Effect of Change in Expected Longevity** 0.0 
Ending Funding Ratio (as of March 31, 2018) 101.6% 

Source: Morgan Stanley Wealth Management GIC as of March 31, 2018. Numbers may not add 
due to rounding. 
*Please see Endnotes (page 10) for the specific market index proxies of each of the sub-asset 
classes listed above, as well as assumptions regarding the Target Income Model’s variable 
annuity allocation. **Life expectancy increases with age. For example, the life expectancy of a 
21-year-old is 80, while a 65-year-old is expected to live until 83. Increasing expected longevity 
in retirement increases anticipated spending needs, which reduces a retiree’s funding ratio. 

http://linkback.morganstanley.com/web/sendlink/webapp/f/7rf63rl6-3q3q-g000-910f-005056013100?store=1&d=UwBSZXNlYXJjaF9NU1NCADkyRkFERTFBLUFEQ0YtNDU3NS1BM0FFLUUwNzlEQzkxMDFBOQ%3D%3D&user=6ksypdcwfsh26-0&__gda__=1782415110_e09ddaf40468c7704aad2c00f89c9a24
http://linkback.morganstanley.com/web/sendlink/webapp/f/7rf63rl6-3q3q-g000-910f-005056013100?store=1&d=UwBSZXNlYXJjaF9NU1NCADkyRkFERTFBLUFEQ0YtNDU3NS1BM0FFLUUwNzlEQzkxMDFBOQ%3D%3D&user=6ksypdcwfsh26-0&__gda__=1782415110_e09ddaf40468c7704aad2c00f89c9a24
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redirect spending and strategy decisions to 
capture more favorable trade-offs as well 
to get more out of retirement resources by 
increasing investment returns, decreasing 
investment costs and managing risk. 

A retirement plan is the focal point 
around which all other planning decisions 
orbit, so it is critical in leaner times that it 
involve a careful evaluation of the 
particulars of the trade-offs investors 
make, regarding savings, spending and 
strategy. If a plan is at risk, can a savings 
rate be increased? Can retirement be 
pushed back a year or two? Can an 
investor realistically work part-time early 
in retirement? When these types of trade-
offs are struck, they can have an enormous 
impact on the viability of a plan, even in 
an environment of faltering market 
growth. 

Such compromises aren’t always 
desirable, of course, and may not even be 
possible in many instances. Regardless, 
leveraging techniques to improve 
performance, reduce risk or lower costs is 
always a welcome development when it 
comes to building a retirement nest egg. 
One way to do that is through skillful asset 
allocation and product selection, which 
individually and in combination can add 
significant incremental risk-adjusted 
returns over time. While achieving that is 
both difficult and not without risk, we 
believe the approach is not just advisable, 
but constitutes a best practice. Indeed, we 
especially believe in its importance in the 
uncooperative markets we foresee, when 
many investors will need all the return and 
risk control they can muster. 

A better investment process isn’t the 
only way to deliver more retirement 
income bang for your retirement savings 
buck, however. Other techniques that are 
less uncertain while also having the 
potential to offer substantial value include 
things like optimizing your Social Security 
filing strategy, which we discussed in 
“Longer Retirements, Aging Bull,” (On 

Retirement, March 6, 2018) and using 
efficient hedging vehicles for downside 
risk, such as the use of protected growth 
strategies to lock in progress, as we 
examined in “Market Worries Turn to 
Exuberance: Time to Talk About Risk,” 
(On Retirement, Dec. 13, 2017). Another 
potential source of incremental value to 
retirement investors, and perhaps the one 
with the most significant potential to add 
value, lies in strategies that reduce tax 
costs. One such strategy that receives far 
less attention than it should is called 
“income smoothing.” 

 

Income Smoothing 
Income smoothing leverages the 

flexibility retirees have in their investment 
selection, liquidation and distribution 
decisions to smooth the flow of income 
and gains to their tax returns, causing more 
of it to be taxed at lower marginal rates, 
thereby lowering tax costs. The magnitude 
of the benefit of income smoothing 
depends on a host of factors, including the 
natural variability of a retiree’s income 
and the size of the ordinary income 
baseline from sources such as pensions, 
Social Security and taxable bonds. Given 
the progressive nature of the tax code, 

Exhibit 3: Capital Markets Don’t Always Deliver 
In Brief 
Market returns and volatility diverge substantially from long-term averages from period to 
period, even at lengths of seven to 10 years. The great environment for investors of the past 
seven years is not one we anticipate will continue. 

What’s Happening? 
The period from 2001 to 2008 was an extremely poor one for markets, while the period from 
2010 to 2017 was exceptional. Such significant variation over such lengths of time is common. 
Looking forward, we forecast a far less favorable market environment for retirement investors. 

What’s Next? 
Look for opportunities to turn lemons into lemonade by exploring different options for boosting 
return, managing risk and targeting efficient savings and spending trade-offs. 

 
Note: Stocks represented by the MSCI All Country World Index, Bonds represented by the 
Bloomberg Barclays US Aggregate Bond Index. 
Source: FactSet, Morgan Stanley Wealth Management GIC as of Feb. 28, 2018  
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however, the effect of the technique on tax 
costs can be dramatic for many individuals 
across a broad range of income and 
spending levels. 

The way income smoothing works and 
how it lowers tax costs is best illustrated 
by example. Consider a couple set to begin 
their retirement. For simplicity’s sake, 
we’ll say they are both 65 and fully-
funded for their desired spending of 
$200,000 per year adjusted for inflation 
(i.e., they have a 100% funding ratio). The 
couple’s primary savings resources consist 
of combined tax-deferred assets of $5 
million, combined taxable assets of just 
over $1.8 million and annual, inflation-
adjusted Social Security benefits of 
$30,000. Exhibit 4 lays out two scenarios 
for the way distributions of funds from 
their accounts will be handled and what it 
means for reported income. The example 
in the top chart assumes a common 
withdrawal strategy, spending first from 
taxable accounts until they are exhausted, 
then from tax-deferred accounts and 
finally from any tax-exempt assets they 
may have. 

What’s clear from that example is that 
common practice leads directly to extreme 
income spikes (the outsized green bars in 
the chart) even though the couple’s needs 
have not increased. The reason? Required 
minimum distributions (RMDs), the IRS 
mandate you take from tax-deferred 
accounts once you turn 70½ years old. In 
the early years of this couple’s retirement, 
reported income is quite low. This is 
because all spending is funded from 
taxable savings, starting with investments 
with higher cost bases that are subject to 
long-term rather than short-term capital 
gains taxes. Consequently, the early years 
have low reported income and taxes.  

Once our couple reaches their 70s and 
RMDs begin, reported income soars 
because withdrawals from qualified tax-
deferred accounts are treated as ordinary 
income, with any offsetting basis coming 

Exhibit 4: Income Smoothing Is a  
Departure from Common Practice 
In Brief 
Left to its own devices, the way in which income is realized during retirement can be highly 
variable and erratic, boosting tax costs due to the progressive tax code. 

What’s Happening? 
Income smoothing works to preempt volatile income by deferring it away from high-income 
years, or realizing it in low-income years. In the case below, RMDs drive a surge in income 
after age 70 that can be smoothed by taking early withdrawals from tax-deferred accounts. 

What’s Next? 
These charts answer the question as to how income smoothing can work to significantly 
reduce the variability of reported income in one common instance. Also critical is being able to 
quantify the potential benefit, the ways it can work with other techniques that seek to minimize 
tax costs and the nature of its applicability to investors with widely varying circumstances.  

 

 
Source: Morgan Stanley Wealth Management GIC 
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out only after all qualified contributions 
and gains. Indeed, the RMDs significantly 
outstrip the amount the couple needs to 
fund their spending in those years, 
resulting in contributions of excess funds 
to a tax-exempt Roth IRA, as signified by 
the negative distributions toward the end 
of retirement in the first chart (in purple).  

Income smoothing can avert this 
unplanned result. It suggests it is smart to 
begin withdrawals from tax-deferred 
accounts early in retirement, before the 
RMDs kick in, if withdrawals will be 
taxed at a meaningfully lower marginal 

rate. The reason is that the effect of 
lowering effective tax rates is more potent 
for reducing tax costs than allowing 
investments in these accounts more time to 
grow tax free. Note this technique 
obviously also applies to other sources of 
income that can be controlled such as 
deferred compensation, income or 
dividends from private businesses or rental 
income. Indeed, smoothing this type of 
income can have a larger impact on tax 
costs. In practice, however, RMDs will be 
by far the most commonly applicable 
source of income variability.  

The second chart in Exhibit 4 shows 
how income smoothing lowers costs, with 
our couple taking early withdrawals from 
tax-deferred accounts up to the point 
where reported income starts being taxed 
at higher marginal tax rates. As before, 
excess distributions are rolled into a tax-
exempt Roth IRA, as seen in the negative 
distributions early in retirement. However, 
in this case, the effect of those rollovers is 
to stabilize average income levels over 
time, reducing the amount of savings that 
gets taxed at top marginal rates. 

Computing average tax costs across 
thousands of market scenarios in the two 
cases highlights the potential significance 
of income smoothing for reducing tax 
costs. The numbers in Exhibit 5 depict 
average annual tax costs based on the 
same case study as before—and they are 
large. Total discounted tax costs for the 
couple in the income smoothing example 
are two-thirds of the tax costs of what 
would be the case using common 
practice. Note that these tax benefits were 
robust in scenarios when the market 
performed poorly. Indeed, the strategy is 
not sensitive to portfolio return and tends 
to deliver greater benefits when the market 
environment is adverse, when they are 
most needed. This decreases plan failure 
rates, which is especially important for 
retirees whose portfolios are at risk.  

 
Complementary 
Strategies, Bigger Impacts 

There are several techniques investors 
can employ to defray tax costs, many of 
which we have discussed in this 
publication and elsewhere. Fortunately, 
few of these approaches are mutually 
exclusive and many are in fact 
complementary. When it comes to income 
smoothing, it turns out that this strategy 
can be used to great effect alongside such 
other approaches as asset location, tax-loss 
harvesting and municipal bonds, 

Exhibit 5:  Tax Savings Are Back-Loaded— 
And Potentially Large 

In Brief 
The lower average effective tax rates paid by the couple in Example 4 in the income 
smoothing case dramatically reduce tax costs, on average in this example, by 34% on a 
present-value basis. 

What’s Happening? 
The effective tax rates paid by the couple in Example 4 are lower in the income smoothing 
case for every year after age 70, and the effect is increasingly dramatic as the couple gets 
deeper into retirement. 

What’s Next? 
Retirees under 70 should begin withdrawals from tax-deferred accounts if current tax rates are 
lower than those projected later on. For people with significant tax-deferred savings, that is 
likely to be true, although the ability to make withdrawals that don’t incur ordinary income, such 
as from income from municipal bonds or by the sale of high-cost-basis investments, is also a 
factor. 

 
Source: Morgan Stanley Wealth Management GIC 
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magnifying their potential to increase net 
returns to investors. Returning to the case 
of the 65-year-old couple, we looked to 
quantify the return equivalent impact in 
this scenario under different 
implementation as measured by the 
internal rate of return (IRR). The results 
are shown in Exhibit 6. 

Note that while the previous exhibit 
estimated the dollar reduction in tax costs 
by using income smoothing, the translation 
of those savings to IRR helps to 
contextualize the reduction in tax costs in 
terms equivalent to investment returns. In 
particular, an increase in net returns by 
0.7% per year for 30 years amounts to an 
enormous wealth differential. Calculated 
on a lump-sum basis, a return differential 
of that magnitude would amount to a 
nearly 30% difference in wealth. More to 
the point, incremental wealth of that 
degree is difficult to attain. For example, 
equity managers who could beat their 
benchmarks by 0.7% per year over an 
extended period of time after taxes would 
generally sit comfortably in the top 
quintile of their peers, and in some cases, 
substantially higher. 

Combining income smoothing with 
asset location, which distributes assets 
intelligently across taxable, tax-deferred 
and tax-exempt accounts to maximize the 
benefits of tax-advantaged accounts, 
increases value added by 10 basis points a 
year in this example. However, the most 
eye-opening result was that in which the 
taxable account was allocated heavily to 
municipal bonds as opposed to taxable 
bonds. 

Compared on the narrow basis of after-
tax bond returns, the swap actually 
reduced the portfolio’s returns due to the 
fact that using asset location; the taxable 
bonds would have been placed in tax-
advantaged accounts as well as the fact 
that the analysis assumed only high-
quality municipal bonds and no state 
income taxes. However, the switch to 

Exhibit 6: Combined Effects of Tax Strategies  
In Brief 
The return equivalent value-added for income smoothing in this example ranged from 0.7% to 
1% per year over the extended horizon, depending on how it was implemented. 

What’s Happening? 
Combining income smoothing with asset location added incremental value, but less than would 
have come from substituting municipal bonds for taxable bonds. The muni bond approach 
increases the capacity to roll over assets from tax-deferred vehicles into tax-exempt vehicles 
enough to offset the penalty to baseline return. 

What’s Next? 
Retirees and their advisors utilizing income smoothing should try to bring to bear 
complementary strategies as well, as the incremental value can be significant. 

 

 

 

Source: Social Security Actuarial Office, Morgan Stanley Wealth Management GIC as of March 
2018 
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municipal bonds dramatically reduced 
taxable income in the initial years, 
allowing substantially more RMD 
reduction through conversions of tax-
deferred assets to tax-exempt assets. This 
pushed yet more of the tax-deferred 
savings into lower marginal tax rates, 
reducing overall tax costs. Consequently, 
substituting municipal bonds for taxable 
bonds boosted the efficacy of income 
smoothing more than any other 
implementation by fully 1% in equivalent 
return per year for 30 years. Exceedingly 
few active managers would be able to 
boast a similar track record, which on a 
lump-sum basis would equate to a 40% 
difference in wealth accumulation. 

 
Who Should Try 
Income Smoothing? 

While the principles of income 
smoothing work across a broad range of 
circumstances, in practice there are several 
factors that will govern its applicability 
and efficacy for any given individual. For 
starters, investors must have a substantial 
source of income over which they can 
exert some control, but would otherwise 
be variable. As discussed previously, the 
best example of this is investors with large 
pools of qualified, tax-deferred retirement 
savings. However, other examples exist 
such as the ability to control how income 
or dividends from a private business are 
realized, or the ability to control contract 
work or rental income. 

When smoothing primarily targets 
RMDs, investors most typically will need 
to be retired and will also need to be 
younger than 70½. The degree to which 
investors have a high proportion of their 
savings in qualified tax-deferred vehicles 
is also important, as larger amounts 
increase the scope for such smoothing to 
add value. However, investors with 
effectively no other sources of income 
outside of their tax-deferred investments—

Exhibit 7:  What Types of Investors  
Should Utilize Income Smoothing? 
In Brief 
Income smoothing can help many investors, but it is not applicable to everyone and the degree 
to which it helps a particular individual depends on several important factors. The below table 
highlights the most important ones. 

What’s Happening? 
Income smoothing is only necessary to the extent income left to its own devices would be 
naturally variable, such as due to RMDs. Factors that tend to create greater ability to smooth 
income include a substantial pool of resources that can be tapped for living expenses without 
creating income for tax purposes as well as substantial tax-deferred assets. 

What’s Next? 
Your Financial Advisor can help you devise a decumulation plan that takes advantage of 
strategies like income smoothing to get more out of your retirement resources. 

Factors Low Medium High Notes 

Retirement Age    
Younger retirees have more time to accelerate 
withdrawals from tax-deferred accounts before RMDs 
start, and therefore can benefit more from income 
smoothing 

Funding Ratio    

Income smoothing is most effective for moderately 
underfunded or overfunded investors. In extremely 
underfunded cases with high distribution rates, it will not 
work. In extremely overfunded cases, the marginal benefit 
of managing RMDs generally decreases, unless spending 
is unusually low or there are other sources of income that 
can be smoothed, such as rental income 

Average Income 
Level    

Low spending generally means lower marginal tax rates, 
unless the investor has large tax-deferred balances, the 
RMDs for which will push income into higher brackets 

Progessivity of 
Tax Rates    

The greater the difference between tax brackets, the 
greater the benefit from income smoothing. Our analysis 
used prevailing federal marginal income tax brackets. In a 
state with a progressive income tax, the benefits of 
income smoothing could be much greater 

Percentage of 
Assets Subject to 
RMD 

   

Income smoothing requires a source of income variation 
an investor can control. The most common example is 
tax-deferred savings as such accounts are subject to 
RMDs. Other sources of savings or income such as a 
taxable account or universal life insurance policy may 
increase an investor’s capacity to smooth otherwise 
bumpy income 

Unrealized Gain 
in Taxable 
Account 

   

Large, unrealized gains on investments in taxable 
accounts make income smoothing more difficult. The 
strategy works best when distributions that don't create 
taxable income can be used to support spending. This 
allows withdrawals from the tax-deferred account to be 
taxed at lower rates. Liquidating investments with large 
unrealized gains create taxable events 

Alternative 
Funding Options    

Alternative funding options such universal life insurance 
policies that can provide tax-free distributions or even 
loans on assets provide more flexibility to realize income 
without generating tax liability and increase the potential 
benefits of income smoothing. The same is also true of 
having control for other sources of income that an 
investor can control 

Source: Morgan Stanley Wealth Management GIC 



   

ON RETIREMENT JUNE 28, 2018 

 
 

Please refer to important information, disclosures and qualifications at the end of this material. 
 
 
 

9 

that is, they  don’t have substantial taxable 
savings or universal life insurance 
policies—will not naturally be as exposed 
to income variability from RMDs. For the 
same reason, the strategy will not be 
effective for deeply underfunded investors 
with inadvisably high withdrawal rates. 

A factor that can magnify the impact of 
income smoothing which was not evident 
in the case study used in this report is a 
progressive state income tax code. This 
increases the magnitude of the jumps in 

marginal tax rates and magnifies the utility 
of income smoothing. Exhibit 7 (see page 
8) lists the factors to bear in mind when 
contemplating the use of income 
smoothing in any given scenario; green 
check marks in the chart imply a good fit, 
and red crosses imply a bad one and 
circles are somewhere in between. 

Regardless of whether income 
smoothing works well for any specific 
investor’s circumstances, what is clear is 
that the opportunities for outsized returns 

with minimal risk appear to be behind us, 
at least until the next economic cycle. This 
increases the imperative to right-size plans 
and to take advantage of every opportunity 
to increase investor returns and reduce 
risk. Among these, strategies to reduce tax 
costs can be both the most impactful and 
the most reliable, and as such, can be 
critical in helping investors reach their 
goals in the more challenging market 
environment we foresee in the years to 
come.  
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Endnotes
For more information about the 

assumptions, methodology, and limitations of 
funding ratio, the three families of retirement 
models that are the subject of this report, and 
Monte Carlo simulation, as  well as the risks to 
hypothetical performance, please see the white 
paper, Introducing the Morgan Stanley Wealth 
Management Retirement Framework. 

Model Calculation Assumptions: The 
analyses in this publication are based, in part, 
on a Monte Carlo simulation, which involves 
repeated sampling of asset class returns from a 
known distribution. 

IMPORTANT: The projections or other 
information generated by this Monte Carlo 
simulation analysis regarding the likelihood 
of various investment outcomes are 
hypothetical in nature, do not reflect actual 
investment results and are not guarantees of 
future results. Results may vary with each 
use and over time. 

As noted in the white paper, starting on 
Oct. 1, 2015, we began tracking the 
hypothetical funding ratio of three hypothetical 
investors in the three retirement models—
Target Date, Target Income and Target 
Liquidity. We will be reporting updates on the 
progress of these funding ratios on a quarterly 
basis. Each model’s funding ratio is computed 
as the value of the investment portfolio, 
assumed to equate to the sum of the value of 
the positions in the underlying asset classes 
(whose performance will be measured through 
representative market indexes), plus the 
present value of the projected living benefits 
furnished by an annuity, where applicable, 
divided by the discounted value of the 
projected required income, where the discount 
rate is the 30-year US Treasury bond yield on 
the final trading day of the quarter. The 
projected living benefits furnished by an 
annuity, where applicable, are derived based 

on 10,000 Monte Carlo simulations, currently 
using March 2017 GIC capital markets 
assumptions. They are netted against 
retirement income cash flows with any surplus 
discounted to the present on a probability-
weighted basis at the applicable 30-year 
Treasury yield, which is the applicable 
discount rate for income liability cash flows as 
well.  

The asset classes in the retirement model 
strategies are represented by the following 
indexes: for US equities, Russell 3000 Index; 
for international equities, MSCI EAFE Index; 
for emerging market equities, MSCI Emerging 
Markets Index; for investment grade fixed 
income, Bloomberg Barclays US Aggregate 
Bond Index; for high yield fixed income, 
Bloomberg Barclays US High Yield Index; for 
cash, Citigroup 3-Month T-Bill Index; for 
REITs, FTSE EPRA/NAREIT Global index; 
for MLPs, Alerian MLP Index; for absolute 
return assets, equity hedge assets and equity 
return assets, HFRI Fund Weighted Composite 
Index.  

After each quarter’s new funding ratio is 
calculated, model strategies are rebalanced 
based on the strategy, except in the case of the 
variable annuity in the Target Income Model, 
which is permitted to drift All investments are 
assumed to be housed in qualified tax-deferred 
retirement accounts. Investment returns will 
not be netted against assumed transactions 
costs or other fees, aside from the annuity fees 
specified. The hypothetical investor utilizing 
the Target Date model is assumed to have 
$300,000 in retirement savings, with total 
annual income of $50,000 per year. The 
hypothetical investor utilizing the Target 
Income model is assumed to have $500,000 
retirement savings, with total annual income of 
$70,000 per year. The individual in early 
retirement following the Target Liquidity 

Retirement Model is assumed to have 
$1,000,000 retirement savings. The 
hypothetical investors utilizing the Target Date 
and Target Income Models are assumed to 
save 9.5% of pretax income, and to experience 
real wage growth of 1.0% per annum. 

The retirement liability for all investors is 
assumed to be the real value of $50,000 per 
annum, adjusted for inflation, starting at age 
65 and lasting until age 80 (except for the 
hypothetical retiree, whose 100% survivorship 
age will increase over time, in keeping with 
the annuity pricing of that liability). After age 
80, the investor is assumed to take mortality 
probability adjusted spending based IRS 
actuarial table 2000CM.The present value of 
income liabilities and living benefits from 
annuity contracts is calculated based on the 30-
year US Treasury discount rate. The initial 
funding ratios for the hypothetical investors in 
the Target Date, Target Income and Target 
Liquidity models were 64%, 76% and 93% 
respectively. 
Variable Annuity Terms: The projected 
value of income furnished by annuities is 
calibrated according to the assumed terms of 
the contract, (e.g., roll-up rates, withdrawal 
rate), assuming retirement at age of 65 and the 
simulated value of the subaccount investments, 
assuming performance in line with the asset 
allocation indexes. Variable annuity fees are 
assumed to be 2.5% per annum of the contract 
value, of which the guaranteed lifetime 
withdrawal benefits rider accounts for 1.2%. 
The rider is assumed to provide a minimum 
roll-up provision of 6% on the benefit base, on 
an annual, noncompounded basis. The variable 
annuity is assumed to hold the maximum 
equity allocation of 70%, with the remaining 
30% invested in bonds. Annuity payments are 
set at 5% of the higher of benefit base or 
contract value at age 65.
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For index, indicator and survey definitions referenced in this report please visit the following: 
http://www.morganstanleyfa.com/public/projectfiles/id.pdf 

 
Risk Considerations 
 
Variable Annuities 
Morgan Stanley Smith Barney LLC offers insurance products in conjunction with its licensed insurance agency affiliates. 
 
Variable annuities are sold by prospectus only. The prospectus contains the investment objectives, risks, fees, charges and expenses, 
and other information regarding the variable annuity contract and the underlying investments, which should be considered carefully 
before investing. Prospectuses for both the variable annuity contract and the underlying investments are available from your Financial 
Advisor. Please read the prospectus carefully before you invest. 
 
Variable annuities are long-term investments designed for retirement purposes and may be subject to market fluctuations, investment risk, and 
possible loss of principal. All guarantees, including optional benefits, are based on the financial strength and claims-paying ability of the issuing 
insurance company and do not apply to the underlying investment options. 
 
Optional riders may not be able to be purchased in combination and are available at an additional cost. Some optional riders must be elected at time 
of purchase. Optional riders may be subject to specific limitations, restrictions, holding periods, costs, and expenses as specified by the insurance 
company in the annuity contract. 
 
If you are investing in a variable annuity through a tax-advantaged retirement plan such as an IRA, you will get no additional tax advantage from the 
variable annuity. Under these circumstances, you should only consider buying a variable annuity because of its other features, such as lifetime 
income payments and death benefits protection. 
 
Taxable distributions (and certain deemed distributions) are subject to ordinary income tax and, if taken prior to age 59 ½, may be subject to a 10% 
federal income tax penalty. Early withdrawals will reduce the death benefit and cash surrender value. 
 
 
Hypothetical Performance 
 
General: Hypothetical performance should not be considered a guarantee of future performance or a guarantee of achieving overall financial 
objectives. Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets. 
Hypothetical performance results have inherent limitations. The performance shown here is simulated performance, not investment results from an 
actual portfolio or actual trading. There can be large differences between hypothetical and actual performance results achieved by a particular asset 
allocation. 
 
Despite the limitations of hypothetical performance, these hypothetical performance results may allow clients and Financial Advisors to obtain a 
sense of the risk / return trade-off of different asset allocation constructs. 
 
Investing in the market entails the risk of market volatility. The value of all types of securities may increase or decrease over varying time periods. 
This analysis does not purport to recommend or implement an investment strategy. Financial forecasts, rates of return, risk, inflation, and other 
assumptions may be used as the basis for illustrations in this analysis. They should not be considered a guarantee of future performance or a 
guarantee of achieving overall financial objectives. No analysis has the ability to accurately predict the future, eliminate risk or guarantee investment 
results. As investment returns, inflation, taxes, and other economic conditions vary from the assumptions used in this analysis, your actual results will 
vary (perhaps significantly) from those presented in this analysis. 
 
The assumed return rates in this analysis are not reflective of any specific investment and do not include any fees or expenses that may be incurred 
by investing in specific products. The actual returns of a specific investment may be more or less than the returns used in this analysis. The return 
assumptions are based on hypothetical rates of return of securities indices, which serve as proxies for the asset classes. Moreover, different 
forecasts may choose different indices as a proxy for the same asset class, thus influencing the return of the asset class. 
 
MLPs 
 
Master Limited Partnerships (MLPs) are limited partnerships or limited liability companies that are taxed as partnerships and whose interests (limited 
partnership units or limited liability company units) are traded on securities exchanges like shares of common stock. Currently, most MLPs operate in 
the energy, natural resources or real estate sectors. Investments in MLP interests are subject to the risks generally applicable to companies in the 
energy and natural resources sectors, including commodity pricing risk, supply and demand risk, depletion risk and exploration risk. 
 

http://www.morganstanleyfa.com/public/projectfiles/id.pdf
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Individual MLPs are publicly traded partnerships that have unique risks related to their structure.  These include, but are not limited to, their reliance 
on the capital markets to fund growth, adverse ruling on the current tax treatment of distributions (typically mostly tax deferred), and commodity 
volume risk.   
 
The potential tax benefits from investing in MLPs depend on their being treated as partnerships for federal income tax purposes and, if the MLP is 
deemed to be a corporation, then its income would be subject to federal taxation at the entity level, reducing the amount of cash available for 
distribution to the fund which could result in a reduction of the fund’s value. 
 
MLPs carry interest rate risk and may underperform in a rising interest rate environment. MLP funds accrue deferred income taxes for future tax 
liabilities associated with the portion of MLP distributions considered to be a tax-deferred return of capital and for any net operating gains as well as 
capital appreciation of its investments; this deferred tax liability is reflected in the daily NAV; and, as a result, the MLP fund’s after-tax performance 
could differ significantly from the underlying assets even if the pre-tax performance is closely tracked. 

International investing entails greater risk, as well as greater potential rewards compared to U.S. investing. These risks include political and 
economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in countries with emerging markets, 
since these countries may have relatively unstable governments and less established markets and economies.  

Alternative investments often are speculative and include a high degree of risk. Investors could lose all or a substantial amount of their investment. 
Alternative investments are suitable only for eligible, long-term investors who are willing to forgo liquidity and put capital at risk for an indefinite period 
of time. They may be highly illiquid and can engage in leverage and other speculative practices that may increase the volatility and risk of loss. 
Alternative Investments typically have higher fees than traditional investments. Investors should carefully review and consider potential risks before 
investing. Certain of these risks may include but are not limited to: Loss of all or a substantial portion of the investment due to leveraging, short-
selling, or other speculative practices; Lack of liquidity in that there may be no secondary market for a fund; Volatility of returns; Restrictions on 
transferring interests in a fund; Potential lack of diversification and resulting higher risk due to concentration of trading authority when a single advisor 
is utilized; Absence of information regarding valuations and pricing; Complex tax structures and delays in tax reporting; Less regulation and higher 
fees than mutual funds; and Risks associated with the operations, personnel, and processes of the manager. As a diversified global financial services 
firm, Morgan Stanley Wealth Management engages in a broad spectrum of activities including financial advisory services, investment management 
activities, sponsoring and managing private investment funds, engaging in broker-dealer transactions and principal securities, commodities and 
foreign exchange transactions, research publication, and other activities. In the ordinary course of its business, Morgan Stanley Wealth Management 
therefore engages in activities where Morgan Stanley Wealth Management’s interests may conflict with the interests of its clients, including the 
private investment funds it manages. Morgan Stanley Wealth Management can give no assurance that conflicts of interest will be resolved in favor of 
its clients or any such fund. All expressions of opinion are subject to change without notice and are not intended to be a forecast of future events or 
results. Further, opinions regarding Alternative Investments expressed herein may differ from the opinions expressed by Morgan Stanley Wealth 
Management and/or other businesses/affiliates of Morgan Stanley Wealth Management. This is not a "research report" as defined by NASD Conduct 
Rule 2711 and was not prepared by the Research Departments of Morgan Stanley Smith Barney LLC or Morgan Stanley & Co. LLC or its affiliates. 
Certain information contained herein may constitute forward-looking statements. Due to various risks and uncertainties, actual events, results or the 
performance of a fund may differ materially from those reflected or contemplated in such forward-looking statements. Clients should carefully 
consider the investment objectives, risks, charges, and expenses of a fund before investing. Interests in alternative investment products are offered 
pursuant to the terms of the applicable offering memorandum, are distributed by Morgan Stanley Smith Barney LLC and certain of its affiliates, and 
(1) are not FDIC-insured, (2) are not deposits or other obligations of Morgan Stanley or any of its affiliates, (3) are not guaranteed by Morgan Stanley 
and its affiliates, and (4) involve investment risks, including possible loss of principal. Morgan Stanley Smith Barney LLC is a registered broker-
dealer, not a bank. In Consulting Group’s advisory programs, alternative investments are limited to US-registered mutual funds, separate account 
strategies and exchange-traded funds (ETFs) that seek to pursue alternative investment strategies or returns utilizing publicly traded securities. 
Investment products in this category may employ various investment strategies and techniques for both hedging and more speculative purposes such 
as short-selling, leverage, derivatives and options, which can increase volatility and the risk of investment loss. Alternative investments are not 
suitable for all investors. As a diversified global financial services firm, Morgan Stanley Wealth Management engages in a broad spectrum of 
activities including financial advisory services, investment management activities, sponsoring and managing private investment funds, engaging in 
broker-dealer transactions and principal securities, commodities and foreign exchange transactions, research publication, and other activities. In the 
ordinary course of its business, Morgan Stanley Wealth Management therefore engages in activities where Morgan Stanley Wealth Management’s 
interests may conflict with the interests of its clients, including the private investment funds it manages. Morgan Stanley Wealth Management can 
give no assurance that conflicts of interest will be resolved in favor of its clients or any such fund. Alternative investments involve complex tax 
structures, tax inefficient investing, and delays in distributing important tax information. Individual funds have specific risks related to their investment 
programs that will vary from fund to fund. Clients should consult their own tax and legal advisors as Morgan Stanley Wealth Management does not 
provide tax or legal advice. 
 
Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally the longer a bond's maturity, the more sensitive it is to this risk. 
Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the scheduled maturity date. 
The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity may be more or less than the amount originally invested or the 
maturity value due to changes in market conditions or changes in the credit quality of the issuer. Bonds are subject to the credit risk of the issuer. This is the 
risk that the issuer might be unable to make interest and/or principal payments on a timely basis. Bonds are also subject to reinvestment risk, which is the risk 
that principal and/or interest payments from a given investment may be reinvested at a lower interest rate. 
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Bonds rated below investment grade may have speculative characteristics and present significant risks beyond those of other securities, including greater 
credit risk and price volatility in the secondary market. Investors should be careful to consider these risks alongside their individual circumstances, objectives 
and risk tolerance before investing in high-yield bonds. High yield bonds should comprise only a limited portion of a balanced portfolio.  
Interest on municipal bonds is generally exempt from federal income tax; however, some bonds may be subject to the alternative minimum tax 
(AMT).  Typically, state tax-exemption applies if securities are issued within one's state of residence and, if applicable, local tax-exemption applies if 
securities are issued within one's city of residence. 
Treasury Inflation Protection Securities’ (TIPS) coupon payments and underlying principal are automatically increased to compensate for inflation 
by tracking the consumer price index (CPI). While the real rate of return is guaranteed, TIPS tend to offer a low return. Because the return of TIPS is 
linked to inflation, TIPS may significantly underperform versus conventional U.S. Treasuries in times of low inflation. 
Yields are subject to change with economic conditions. Yield is only one factor that should be considered when making an investment decision.  
Equity securities may fluctuate in response to news on companies, industries, market conditions and general economic environment. 
Companies paying dividends can reduce or cut payouts at any time. 
Investing in smaller companies involves greater risks not associated with investing in more established companies, such as business risk, 
significant stock price fluctuations and illiquidity. 
Stocks of medium-sized companies entail special risks, such as limited product lines, markets, and financial resources, and greater market 
volatility than securities of larger, more-established companies. 
Value investing does not guarantee a profit or eliminate risk. Not all companies whose stocks are considered to be value stocks are able to turn their 
business around or successfully employ corrective strategies which would result in stock prices that do not rise as initially expected.  
Growth investing does not guarantee a profit or eliminate risk. The stocks of these companies can have relatively high valuations. Because of these 
high valuations, an investment in a growth stock can be more risky than an investment in a company with more modest growth expectations.  
Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets.  
The indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the 
performance of any specific investment.  
The indices selected by Morgan Stanley Wealth Management to measure performance are representative of broad asset classes.  Morgan 
Stanley Smith Barney LLC retains the right to change representative indices at any time. 
Credit ratings are subject to change. 
REITs investing risks are similar to those associated with direct investments in real estate: property value fluctuations, lack of liquidity, limited 
diversification and sensitivity to economic factors such as interest rate changes and market recessions. 
Because of their narrow focus, sector investments tend to be more volatile than investments that diversify across many sectors and companies. 
Rebalancing does not protect against a loss in declining financial markets.  There may be a potential tax implication with a rebalancing strategy.  
Investors should consult with their tax advisor before implementing such a strategy. 
Investing in foreign emerging markets entails greater risks than those normally associated with domestic markets, such as political, currency, 
economic and market risks.  
Investing in foreign markets entails greater risks than those normally associated with domestic markets, such as political, currency, economic and 
market risks. Investing in currency involves additional special risks such as credit, interest rate fluctuations, derivative investment risk, and 
domestic and foreign inflation rates, which can be volatile and may be less liquid than other securities and more sensitive to the effect of varied 
economic conditions. In addition, international investing entails greater risk, as well as greater potential rewards compared to U.S. investing. These 
risks include political and economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in 
countries with emerging markets, since these countries may have relatively unstable governments and less established markets and economies.  
Certain securities referred to in this material may not have been registered under the U.S. Securities Act of 1933, as amended, and, if not, may not 
be offered or sold absent an exemption therefrom.  Recipients are required to comply with any legal or contractual restrictions on their purchase, 
holding, and sale, exercise of rights or performance of obligations under any securities/instruments transaction. 

 
Disclosures 
The author(s) (if any authors are noted) principally responsible for the preparation of this material receive compensation based upon various factors, 
including quality and accuracy of their work, firm revenues (including trading and capital markets revenues), client feedback and competitive factors.  
Morgan Stanley Wealth Management is involved in many businesses that may relate to companies, securities or instruments mentioned in this 
material. 

This material has been prepared for informational purposes only and is not an offer to buy or sell or a solicitation of any offer to buy or sell any 
security/instrument, or to participate in any trading strategy. Any such offer would be made only after a prospective investor had completed its own 
independent investigation of the securities, instruments or transactions, and received all information it required to make its own investment decision, 
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including, where applicable, a review of any offering circular or memorandum describing such security or instrument.  That information would contain 
material information not contained herein and to which prospective participants are referred. This material is based on public information as of the 
specified date, and may be stale thereafter.  We have no obligation to tell you when information herein may change.  We make no representation or 
warranty with respect to the accuracy or completeness of this material.  Morgan Stanley Wealth Management has no obligation to provide updated 
information on the securities/instruments mentioned herein. 

The securities/instruments discussed in this material may not be suitable for all investors.  The appropriateness of a particular investment or strategy 
will depend on an investor’s individual circumstances and objectives.  Morgan Stanley Wealth Management recommends that investors 
independently evaluate specific investments and strategies, and encourages investors to seek the advice of a financial advisor. The value of and 
income from investments may vary because of changes in interest rates, foreign exchange rates, default rates, prepayment rates, 
securities/instruments prices, market indexes, operational or financial conditions of companies and other issuers or other factors.  Estimates of future 
performance are based on assumptions that may not be realized.  Actual events may differ from those assumed and changes to any assumptions 
may have a material impact on any projections or estimates. Other events not taken into account may occur and may significantly affect the 
projections or estimates.  Certain assumptions may have been made for modeling purposes only to simplify the presentation and/or calculation of any 
projections or estimates, and Morgan Stanley Wealth Management does not represent that any such assumptions will reflect actual future events.  
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