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T

he combination of higher tax rates
and historically low interest rates
has dramatically reduced portfolio
income, making it much more difficult
for investors to live off the income from
their portfolios. Both the traditional ways
to generate portfolio income and recent
popular solutions fail to meet most
investors’ risk and return requirements;
thus, the authors propose more appropriate
alternatives here.

Current Environment
As many investors know all too well,
income from tax-exempt municipal bond
portfolios has fallen dramatically—about
40%—over the past 10 years. The impact
has been cushioned, in part, by a 30%
increase in dividend income from stock
portfolios over the same period, but dividend income is taxable—and at much higher rates for many investors today than a
decade ago.
As a result, investors who live off their
portfolios and want to spend as much as
they did a decade ago have to sell more
securities to cover the income shortfall. The
phenomenal run-up in equity markets since
early 2009 means both that stock sales
are likely to result in substantial taxable
capital gains and that most investors will
not have loss carry forwards left from 2008
to offset those gains.

Sizing the Twofold Tax Hit
To understand how tax and interest rates
combine to drive up tax bills, compare
the tax bite on portfolio income in 2014
to 2004, after the last major market
rebound. In 2004, the yield on intermediate-term municipal bonds was 73% higher than it is today and the highest marginal
tax rate was lower.
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Consider what this would mean for a
hypothetical couple spending $100,000
after taxes from a $3 million portfolio, with
60% invested in the U.S. stock market [represented by the Standard & Poor’s (S&P)
500] and 40% invested in municipal bonds
(represented by the Barclays Municipal
Bond Blend 1–12 Year Index). In this
example, the stock portfolio has embedded
capital gains of about 18% following a runup in the market the previous year.
In 2004, the couple would have had about
$32,000 in tax-exempt income and almost
$28,000 in taxable qualified dividends

(Exhibit 1). They would have to raise more
than $45,400 by selling securities to generate the $100,000 needed for spending. Given
the 18% embedded capital gains in the
portfolio and substantial dividends, they pay
about $5,400 in tax, assuming they had
enough other income to be subject to the top
rate on long-term capital gains and qualified dividends, which was then 15%.
Today, the tax-exempt income from
such a portfolio is likely to be much lower:
about $18,600, given current bond yields.
Higher stock dividends (about $36,000) do
not come close to making up the shortfall
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after taxes. As a result, the couple has to
sell even more securities—and realize even
more capital gains—to net $100,000 after
taxes, assuming comparable embedded
gains today and in 2004.
How many more securities they would
need to sell would depend upon their tax
bracket. First, assume the couple has only
enough other income to be subject to a
15% tax on long-term capital gains and
qualified dividends; thus, they would
need to raise $52,200 by selling securities
to meet their after-tax spending needs and
pay $6,800 in taxes. Taxes owed are 26%
higher than in 2004; many retired couples

whose only other income is Social Security
fall into this group.
Now, assume that this couple has
enough other income to be subject to the
new top effective tax rate of 23.8% on
long-term capital gains and qualified dividends, which includes the net investment
income tax (NIIT). In that case, the couple would have sell $56,400 in securities
and pay about $11,000 in taxes—almost
double what they would have paid in 2004
to net the same cash for spending.
Many investors facing this kind of income
shortfall end up chasing yield into dangerous
territory: shifting to longer-duration bonds

or to lower-credit-quality (high-yield)
bonds, or both. Such investments may merit
an allocation, but many investors do not adequately weigh the likely consequences.
The authors think that investors seeking
tax-efficient income in today’s environment
should weigh three considerations: after
tax–income, tax-efficient growth, and risk.
To evaluate the tradeoffs, the authors use
a proprietary forecasting tool that starts
with today’s conditions and projects the
range of forward-looking returns across a
broad array of asset classes, including multiple categories of stocks and bonds. These
projections account for the long-range out-

EXHIBIT 1
Low Yields Make More Income Taxable

Sources of $100,000 for Spending (in Thousands)
$3 Million Portfolio: 60% Stocks, 40% Bonds

2014

2004
25% Tax Bracket Investor

$100,000

Top Tax Bracket Investor

$105
$5

$107
$7

$111
$11

$44

$51

$54

$31

$27

Qualified Dividends
(after tax)

$19

$19

Tax-exempt Income

26% Higher Tax
than in 2004

103% Higher Tax
than in 2004

Tax Due

Capital Gain/Principal
(after tax)

$24

$32

Note: Stocks represented by S&P 500 Index; bonds, by Barclays Municipal Bond Blend 1–12 Year Index.
2004 taxes calculated per Jobs and Growth Tax Relief Reconciliation Act of 2003; 2014 taxes, per American Taxpayer Relief Act of 2012 and Patient Protection and Affordable
Care Act of 2010. Assumes the portfolio has an unrealized gain of 18.4% in both years and withdrawals are prorated between principal and long-term capital gains. Columns
may not sum due to rounding.
Sources: FactSet, Tax Foundation, and AllianceBernstein
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look on markets. For example, the forecasted returns for bonds account for the
strong likelihood that interest rates will rise
to more typical levels over time.
The authors believe that looking at the
range of returns provided by this forwardlooking engine is superior to relying on historical averages, because it gives investors
a better sense of what income their portfolios may provide in the future, given
today’s starting point. These future
returns are compared to what asset classes might generate in a more “normal” environment where asset classes are fairly
priced. The following is an evaluation of
the trade-offs for seven potential solutions.

The Traditional Solution
The approach investors have traditionally taken to increase portfolio income
is to increase their bond allocation. Under
normal market conditions, a bond-heavy
allocation makes sense for many incomeoriented investors. For example, a
20/80, stock/bond allocation would
increase expected pretax income on a $1
million portfolio by $5,000, from about
$36,100 on a 60/40 portfolio to just
over $41,100, in the median case (Exhibit
2). And because most of the income of
the 20/80 portfolio would come from taxexempt bonds, the gain in after-tax
income would be even larger—almost

EXHIBIT 2
Income Is Scarce in Today’s Market

$8,000 for individuals in the top tax
bracket.
In normal markets, such a shift would also
have another benefit: it would decrease the
risk of a 20% peak-to-trough loss in portfolio value from 15% to less than 2%. But it
would significantly reduce the expected value
of the portfolio 20 years from now in inflation-adjusted dollars, from about $975,000
to about $692,000. That’s a sacrifice many
income-seeking investors have traditionally
been willing to make.
But today’s market conditions are far from
normal. As Exhibit 2 also shows, today’s forecast for the pretax income from a 20/80
portfolio is far lower than normal: $22,100
versus $41,100. With dividend yields currently
higher than municipal bond yields, a 60/40
portfolio would add modestly to pretax
income—but for taxable investors, it’s aftertax income that matters. Because most of
the income comes from tax-free bonds, the

Projected Income in Year 1 (in Thousands)
Per $1 Million in Initial Assets
Today

Normal Market
Pretax Income
Taxes

$41

Today’s market conditions

$36

$3
$6

After-Tax
Income

$38

$22

$22

$2

$4

$20

$18

Pretax Income
Taxes

$30

Stocks/Bonds

20/80

60/40

20/80

60/40

Remainder Value
after 20 Years

$692

$975

$737

$978

Probability of
20% Peak-toTrough Loss

<2%

15%

<2%

29%

After-Tax
Income

Note: Remainder value is in real dollars. Equities comprise 21% U.S. value, 21% U.S. growth, 21% U.S. diversified,
7% U.S. small-/mid-cap, 22.5% developed international and 7.5% emerging markets; bonds are intermediate-term
diversified municipal bonds. Assumes top federal tax rates and 6.5% state income tax rate. Projections indicate the
probability of a peak-to-trough decline in pretax, pre-cash-flow cumulative returns of 20% over the next 20 years.
Because the Bernstein Wealth Forecasting System uses annual capital-market returns, the probability of peak-totrough losses measured on a more frequent basis (such as daily or monthly) may be understated. The probabilities
depicted include an upward adjustment intended to account for the incidence of peak-to-trough losses that do not
last an exact number of years. Based on Bernstein’s estimates of the range of returns for the applicable capital
markets over the periods analyzed. See Notes on Wealth Forecasting System for details. Data do not represent past
performance and are not a promise of actual future results or a range of future results.
Source: AllianceBernstein
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are far from normal.

20/80 portfolio provides more after-tax income
than the 60/40 portfolio today, but only about
$2,000 more—versus nearly $8,000 more
under normal conditions.
The reduction in wealth after 20 years
of spending would still be substantial. The
authors project the portfolio would be
worth about $737,000 in the median case
after inflation—far below the nearly
$978,000 expected from the 60/40 portfolio today, but more than the 20/80 portfolio would provide in normal markets.
In the authors’ experience, few investors
would choose a portfolio that provides less
than $2,000 a year in additional after-tax
income, if it would reduce their wealth after
20 years by about $240,000. Those who
would choose a solution like this are
more often focused on its risk-reduction
SEPTEMBER 2014 / THE CPA JOURNAL

benefit: from today’s unusually high—
29%—odds of a large loss, to less than 2%.

Today’s Popular Solutions
Disappointment with the limited additional income that now comes from
increasing their bond allocation has led
many income-seeking investors to replace
their core, high-credit-quality, intermediate-duration bond portfolio with allocations
to higher-yield or longer-duration bonds.
The income gains from such shifts are sub-

stantial, on both a pretax and after-tax basis,
but many investors do not adequately consider the likely impact on portfolio risk and
long-term wealth.
Exhibit 3 shows the authors’ projections of these approaches. Investors could
increase the after-tax annual income on
a $1 million portfolio with a 60/40
stock/bond mix nearly $9,000 if they shift
the bond allocation from core fixed
income to long-term, high-credit-quality
bonds. They could gain more than

$21,000 of additional income if they shift
it all to high-yield bonds and about
$15,000 more if they shift it to an equal
mix of the two.
But the magnitude of the risk that these
popular income strategies add is generally
not well understood. Today, an investor
in a 60/40 portfolio faces an estimated 29%
chance of incurring a 20% peak-to-trough
loss at some point over the next 20 years.
Shifting the bond allocation to long bonds
would increase the risk of such a large loss

EXHIBIT 3
High-Income Solutions Vary Widely

Projected After-Tax Income in Year 1 (in Thousands)
Per $1 Million in Initial Assets
Popular Solutions

Lower-Risk Solutions

Traditional
Solution

$39
$33
$27

Added Income

$21

$9

$15

$19

$24

$25

$20

$1

$6

$7

$2

Combined
Strategy

20/80

$18

Stocks/Bonds

60/40

Remainder
Value after
20 Years

$978

Probability of
20% Peak-toTrough Loss

29%

Long-Term
Bonds

High-Yield
Bonds

High-Yield &
Long-Term Bonds

High-Dividend
Stock Tilt

Add HighYield Bonds

$886

$737

$812

$965

$862

$849

$737

39%

55%

47%

25%

19%

16%

<2%

Note: “60/40” assumes 60% invested in global equities and 40% in intermediate-term diversified municipal bonds. “Long-Term Bonds” assumes 60% in global equities and 40%
in long-term diversified municipal bonds. “High-Yield Bonds” assumes 60% in global equities and 40% in high-yield municipal bonds. “High-Yield & Long-Term Bonds” assumes
60% in global equities, 20% in high-yield municipal bonds and 20% in long-term bonds. “High-Dividend Stock Tilt” assumes 37.8% U.S. value, 4.2% U.S. SMID, 13.5% developed
international, 4.5% emerging markets and 40% intermediate-term diversified municipal bonds. “Add High-Yield Bonds” assumes 50% global equities, 10% high-yield municipal
bonds and 40% intermediate-term diversified municipal bonds. “Both Strategies Combined” assumes 31.5% U.S. value, 3.5% US SMID, 11.25% developed international, 3.75%
emerging markets, 10% high-yield municipal bonds and 40% intermediate-term diversified municipal bonds. Remainder value in real dollars. Projections indicate the probability of
a peak-to-trough decline in pretax, pre-cash-flow cumulative returns of 20% over the next 20 years. Because the Bernstein Wealth Forecasting System uses annual capital-market
returns, the probability of peak-to-trough losses measured on a more frequent basis (such as daily or monthly) may be understated. The probabilities depicted above include an
upward adjustment intended to account for the incidence of peak-to-trough losses that do not last an exact number of years. Based on Bernstein’s estimates of the range of
returns for the applicable capital markets over the periods analyzed. See Notes on Wealth Forecasting System for details. Data do not represent past performance and are not a
promise of actual future results or a range of future results.
Source: AllianceBernstein
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to 39%, because long-term bonds lose
more value than intermediate-term bonds
when interest rates rise. (Long-term
bonds also gain more when interest rates
fall, but interest rates are currently so low
that the upside potential from declining
rates is limited.) The risk of a large loss
rises to 55% for the 60/40 portfolio with
high-yield bonds and to 47% for the 60/40
portfolio with an equal mix of high-yield
and long-term bonds.
Adopting any of these three popular
income-seeking strategies is likely to lead
to less wealth over time than staying with
a core bond portfolio. For example, the

would increase the after-tax income of
the portfolio by more than $1,000—even
less than shifting to a 20/80 stock/bond
mix. However, this variation has two other
benefits: It decreases the projected future
value of the portfolio much less than a
20/80 stock/bond mix would, and it reduces
the risk of a large loss to 25%, versus 29%
for a 60/40 portfolio. That’s because stocks
with higher dividend yields are typically
less volatile, while offering moderately
lower growth, than the broader market.
The second lower-risk variation on a
60/40 mix adds a 10% allocation to highyield municipal bonds, sourced from stocks

The key is to source the higher-income,
but higher-risk, investments from the stock
allocation of the portfolio, rather than
from the bond allocation.

authors project that the 60/40 portfolio with
high-yield bonds, which generates the most
income, would lead to a reduction in future
wealth similar to a 20/80 portfolio, in the
median case, as shown in Exhibit 3.
In the authors’ experience, the risks
that each of these three popular strategies
pose are too high for most income-oriented investors.

Lower-Risk Solutions
Fortunately, it is still possible to garner
more income while reducing risk. The key
is to source the higher-income, but higher-risk, investments from the stock allocation of the portfolio, rather than from the
bond allocation. You can see this in the
three potential lower-risk variations on a
60/40 portfolio in Exhibit 3.
The first lower-risk variation replaces the
broad U.S. large-cap stock portion of the
60/40 portfolio with similar stocks that
have higher dividend yields. This change
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rather than from bonds. This variation
would increase the portfolio’s after-tax
income to $24,100, nearly $6,000 more
than the original 60/40 allocation, in the
median case. It also reduces the risk of a
large loss substantially—from 29% to 19%.
While high-yield bonds are more volatile
than investment-grade bonds, they are
less volatile than stocks, in the median case.
The downside is that this lower-risk portfolio is likely to be worth less in today’s
dollars after 20 years, in the median case,
because high-yield bonds tend to generate
much less growth than stocks do.
The third lower-risk variation combines
the first two. This variation would increase
the portfolio’s after-tax income the most,
to more than $25,000 in the median case,
nearly $7,000 above the original 60/40 allocation. The investor also takes on a lot less
risk: The probability of 20% peak-to-trough
loss falls to just 16%, close to the 15%
probability that a 60/40 portfolio offers

under normal market conditions; however,
it also reduces the projected value of the
portfolio after 20 years more than the two
other lower-risk variation do—to $849,000.
In the authors’ experience, these three
lower-risk solutions are more likely to fit
the risk tolerance of most income-oriented investors better than the three popular
solutions.

Focus on the Trade-Offs
Investing is all about trade-offs. In normal markets, the traditional solution to
inadequate income would be to give up
future wealth in order to obtain higher
income and lower risk. Unfortunately,
this solution doesn’t work in today’s
environment.
Recent popular solutions would give
up future wealth and increase risk in
order to boost income. By contrast, the
lower-risk solutions favored by the authors
give up future wealth to obtain higher
income and lower risk—much as, in normal markets, the traditional solution does.
Investors faced with inadequate income
from their portfolios should give these
strategies serious consideration.
q
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Bernstein does not provide tax, legal, or
accounting advice. Please consult with
your legal or tax advisor regarding your
specific situation. The Bernstein Wealth
Forecasting System uses a Monte Carlo
model to simulate 10,000 plausible paths
of return for each asset class and inflation,
producing a probability distribution of outcomes. It projects forward-looking market
scenarios, integrated with an investor’s
unique circumstances and taking the prevailing market conditions at the beginning of the analysis into account. The forecasts are based on the building blocks of
asset returns, such as yield spreads, stock
earnings, and price multiples. These incorporate the linkages that exist among the
returns of the various asset classes and factor in a reasonable degree of randomness
and unpredictability.
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