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Preface

This book is written for the wealthy. About that I make no apologies.
Definitions of wealthy and related terms such as ultra high net worth or
super affluent are as numerous as those who offer them. Labels notwith-
standing, these are individuals who have achieved exceptional levels of per-
sonal and financial success. And they have contributed significantly to our
economy, and often, society as a whole. They also share the distinction of
being amongst the top 1% of income earners who will pay over 40% of
the federal individual income tax.! And they will certainly be in the .2%
of Americans whose estates, collectively, are destined to pay an estate tax.?
Depending upon the direction of the political winds, their tax burden could
rise even further. These and other factors give credence to the saying that,
“It’s easier to make money than to keep it.”

This group, while hotly pursued by purveyors of financial advice, in many
ways, is underserved. Almost without exception they have retained the ser-
vices of capable advisors: attorneys, CPA’s, investment bankers, trust officers,
investment advisors, and insurance experts. And they have assembled many
of the components of a financial plan: wills, trusts, business agreements,
investment portfolios, and insurance. But these disparate components were
implemented at different times, with different advisors, with differing per-
spectives, are often uncoordinated and often out of date. Frustration by an
inability to gain clarity or simply to bring “closure” to their planning is not
uncommon.

ISource: Tax Policy Center; Urban Institute & Brookings Institution, 2017.

2Source: Joint Committee on Taxation, US Congress.
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viii Preface

This book stands for the proposition that the best defense against high
and rising income and estate taxes and other threats to your wealth emerges
from a comprehensive, integrative process, guided by a qualified financial
planner. Such an individual will help you see the big picture, help you iden-
tify your values and goals, and then work with you to identify and assemble
the specific components to best achieve those values and goals and defend
your hard-earned wealth. Integral to the process is the creation of a finan-
cial model which will be indispensable in evaluating present and forecasting
future outcomes. Working with your other advisors, he or she will ensure
the plan is coordinated, implemented and updated.

Our journey will cover eight topics in as many chapters. As we visit each
I suspect you will read about some strategies with which you are familiar
and perhaps which you have already implemented. I also suspect you'll learn
about many others of which you weren’t aware. I will urge you to consider
each in the context of your values and goals and of course how they can be
best evaluated through a financial planning process. Chapter 9 addresses the
subject of how to select a qualified financial planner. And in Chapter 10 I
attempt to draw it all together through a series of questions which I hope
you'll find thought-provoking. For the Type A personalities, you may wish
to skip to Chapter 10, then work backwards to the corresponding chapters
(just don't skip any!).

Let’s get started.

La Jolla, USA Richard P. Rojeck
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Wealth

In his book, The Affluent Society, American economist John Kenneth
Galbraith writes “Wealth is not without its advantages and the case to the
contrary, although it has often been made, has never proved widely persua-
sive.”! The creation and accumulation of wealth being the natural outcome
of an ambitious individual encountering a free-market system, the question
remains only “how much wealth is enough?” At the individual level, the
answer to “Do I have enough?” can be both a mathematical as well as an
emotional issue, and it has very little to do with the traditional notion of
retirement. The question, “Do I have enough?” can be translated into “Am 1
financially independent?”

Of course the answer depends on your desired lifestyle, since we know
that there is no amount of wealth that a given standard of living could not
consume. People with vast sums of wealth are declaring personal bankruptcy
merely because of an out-of-control lifestyle.

The answer also depends on how you define your financial independ-
ence, for which I suggest the following definition: “Being able to enjoy one’s
desired standard of living while engaging in one’s desired activities, without
regard to the current rewards associated with them.” In other words, “I want
to be able to do what I want to do when I want to do it and not care about
the financial rewards.”

As you think about financial independence, it’s important that you con-
sider whether it should be built on the endowment or the annuity concept.

John Kenneth Galbraith, Zhe Affluent Society (Boston: Houghton Mifflin, 1958).

© The Author(s) 2019 1
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2 R. P. Rojeck

Let me explain. An endowment is a sum of money sufficient in amount such
that the earnings (current income plus appreciation) are suflicient to provide
for the need, adjusted for inflation, forever. In other words, your original
capital will remain intact and, in fact, will grow at least at the rate of infla-
tion. The point in building an endowment is so you never have to worry
about how long you live. Life expectancy becomes irrelevant. I would sug-
gest this is the truest measure of financial independence. And, by definition,
at your death, your wealth will pass to your heirs and or to society.

By the Numbers

You have heard about college endowments or endowments for the arts. This
is the same concept. The amount of the endowment is deemed sufficient
to pay for a college professor’s salary, or to augment an opera’s performing
costs, or an art museum’s operations, indefinitely, without consuming the
original principal, adjusted for inflation. The process starts by establishing
an expected long-term return for its investment portfolio: 7-8% is most
common. From this is subtracted the expected rate of inflation, the portion
of the return that must be reinvested, to allow the portfolio to grow and off-
set the future impact of inflation. The U.S. inflation rate has averaged about
3% over the past 100 years. Subtracting 3% from 7% yields the 4% spend-
able return commonly used. As charities are generally tax exempt, absent
from this calculation is an adjustment for income tax. So for example, an
endowment of $2.5 million invested at 4% net, would generate income of
$100,000 annually to support the organization’s operations.

The annuity concept, on the other hand, assumes that a sum of capital
is accumulated so that—based upon an anticipated investment return—
the principal plus earnings on a declining balance will satisfy the need for
a given period of time. In this case, the given period of time is, of course,
how long you plan to live. In other words, in addition to consuming all the
income, you are also using up an increasing amount of the principal each
year until it is exhausted.

The risk here is that you may live too long, exhaust your principal, and
wind up on your children’s doorstep, tin cup in hand. Given the choice,
most everyone would prefer the endowment approach. But like everything
else in life, you get what you pay for. Endowment “costs” more, and there-
fore, has implications on everything else, from how long you must work,
how much you must sacrifice in order to save, your future sustainable
income, and everything in-between.
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Lets look at an example, first taking the endowment approach. Assume
your desired lifestyle comes with a $1 million annual price tag after tax, mean-
ing you spend about $83,000 per month. If we use 3% as the assumed after-
tax investment return (versus 4% in the case of a tax-exempt organization),
dividing $1 million by 3% yields required invested capital of $33.3 million.
Of course, invested capital excludes your other, non-income-producing assets
such as your home, a second home, furnishings, artwork, cars, a yachg, etc. In
contrast the annuity approach would require just $21 million using the same
assumptions and a 30-year life expectancy. Results are proportional, so if your
lifestyle is $2 million, $3 million or more, simply increase the required sums
accordingly.

The mathematics behind this endowment approach is similar to that in
valuing income-producing assets, whether they be bonds, oil wells, stocks,
real estate, or closely held businesses. The income stream (e.g., interest,
dividends, net operating income) is divided by a discount or “cap rate” to
yield a “present value” or today’s dollar equivalent of the income stream,
which yields the price a buyer would pay to acquire it. So in our exam-
ple above, a buyer would be willing to pay $33 million in order to pur-
chase a $1 million income stream, after tax, paid indefinitely, adjusted for
inflation.

While this methodology is broadly accepted and, arguably, straightfor-
ward, it does have a shortcoming in that it assumes a consistent investment
return. That is, it assumes the investment portfolio earns 7%, inflation is
3%, taxes 1%, every year. But we know this is not the case; investment
returns can vary widely from year to year and this can have a big impact on
the outcome. In fact a significant body of research supports the notion that
the pattern or sequence of returns greatly influences whether your assets will
be sufficient to sustain your lifestyle.?

To more accurately determine the amount of invested capital necessary,
considering the variability of returns, financial planners often use a Monte
Carlo simulation. It gets its name from the famous Mediterranean seaside
resort known for its casinos and high rollers. Monte Carlo simulation seeks
to determine the likelihood of a given outcome by running numerous trials
or iterations, typically 1000. It’s particularly useful when no mathematical
formula exists to precisely calculate an outcome, though as a simulation, the
result is a range of outcomes rather than a precise forecast.

2Philip L. Cooley, Carl M. Hubbard, and Daniel T. Walz, “Portfolio Success Rates: Where to Draw the
Line,” Journal of Financial Planning 24, no. 4 (April 2011): 48-60.



