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Editor's Note: Modem Portfolio Theoty has
become a customartool used B investment pfes
sionals angdas suf, constitutes an industrstandad
prudent fduciaries cannot igna Further, the Pu-
dent Irvestor Rule and ModarPortfolio Theoty are
inextricably intetwined We have elected to puish
four articles in consecwie editions oACTEC bumal
in order to povide our eadeship with an undestand
ing of Moden Portfolio Theoly, demonstate the
necessity of pplying this theoetical constuct in
accoidance with the Rrdent Ivestor Rule and @ply
this theoy to other petinent issues suounding the
administation and litigation of potfolios manged by
fiduciaries. Sequential plibation eliminaes the need
to redevelop Moden Portfolio Theoty and other con
cepts in eab article. ACTEC bumal reades will
have the option ofaviewing eatier articles to darify
any points of integst in subsequenttiles.

The frst atticle, “Modern Portfolio Theory and
the Pudent Ivestor Act] appeaed in theACTEC
Joumal, Vol. 30,No. 4, and piovided a bunddion for
undestanding the undginnings of Modear Portfolio
Theoly and haev it should be pplied under the Rr
dent Irvestor Rule The atticles to bllow this curent
article are: “Computing Maket Adjusted Damges in
Fiduciary Sucharge Cases Using ModerPortfolio
Theowy” and “T he Appropriate Withdrawal Rae:
Compaing a Total Retun Trust to a Pmcipal and
IncomeTrust!
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[. Intr oduction

Lawsuits ajainst fducialies derelop quite often
due to la& of an gpropriate investment polig stae-
ment (IPS)failure of the tustee todllow the IPS after
it has been desloped and greed to l the inteested
paties, or failure to comnunicae deary realistic

expectdions. While development of an IPS is not

required specitally by either the Restament (hird)
of Trusts (Rest@ment) or the Undrm Pudent
InvestorAct (Act), an areed upon andppropriately
constucted IPS can pride the tustee with a guide
for potfolio formulation and mangement thais suit
able for the tust! For the IPS to be considst gpro-

priately constucted its contents mst be consistent

with tenets of the Rident Ivestor Rule (Rule) and
Modem Portfolio Theoly (MPT) 2 Additionally, a well-

constucted and lealy commnunicaed IPS can assist

in the deénse of a trstee gainst unsuithility claims
and potential dangges® Section Il of this aicle will

provide the ationale br developing an IPS and discuss

in some detail thee impotant elements thiahould be
included

A vely difficult issue &cing a tustee is the assess

ment of an ppropriate 1isk level for a tust potfolio.
Section Il pesents an@proac to detemining a
trust’s risk tolefance using the IPS§’staed required
rate of retum based on the ust’'s income/spending
level needs. This gproah emplys a sinulation to
demonstate the pobabilities of expected outcomes
and demonsttes the impact of diérent iisk level
assumptions. Sections IV avditilize a casexample
to shav how this gproadc to fisk tolelance can be
used to deelop and calitate a tust's gpropriate lisk
level. SectiorVI summaizes hov the IPS can function
as a mangement plandr the tust, the necessitydr
the IPS to be consistent with the Ruland thus,its
conformity to MPT), and the IPS usefulness inec
onciling the tust's desied riate of retum with an @pro-
priate tisk level.

II. The Investment Rlicy Statement

A. The Raionale for an Investment Rlicy
Statement. As indicaded dove, neither the Reste
ment nor theAct specifcally requires the aedion of
an IPS However, theAct says:

Compliance with the pident ivestor
rule is detamined in light of the dcts
and cicumstancesxsting & the time
of a tustee$ decision or action and
not by hindsightt

One author stas:

Restaement Commentgrnotes tha
compliance with the standaof pu-
dence is detenined ly the trustees
conductin estalishing and 6llowing
the investment and magament
process equired by the Act, not the
trust potfolio’s perbrmance In
shott, trustee lidility hinges on
processnot perbrmance The tustee
ordinaiily will be ale to demonstte
prudence b addressing the consider
tions set érth in theAct and then doc
umenting the easonbleness of its
decision-making ingsponse to them.
This pmotects the wistee fom sur
chamge when thee’'s a subsequent
decease in tust potfolio per
formance On the other handegard-
less of hav successful pdfolio per
formancethe tustee isks liability for
failure to demonstte tha it estd-
lished and dllowed the pocess
required by theAct.®

Documenting théfacts and coumstancesxést-
ing & the time of a tistees decision or actionand
“establishing and bllowing the irvestment and man
agement pocess equired bty theAct” are gpropriate
actions to be undtken by the tustee Wha better
way for a tustee to document theviestment and man
agement pocess than eiing a compehensie, well-

consideed IPS and use it as the guide in making-deci

sions elaed to the ust?

Aside from the issue of potential bdity associ&
ed with the lak of an IPSa pooty constucted IPSor
not following the guidelines edthshed ly the docu
ment, ther is the impadant issue of the bestay to

! The Emplgee Retiement Income Secity Act of 1974
(ERISA) Sec 402(b)(1) equires the estdishment of a witten
funding polig but does not speddally require the deelopment of
an IPS

2 A discussion of the undginnings of Moden Portfolio The-
ory and its basis intist lav gppeas in the frst aticle in this seies,
Edward A. Moses. JClay Singleton,and Stavart A. Marshall,
“Modemn Portfolio Theol and the Rrdent livestorAct,” ACTEC

Joumnal, Vol. 30,No. 4,p. 165-175.

® Assessing danges ae discussed in detail in thexteatticle
in this seies,“Computing MaketAdjusted Damges in kduciary
Surchaige Cases using ModePortfolio Theory.”

4 Uniform Pudent IivestorAct, §8.

® Wendell Scott SimornThe Pudent livestorAct: A Guide to
Understanding 2002, Camaillo, CA, Nambon Pubishing Co.,
p.73.
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manaye efectively a tust’s investments.An IPS can
be likened to the sétegic plan of a bisiness. This

plan, based on theusiness’Mission Staement,sets
out the objecties of the companand the stes or
processes necesgaio adieve these objectes. This

blueprint guides opeational decisions thamanaye the
business.The plan does nohang, patticularly in the
shot run, unless thedcts and assumptions upohich

the plan vas brmulated dang signifcantly. The IPS
seres the same function as thesimessstrategic plan,
providing a guide ér the consistent implemeiitan of

an irvestment stategy and peventing emotionaleac

tions to @ents in the m&et place This is not to sa
the IPS like a stategic plan,never changes. It should
be reviewed peiodically and modiied if the ficts and
assumptions arant a dang.

Finally, it should be strssed thia‘one plan does
not fit all.” Ead trust,like eat businesshas a unique
set of cicumstances thavarant the deelopment of
an IPS tailoed specitally to the needs of theust. To
use d'standad plan”approad or e/en a slight modif
cdion to a standak plan in deeloping an IPSdr an
individual tlust is a ecipe br mismangement and dis
aster The IPS nast be indridualized for eat trust to
reflect its unique barmacteistics.

B. The Contents of an livestment Plicy State-
ment. Numepous aticles and books va been witten
about the deelopment and maintenance of an FPS
Many of them ae excellent guidesdr detemining the
contents of the IP5 As indicaed dove, evely trust
has its unique l@armacteistics and the IPSof the tust
should be deeloped with these unigquedtures in
mind. For example the content of an IPSf defned
beneit plans,endavments,or founddions will differ
martkedly from the content of an IP®ifan indvidual
trust. Gven the vealth of aticles and tets available as
a guide or developing an IPSwe will not eldorate
here on the werall content of a wll-constucted IPS
Section 2 of thé\ct provides an ppropriate guideline
for the necesswgrcontent. Hwvever, there ae three
components of an IPS thdeseve eladoration and
insight. Additionally, the oder in which these spedif
components a developed is aucial. The thee com
ponents listed belo are aranged in the ader in which
decisions should be made

1. Selection ofAsset Classes Inaded in
the Portfolio. Perhgs one of the trstees most
important investment elated decisions is det@ining

the gpropriate asset lasses to be considwt for the
trust. If the boices selected atoo Ew, the pobabili-
ty of achieving a well-diversified potfolio is extremey
low. As illustrated in the ifst pger in this seaes, the
selection of asselasses to be consiamt for the por-
folio credes the #aineble set used in the consttion
of the Eficient Frontier

Quite often after assetasses a identifed,
the tustee detenines a sttegic asset alloddon
among these asselasses without the beriebf an
Efficient Frontier anaysis and estaishes the allw-
able deviations from tha allocaion. This gproad is
problemdical because it can limit the ficfient Frontier
and brce the tustees potfolio choices into too nar
row a range of expected etums and isk levels.

Assume the trstee selects the ass&sses in
Chat 1.1 and uses these assktsses to consict the
Efficient Frontier The result is the Unconstimed Efi-
cient Fontier shavn in Chat 11.2. Alternaively,
assume the tistee bgins by selecting the sen asset
classes in Chatl.1, estdlishes the sategic allocaion,
and assigns thewer and upper déations shavn.

Chart I1.1

Strategic Asset Allocation and
Allowable Deviations

Lower Strategic  Upper

Limit Allocation  Limit
Small Stoks 12% 15% 18%
Foreign Sto&s 9 12 15
Large Sto&s 30 35 40
Real Estte 8 10 12
Com. Bonds 10 13 16
Govt. Bonds 8 10 12
T-Bills 3 5 7

Using these allwable deviations as con
straints €.g. the 15% allocaon to small stoks is
limited to betveen 12% and 18%3g different Efi-
cient Portfolio (labeled Constiined in Charll.2) is
geneated The Constained Eficient Fontier is \ery
shot and the oppdunities aailable to the tust ae
limited with respect to the ptiolio’s expected etum
and isk.

¢ A seach of Goagle.com,using the seah tem, “Investment
Policy Staement; results in 3.96 millior‘hits.” A seach done
within these esults using the ter, “IPS,” provides 29.4 thousand
references. Not all of theseferences a directly petinent for
developing an IPS; heever, a sampling of theseeferences indi

caed tha mary had @propriate contentdr this pupose

" For an e&cellent eference on deeloping an IPS see Donald
B. Trone William R. Allbright, and Philip RTaylor, The Manae-
ment of Inestment Decisiong,996, Chicago, Irwin Professional
PuHishing, Chepter 5.

30 ACTEC Jumal 253 (2005)



Chart 1.2

20% 1

Small Stocks

-
-
-
-
-
-
oooooo sse0cvee .

: Unconstrained 1 ’

oooooooooooooo e

18% 1
16% 1

4 iarge Stocks Foreign Stocks

. [ [
e /‘\ [l Real Estate

14%

€ 129
5 12% 1 , v
B 10% - ’
.‘é’. 0% .. Gou Bonds
, Corp Bonds
80/ 9 4
W Tsiis

6% 1

4(%) e

2% 1

0%

T

10% 16% 20%
Expected Standard Deviation

0% 5% 25%

Constrained and Unconstrained Efficient Frontiers

desied etum and isk. As demonstted in
the following sections of this eer, a trustee
can estimge 1isk tolelance of the trst bene
ficiaries though an itestive process.This
process imolves detemining initially the
desied rte of rtum and then assessing the
risk level required to abieve thd retum. If
the iisk is higher than a tolable level, then
the required etum must be adjusted oon-
ward to accommoda a lavering of the isk.

It is possilte the opposite occsr The initial
required rate of retum may sugest a isk
level tha is too lav once considetion is
given to“the pumposes,tems, distribution
requirmentsand other ctumstances of the
trust” In this instanceelements of thestum
contollable by the tiustee can be ineased

lll. TheAppropriate Level of Risk

for a Trust Portfolio

A. TheTrust'sTarget Rae of Return.
Let us assume &vhare a well-consideed
IPS. This document wuld specify the
trust’s taget rate of rtum consistent with the
trust’s goals and objectes. Br example the
investment polig of a tust with a single
income benea€iary and emainder benéfia-

The better pproad is to esthlish upper and
lower limits after the optinum potfolio is selected
from the Unconsained Eficient Fontier After all,
upper and lwer limits associed with the sttegic
asset allod#on decision a nothing mae than a guide
to potfolio rebalancing

2. Determination of the Target Rate of
Return for the Trust Portfolio. Many factos enter
into the selection of the et rate of rtum, some con
trollable by the tustee and otherdgendent ondctois
outside the trstees contol. Examples of the teer
include pected infation and a minimm level of
administetive expenses. Contilable factors indude
the withdawal rate, desied real gowth in asset alue
(retum &ove the ete of inflation and after with
drawals), and ultimately, risk. As will be shavn,
detemination of the taget rate of retum is subject to
change once theisk level associted with this etum is
estimaed

3. Determination of the Risk Tolerance br
the Trust Portfolio. Perhas thee is no moe vexing
problem for a tustee than deterining an gpropriate
risk level for a tust potfolio. It is well known tha
trust benetiaries desie high etums and lev risk. Itis
an axiom of ihance tharetum and isk move tagether;
the higher the desid ietun, the higher the necesyar
exposue to iisk. Thus,there is a tadeof between

ries would be designed to gride as nuch
periodic income as ws consistent with thexpected
lif e of the tust,specifc provisions and estictions,the
beneiciaries’ needs,and the tustees duty of impar
tiality. To be sustairtade, the income taget would also
have to be consistent with both the pas and the
expected ates of etum on the constituent asséasses
to produce the specdd level of income Most income
beneiciaries would like to hae as much income as
possitbe but tha desie is limited ly the amount of the
comus, the aailable rates of etum, and the isk
required to ead those ates. Assuming all pdies
have agreed on the trst’s taget rate of retum, we can
proceed to angke the aproprnate risk level. The iisk
level, in tum, provides eedbak for the tustee$ con
struction of the irestment pdfolio.

B. Risk and Rae of Retum. In the irst aticle
in this seres we introduced the Eicient Fontier.
This tedhnique fnds the best posddbcombingion of
asset lasses—best in the senseytlad offer the lav-
est isk for their level of expected etum. This cot
lection of best pdfolios is poduced ly examining
all combinaions of assets in theedsilbe set—those
asset tasses the ustee deems sutbe possile
investments.Although tuustees o ae epelienced
investment pofessionals coulddfecast and justify
their avn indgpendent assetlass etums, risks, and
correlaions, histotical recoids ae pobably the best
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source for these drecasts.The same histgrof asset
class perébrmance is widsl available to everyone
For pumposes of this dicle we will assume the
trustee has detenined d@arures flom these am-
bers ae unvaranted

C. Using the Historical Record. Historical rates
of retum on seen popular assetlasses a shavn in
Chat Ill.1. The column laeled aerage retum shavs
the arerage anmial retum produced ly the sgen asset
classes listed

Chart lil.1

Annual Historical Returns on Seven Indices*
All statistics in %

Average  Standad

Retun  Deviation
Small Sto&s 17.52 23.47
Foreign Stoks 13.20 22.85
Large Sto&s 12.94 17.97
Real Estte 12.19 20.59
Comp Bonds 9.62 11.21
Govt Bonds 9.56 12.11
T-bills 6.35 2.90

* Chat Ill.1 is based on actual anal retums from 1972
through 2003.

This dhat makes thee main points:

1. Lessons fom the Historical Record.
First, this historcal experience sets theange of retums
tha have occured and therefore under our assump
tions, are likely to occur on w@erage in the futue.
Trustees seeking al7.5%tea of retum, for example
would have to irvest the entig potfolio in small
stoks. This gproad, of couise would be contary to
the Rules emphasis on dérsification. A diversified
portfolio would hare to accpt a moe modest etum
objectve.

2. Asset Class Risk and Retur. Second
every tamet rate of retum caries someisk. Even a
portfolio dedicaed to Treasuy bills caries some
risk, as the standdrdeviation column in Charlll.1
suggests. The standat deviation indicaes the
amount of waration arund the anwnal arerage
retum. Ewery asset lass has a standhdeviation.
Common ivestment paictice is to ta& this standa
deviation stdistic as a measarof lisk. This stais-
tic produces an intuitie ranking of etums to these
asset lasses in thamost people acgynize bonds
are moeke risky thanTreasuy bills, real estée is
more risky than bondsand sto&s become mar
risky as one mees from lalge stods, to foreign
stoks, to small stoks® Expelience with the cgital
markets eflects the inteaction of millions of
investos and billions of dolla over mary yeas.
We cantherefore, use this histacal information to
translde the tust’s expected etum requirement into
a tisk level.

3. An Alternative Portfolio. Finally, if we
assume the tist's taget rate of retum is 12% per
year we could constrct a potfolio tha was irvested
93% in eal estte and 7% in cqrorate bonds (.93 X
12.19% + .07 x 9.62% = 12%) his potfolio, how-
ever, would cary more lisk (i.e., be less dfcient)
than other pdfolios thd are expected to prduce a
rate of retum of 12%. The tustee should use the
Efficient Frontier to discwer the poifolio tha pro-
vides the leastisk with an &pected etun of 12%.
Chat I11.2 shavs sut an Eficient Fontier.

D. Using an Eficient Frontier. The Eficient
Frontier shavn in Chat I11.2 was deeloped bllow-
ing the pocess discussed in thiest aticle of this
seiies. To find the isk level associted with the
efficient potfolio tha produces an>pected etum
of 12%,locate the potfolio on the Eficient Frontier
that produces 12% (laeled“12% Portfolio”) and
read devn to detemine the isk level. In this &am
ple the 12% Brtfolio has the asset allatan shavn
in Chat I11.3 with an xpected standdrdeviation of
10.4%.

& Chat I1l.1 shows the histarcal standadt deviation for gov-
emment bonds is slightllarger than the standéudeviation for cor
porate bonds. Intuitiely, however, govemment bonds should be
less isky (i.e., should hae a smaller standardeviation). This
anomay in standadl deviation as aisk index is probably due to the
undetying chamcterstics of the assetass ind&. In this case cer
porate bonds a represented Y only the most cedit-worthy bonds,
only slightly more risky than gvemment bonds.This result also

shawvs tha working with histoy does not alays produce intuitve
results. The @solute diference in standdrdeviation between
govemment and cquorate bondshowever, is small,much smaller
than the diference betwenTreasuy Bills or between bonds and
real estte. Despite this dwbadk in working with histoical daa,
the benéfs to the tustee of werifiability and documenti#on far
outweigh occasional countémtuitive anomalies.
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Chart I11.3

Allocation of the Efficient Portfolio
with an Expected Return of 12%

Asset Class Allocation
Small Sto&s 34%
Foreign Sto&s 10%
Large Sto&s 0%
Real Estte 0%
Comp Bonds 0%
Govt Bonds 37%
T-bills 19%

This potfolio is diversified and mg be judgd by the
trustee to be suibte.®

E. Calibrating the Trust Portfolio. The tustee
can nav review the eficient potfolio and jud@
whether theisk implied ly the taget rate of retum is
suiteble. For maty trustees and berieiaries the con

cept of risk is moe difficult than the congs of retum.
Chat 111.4 shavs hav the potfolio displayed in Char
[11.3 can be helpful in calilating the rsk.

Chart lll.4

Forecast Range of Efficient 12%
Portfolio Returns from One to Twenty
Years in the Future
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35% -
30% -
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° In this discussion @ ignoe potfolios in the neighborhood

of the Eficient Fontier These pdfolios ae covered in the ifst
article in this seies. Our discussion hemould not diange maeri-

ally if we chose a neighborg potfolio tha might haoe a moe
intuitive asset alloden.
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Chat 111.4 shavs forecast etums for one three
five, ten,and twenty yeass into the futue for the 12%
Portfolio shawvn in Chat 111.3. The heights of the bar
above eat year epresent a likly range of retums.
This range covers 90% of possile outcomesj.e.,
from the 5th to the 95th peentile of the simlated
distiibution. The top and bottom of elagears range
are labeled as is the epected etum of 12%. ©r
example forecast etums one gar hence arexpected
to range from -4.2% to 29.8% with arxpected etum
of 12%. These nmbes were developed using a ntla-
emdical process thatakes the érecast etum (12%
per year) and standdrdeviation (10.4% per gar) of
the potfolio in Chat 1lI.3 and simulates hav this
portfolio might perbrm in the futue. The «pected
retum becomes mer likely as time passeshile the
absolute dollar mrance of possile results also
grows ! Using this inbrmaion the tustee can cali
brate the poatfolio’s risk.

F. Making Risk Mor e Real. Measuing risk
with stdistics like standat deviation is not easit
undestood ly most people The forecast ange of pot-
folio retums,however, is easier to undstand In Chat
1.4 we see within thedrecast ange of etums a nga
tive retum is likely only for the frst year** Cetain sit
uaions, however, would defne a etum less than cash
(or Treasuy Bills) as a elaive loss. Trustees with
investment epelience for ekample might be &pected
not onl to avoid losses bt to ean a etun greder than
Treasuy Bills, the lovest isk altenaive. In these
casesand using theeerage retum in Chat 1.1, the
trustee might looktaa retum of 6.35% or less as a loss.
Chat 111.4 suggests thaunder this défition of loss,
this potfolio caries considable risk.

G. Finding an Acceptable Portfolio. While the
portfolio in Chat 111.3 is not immune fiom neyative
retums, a trustee shouldtdeast bgin with an examk
nation of the eficient potfolio. If this potfolio is not
saisfactoly the tustee should looktather eficient or
near eficient potfolios tha have retums somehat
less than 12% as thevill entail less isk. Through a
process of fal-and-eror the tustee caniffid a potfo-
lio that has accatable levels of both gpected isk and
retum. Because these oMactors ae inetricably
linked compiomises a& almost akays necessgr The
following section desdres a case scenartha illus-
trates these points.

IV. Case Scendp

Husband (H) s divorced flom his frst wife (W1)
during 1994. He has tee lving adult dildren from
his first mariage toW1. He made a cash settlement
with W1 and pgs no alimog nor does he ha ary
contiruing financial olligations to her

During 1998,H maries his second wéf (W2). At
that time, his net vorth goproximates $5 million &clu-
sive of his home @ued & $500,000) and tarige per
sonal popety including mosty household décts and
automobiles wrth goproximately $100,000.

H andW2 have a peruptial agreement thiapro-
vides,inter alia,for the bllowing testamentgrdisposi
tions. After distibutions of taniple pesonal popety
(including household éécts and automobiles) and
excluding ary principal residence (homesteady, may
use the full amount of higmaining uniied cedit as he
chooses bt subject to the lesser of a minim of $4
million or all of H's remaining esta (.e., mostl listed
secuities) being funded into a QTIPust. He will ce-
ate a QTIP tust with an indpendent tustee As is
required W2 will receve all income fom the QTIP bt
distiibutions of pincipal will be in the tstees disce-
tion for her healtheducion, maintenanceand suppdr
At W2's demiseary remainder mapass as H dicts in
his testamentgrdocument.W2 may use the homestead
during her lifetime unless unoccupiedrfmore than six
months. She is to maintain the homesteaéhduner
occupanyg. She will eceve also the householdfefts
and ay vehides avned ly H.

W2 and H lve hapily therafter until H dies une
pectedy duting 2004 athe ae of 75. W2 is 64 yars
old. She has gproximately a twenty-year life
expectang.

V. The Role of theTrustee

A. The Initial Portfolio. The tustee in this sce
naiio as par of the deelopment of an IPS ust deter
mine the éasille set of assetl@assesmalke forecasts of
retum, risk, and coreldion, and decide on arparopri-
ate potfolio. For pumposes of illust@tion we will con
tinue to assume thesn assetlasses in Charll.1
constitute thedasilbe set and thathe histoical recod
of asset lass etums is an ppropriate forecast. To
help W2 better undestand the impliciions of the
trustees decisionsthe situéion is recast in tans of
dollars. The tustee stas with the dficient potfolio in

1 Imagine tossing a coinAfter four tossesgespite thedct
tha probability of heads and tails is equaiou would not be sur
prised if the mmber of heads &s not gactly four. The rumber of
heads,however, cannot be mch different than tw. After four
hunded tosses theumber of heads should biese to tvo hunded
but the diference can be ath greder than tve.

1t We use'likely” to imply within the conidence inteval

from 5% to 95%. Ngative retums ae possite in ary year In this
example ony in the frst year is thee geder than a 5% @bability
of a ngative retum. We gologize if this generlization of poba
bilities offends sttsticians lut we believe a detailed #ament of
the unddlying distibutions and assodied pobabilities is unnee
essaity confusing in this conie.

30 ACTEC Jumal 257 (2005)



Chat 111.3, based on an initial intpretaion of W2's
desie for income fom the tust. The tustee intudes
an anwal withdiewal from the tust and calculas hav
this potfolio will behave to shav to W2 and the kil-
dren of W1.

B. ChoicesAvailable to theTrustee The dility
of ary poitfolio to provide income to the beriefary
and pincipal to the emainder benéfiary is a function
of three doices:

e The amount of imestmentisk in the por
folio. The moe tisk the potfolio takes onthe higher
rate of pected etum and the wider theange of pos
sible potfolio values. Risk isxpressed though the
range of values.

e The income distbuted fiom the patfolio.
The moe income distbuted the less likely the potfo-
lio will be able to sustain thtaincome and maintain
principal.

e The time hoizon. The longr the time
horizon the moe oppotunities to liild principal tut
also the mae likely the potfolio will be dissip&ed by
income demandsisk or both.

C. Calibrating the Risk and Retum of the
Trust Portfolio. For the puposes of illusttion we
will assume the income digtutions and time haon
are fixed The tustee st then calikate the paifo-
lio’s 1isk to balance dess of the income anémair
der benetiaries. To simplify the pesentéion we will
assumenN?2 requests $480,000 amally.”? In an ideal
world with perfect forecastingtherefore, the potfolio
would be etumed to $4 million &ithe bginning of the
second (andwery) year and the income beingary
would receve $480,000 (12% x $4 million} ¢éhe end

of the frst (and gery) year Under our assumptions a

the end of theiffst year the pdfolio would have a 5%
chance of being lzove $5.194 million ($4 million
growing & 29.5 pecent fom Chat 1ll.4) before the
yearend distibution of the $480,000 and a 5%ance
of being bela $3.832 million ($4 million &lling a
4.2 pecent fom Chat 111.4) before the yarend disti-
bution of the $480,000These &treme alues ag cal
culated from the &pected etun (12%) andisk (stan

dad deviation) of the potfolio.** Continued with

drawal of $480,000 might be aquteble if the potfolio

ends up on the high sidat $5.194 million befre the
yearend distibution of $480,000 because the tholio

is expected to ear 12% the dllowing year ending the
second gar & $4.799 million after the withdwal.

Alternatively the $3.832 million pdfolio will not ean

enough to ceer the withdawal of $480,000ending
the second gar & $3.274 million after the withdw-

al** A few bad yeass in a pw and it is highy unlikely

the potfolio will ever retun to $4 million.

D. Helping the Beneiciaries Undeistand the
Implications of Their Choices. At this point the
trustee should pisent theseofecasts to the berneib-
ries. In all likelihood the emainder bengfiaries will
not be hapy about endangring piincipal. Under our
assumptions the onthoice left open to theustee is to
reduce the pdiolio’s 1isk, which reduces thexpected
retum. Selecting a ptfiolio with an &pected etun of
10%,for example reduces theisk to pincipal.

E. Components of the R&e of Retum. The
rationale br changng the epected ate of retun can be
found in the dgins of the ate of retum itself!®* Expect
ed retums on dedult risk-free instuments €.g., shot-
term govemment bonds) ar ¢geneally assumed to be
the combintion of a eal isk-free ete'® (also called the
time value of mong) and epected infiation. Expected
retums on isky assetslike those in the ptfiolios in
which most tustees imest,are assumed to agr risk
premiums &ove the dedult-free ete. These isk pre-
miums \ary degpending on thexara lisk presented
eah asset lass. High quality cqrorate bondsfor
example would cary a small isk premium compagd
to the sk premium Hr common stdcs. The expected
retum on the 12% pdiolio used hex for illustration
caries a isk premium dove the eal etum and &pect
ed inflation. If the sum of these twfactors is 5% then
a 12% poaifolio would have a sk premium of 7%.

As beneftiaries consider altegtive potfolios they
usually focus on gpected etun. In our &ample if the
trustee gplains thathe 12% rpected etun has aleast
three pats (dehult risk-freg expected infation, and sk

2 For the pupose of this illusation W2 has equested an
anrual constant withdwal rate equal to $480,000ased on H and
W2's spending péems duing their mariage. This amount is
anticipded to be in xcess of the anral income eared ly the tust.
Appropriate and &ir withdrawal rates ae the bcus of the durth
article in this seies,“T he Appropriate Withdrawal Rae: Compar
ing aTotal Retun Trust to a Ancipal and Incomé&rust’

¥ This calculéion assumes theetums ae randomy drawn
from a l@nomal distibution, a standat assumption inifiance

¥ $5.194 million mius $480,000 = $4.714 millioetuming
12% = $5.279 million less the withaval of $480,000 = $4.799
million. $3.832 million mis $480,000 = $3.352 millioretum-

ing 12% = $3.754 million less the withaval of $480,000 =
$3.274 million.

5 The theoy of the expected ate of retum is atributed to
Irving Fsher and is called thedher equion. This equéion sg's
tha the expected ate of retum on dehult-risk free (@vemment)
bonds is the sum of theal iisk-free ete of inteest and gpectedn-
flation. Although the Aility of this theoy to forecast integst etes is
the subject of contired déate, it is widely acceted as desiptive.

1 “Real” is used har in the sense of thegmflation retum
and“risk-free” denotes no possibility of daflt (.e., govemment
bonds).
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premium),the bend€tiaries my be better
able to undestand hwv lowering their
expected etum also lavers the isk premk

um. Lawer risk means laver and mae sta

ble retums, as the 10% pdfolio identifed

in Chat V.1 illustrates.

F. The Optometrist Approadc.?
The eficient potfolio with an &pected
retum of 10% selected dm the Eficient
Frontier shavn in Chat V.1 has a 5%
chance before the $400,000 disbution
(10 pecent of $4 million),of ending the
year &ove $4.861 million and a 5% eance
of being belav $3.968 million!* By the
same assumptions evused edier the
income bendiary withdraws the &pected
retum or $400,000tthe end of eery year

In this case the ptiolio will be worth
either $4.507 or $3.524 milliort the end
of the secondgar® Like an optomeist
asking “Can you see the ltatt better
now?” the tustee can ask the beivéd-
ries: “The higher gpected etun potfo-
lio caries the possibility of a higher dol
lar value if things @ well but a lover dot
lar value if things @ pooty. Which do
you like betterthe 12% or the 10% pir
folio?” Chat V.2 shavs the esults gaph-

Efficient Frontier with 10% and 12% Portfolios*
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ChartV.1
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*Chart V.1 duplicates Chart IT1.2 with the addition of the 10 % Portfolio
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ically.

The 10% ®mpected etum potfolio
has laver forecast highs and higheoré-
cast lavs and a betterhance of pesev-
ing the pincipal over time & a sacifice of
$80,000 in annal income 6r W2,

G. Communicating with the Bene
ficiaries. We present this discussion
about calibating poitfolio risk not
because most ustees use this pcess
but because tlyeshould Communica-
ing retum to benetiaries is gneally
less dificult than helping them under
stand isk. Using a dollarange of possi
ble future wealth can be &tctive in doe
umenting thathe tustee has discusse

Comparison of the Forecast Range of Values at the End of
Year Two for the 12% and 10% Efficient Portfolio Returns*

$5.50
$5.00
$4.50

$ Millions

$3.00

*The end of year two values are after the year-end distributions for year two.

$4.00 -
$3.50 -

Chart V.2

4 $4.799
$4.507

$3.524

$3.274
12% Portfolio

10% Portfolio

the implicdions of the asset allotian

7 This thamcteization of the potfolio problem as analgous
to being ftted for glasses @s orginated ty Richard Thalet

® The estimge of the dficient potfolio’s yearend high and
low values bllowed the same pcedue used eédier for estiméing
these alues br the potfolio with a 12% gpected etum. The stan
dard deviation of the potfolio with the 10% rpected etum is 6.8%
compaed with the standdrdeviation of the 12% pdfolio, 10.4%.

1 $4.507 million = $4.861 million mims $400,000 = $4.461
million retuming 10% = $4.907 million less the wittaral of
$400,000 and $3.524 million = $3.968 million m&n$400,000 =

$3.568 million etuming 10% = $3.924 less the witladral of
$400,000.

2 |n Chat V.2 we used the upper andaler 5% pobability
limits of the distibution similar to Charlll.4 except hee we used
one \ear instead of one thugh twenty years and dollas instead of
retums in pecent. We use a oneear instead of a tenty-year con
text to reduce the compiéty of the time hoizon and é6cus on via
happens vhen the tustee asks the beiwéries whether the xpect
ed outcomes araccetable. We use dollas because tlyeare usu
ally easier ér beneitiaries to undestand
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decisions,risk level, time hoizon, and withdewal

rates with all inteested pares. Rilure to do so ma
leave beneitiaries without a solid undetanding
about the implictions of the tustees choices.A lack

of undestanding can lead to digpointmentyecimi-

nation, possilke litigation cost,and potential likility

for the tustee

VI. Condusions

A. The Investment Blicy Statement. A well-
constucted and implemented IPS is an imiamit,
albeit not Igally required step in a tustees conduct
in manajing a tust's investments. It mvides a guide
for consistent implemertian of an ivestment sht-
egy based on caumstances assotéa with tha par
ticular trust and pevents irational reactions toeents
in the maket placeAn IPS also povides a lueprint
for documenting decisions and affieetive means of
communicding with the tust's beneitiaries. The
appropriate contents of an IPS emell documented
in the litemture. When constucting an IPSthe
trustee should papaticular dtention (in the éllow-
ing order) to selection of potential assets to béuidc
ed in the pdfolio, detemination of the taget retum
and assessment of thepopriate lisk toleance The
selection of the ptiolio’s potential assets detaines
the dtainable set wich in tum detemines the Hi-
cient Fontier Estimdion of the taget retum identk
fies the apropriate potfolio on the Eficient Fon-
tier. This eficient potfolio defnes the initial state-
gic asset allodion. The locdion of the potfolio on
the Eficient Frontier can be used to assess thafper
lio's expected isk for tha retum. Upper and lver
limits around this stategic allocaion can then be
used to estdish when potfolio rebalancing should
be undetaken.

B. Determining the Appropriate Level of
Risk. The desied retum and rsk are inextricably
relaed; the higher theequired retum of a potfolio the
higher the isk exposue of the parfolio. Using this
retum to locde a suitale pottfolio on the Eficient
Frontier allavs the tustee to identify thexpected isk
of the potfolio expressed in tens of its standak devi-
ation. While the standar deviation is a common indli
caor of risk used  academics it can be tdult for a
beneiciary to gprecide its signifcance Using a sim
ulation it is possike to comwert this fisk measug into
potential ending dollaratues br the potfolio. The
higher the isk level the lager the potential futer fluc-
tuations in the pdfolio’s dollar \alue The tusteein
consultaion with the tust bendtiaries,can detemine
whether these potential ending dollatues ag accet-
able. If the potential loss of ptiplio value is deemed
to be unacaqateble, then the taget retumn of the tust
must be educed in in@ments until an acpéeble level
of risk is detemined It is also possik the initial tar
get retum estimaon results in potential ptfiolio fluc-
tuation estiméions tha are belav a level of toleance
In this casethe taget retum can be in@asedesulting
in higher potfolio risk.

C. TheAct, MPT, IPS, and the Trustee The
Act expects tustees toxercise their imestment judg
ment lut they are ultimaely judged on pocess.While
assessingsk is undoubtedi the most dfficult task B¢
ing a tusteethe standat is one of conduchot results.
MPT is embeded in theAct and the Restament pro-
viding the tustee with a systertia process ér calibsat-
ing risk in an ivestment pdfolio. In the light of MPT
and the gtensve literature on constiction and use of
an IPS it will become inceasingy difficult for trustees

who opesate without these tools to sustain the position

they followed piocessesaquired by theAct.
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