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Tax Rate Uncertainty
Contrary to popular usage, an IRA
is not an Individual Retirement
Account. Instead, as the titles
of both IRS Publications 590
A [Contributions to Individual
Retirement Arrangements (IRAs)]
and 590 B [Distributions from
Individual Retirement Arrangements
(IRAs)] make clear, an IRA is an
Individual Retirement Arrangement!
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ometimes, I’ll ask clients, “If
your doctor told you that you
were going to have a stroke when
you turned 70½, would he get your
undivided attention? If you absolutely
knew you were headed for a major
medical emergency then, would
you exercise more and eat healthier
food?”
The answer is always YES! When
someone knows a disaster is
inevitable, he or she will do what it
takes to minimize the danger or avoid
it altogether.
As you probably guessed, this
question becomes an intro to a
discussion of required minimum
distributions (RMDs). For people
with traditional IRAs and employersponsored retirement accounts,
there is no doubt about what will be
required each year once age 70½ is
reached.

As you probably guessed, this
question becomes an intro
to a discussion of required
minimum distributions.
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When workers and their spouses
start an IRA, they enter into an
arrangement with Uncle Sam. The
following is taken from IRS. gov:
“Topic Number 451 - Individual
Retirement Arrangements (IRAs)
An individual retirement
arrangement (IRA) is a tax-favored
personal savings arrangement,
which allows you to set aside
money for retirement. There are
several different types of IRAs,
including traditional IRAs and Roth
IRAs. You can set up an IRA with a
bank, insurance company, or other
financial institution.”
This arrangement is clear. The
individual with an IRA can pay tax
now or pay tax later. Clients who
have a traditional IRA or a taxdeferred account such as a 401(k)
have chosen to pay the tax later.
Even if they don't need the money in
retirement, the “pay me later” part is
pre-set, at reaching 70½.
The RMD amount, set by IRS tables,
is usually taxed as ordinary income,
at then-current tax rates. That will be
true even if the top income tax rate is
94%, as it was during World War II,
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after which it never dropped below
70% until 1981. It’s true that the Tax
Cuts and Jobs Act of 2017 (TCJA)
cut income tax rates to 37% and
lower, through 2025. However, the
U.S. national debt just increased
from $20 trillion in September 2017
to more than $21 trillion in March
2018.
Is it realistic to believe that tax
rates will stay down when our
national debt is increasing by a
trillion dollars in six months? A
more likely scenario is that rates
will rise, hurting seniors who are
taking fully taxable RMDs. Thus,
Uncle Sam will be 100% in control
of the tax rates imposed on RMDs
for many clients. They will be
forced to take distributions for the
rest of their life, paying taxes at
potentially steep rates.
And the tax bills won’t stop at
death. IRA beneficiaries will also
have to take RMDs from inherited
IRAs and pay taxes on those
distributions until the money is
gone.
For IRA owners as well as
beneficiaries, any RMD shortfall
will incur a 50% penalty. A client
who misses a $30,000 RMD, for
instance, will owe a $15,000 fine
and still have to take a taxable
$30,000 distribution!

IRA beneficiaries will also
have to take RMDs from
inherited IRAs and pay taxes
on those distributions until
the money is gone.
Changing the Odds
The bottom line is that making this
arrangement with Uncle Sam, via
a traditional IRA, is taking a major
gamble. IRA owners are taking the
chance that tax rates will be lower
in the future, when they withdraw
tax-deferred dollars. However, tax
rates could go up, so accumulating
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money in a traditional IRA is really
a roll of the dice.
Because it’s no secret that RMDs
begin at 70½, advisors can help
clients beat Uncle Sam at his
own game. The tax code not
only includes RMDs and steep
penalties but also provides a
sweet spot for penalty-free IRA
withdrawals, no matter how large
or how small. From age 59½ to
age 70½, there is no 10% early
distribution penalty for taking
distributions from tax-deferred
accounts.
During that decade-plus, there
also is no 50% penalty for RMD
shortfalls. Thus, IRA owners can
start early and take distributions
from their “tax infested” traditional
IRAs. The after-tax amounts can
be moved into “forever tax free”
accounts, a tactic clients will
appreciate.

The after-tax amounts can
be moved into “forever tax
free” accounts, a tactic
clients will appreciate.
There are several different ways to
do this. Clients who do it the right
way might double the size of their
estate, at a modest tax cost.

Sweet Spot Planning
For example, a hypothetical
Chet Taylor has $1,000,000 in his
traditional IRA at age 59½. If Chet
waits until age 70½ to start taking
RMDs, his IRA may have grown
much larger in 11 years.
The larger Chet’s IRA, the larger
the RMDs he must take, and the
larger the tax bill. Who knows
what the tax rate will be on Chet’s
RMDs, in 2029?
Instead, Chet can take control of
his IRA at age 59½. By taking a
distribution now, he will know what
tax rate he will pay and determine
what to do with after tax dollars.

Suppose Chet can take $50,000
from his IRA this year and still stay
within the 22% tax bracket, when
he and his wife Leila file their joint
return. As long as the lower tax
rates of the Tax Cuts and Jobs Act
of 2017 remain in effect, the Taylors
might as well take advantage,
with relatively lightly taxed IRA
distributions.
Assume Chet takes $50,000 from
his IRA and pays tax at 22%, to
net $39,000. Then he could use
that money to buy a permanent
life insurance policy with a death
benefit around $1,000,000.
If Chet were to die for any reason,
his beneficiary (Leila) would not
only receive the remaining balance
of his $1,000,000 IRA but would
also receive about $1,000,000 from
the life insurance policy. This death
benefit would probably avoid
income tax.

From Good to Great
Life insurance companies have
become very creative and
competitive over the past several
years. With the right kind of
policy, clients can gain tax-free
advantages during their lifetime
and their beneficiaries ultimately
can receive tax-free death benefits.

With the right kind of
policy, clients can gain
tax-free advantages during
their lifetime and their
beneficiaries ultimately
can receive tax-free death
benefits.
Living benefits available on certain
life insurance policies include
critical illness and chronic illness
coverage. If Chet, in our example,
acquires such a policy and has a
heart attack, a stroke, or suffers
from many other types of disabling
ailments, he may have access to
funds from his life insurance policy
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to pay those bills, without owing
income tax.
Moreover, the tax code allows
certain specific types of
permanent life insurance policies
to provide tax free loans to
the policyholder. As long as a
permanent life insurance policy
has sufficient cash value, loans are
available without a credit check or
annoying paperwork.

Moreover, the tax code
allows certain specific types
of permanent life insurance
policies to provide tax free
loans to the policyholder.
Win-Win-Win Scenario
In our example, Chet has started
to take his D’s (traditional IRA
distributions) early, before there
are any Rs or Ms (required
minimum withdrawals).

benefit to Leila, Chet’s beneficiary.
If Chet is unmarried, or if Leila has
ample assets, the policy can be set
up to pay a tax-free death benefit
to Chet’s children and loved ones.

Going the Roth Route
The above example assumes
that Chet is healthy, so he can
qualify for reasonably priced life
insurance. Some clients, though,
might be in poor health, making
this strategy less appealing.
As an alternative, such clients can
still start taking distributions at age
59½. Instead of buying cash value
life insurance, they can do partial
Roth IRA conversions each year.
Using the same example, Chet
could annually take $50,000 from
his $1,000,000 traditional IRA.
Assume he stays in the 22% tax
bracket and can pay the $11,000
tax from other funds, he can put all
$50,000 into a Roth IRA.

Assume he does so each year,
withdrawing just enough to stay in
a low tax bracket and putting the
after-tax cash flow into a carefully
selected permanent life insurance
policy.

Instead of buying cash value
life insurance, they can do
partial Roth IRA conversions
each year.

On the one hand, these “early
RMDs” will shrink his traditional
IRA. By the time Chet reaches age
70½, a smaller IRA will reduce
the amount of taxable RMDs and
lessen his exposure to rising tax
rates.

Chet has already reached age
59½, in this example. Thus, after
five years, all Roth IRA withdrawals
will be tax free. Chet’s Roth IRA
beneficiaries also will have the
opportunity for tax free Roth IRA
payouts, if they inherit the account
after his death.

On the other hand, all the
premiums paid in while Chet
was in the “sweet spot,” penalty
free, will have accumulated in
his insurance policy’s cash value,
without a tax on any investment
earnings. When he reaches age
70½, he can start taking tax-free
distributions from this policy, via
loans.
Meanwhile, his insurance policy
will remain in force, eventually
paying an income tax-free death

It’s true that a Roth IRA will not
provide an increased death benefit
or the lifetime care benefits
that may be available from life
insurance. Nevertheless, partial
Roth IRA conversions have ample
advantages.
As clients continue to build the
value of their Roth IRA each year
through partial conversions, they
will trim the future tax impact of
the RMDs from their traditional

IRA. Roth IRA owners do not
have to take RMDs from these
accounts, so more money can be
accumulated over the years.
Eventually, all distributions from
the Roth IRA can be tax free,
leaving Uncle Sam on the bench.
Clients will have to pay taxes on
a Roth IRA conversion upfront,
but advisors can help them tailor
partial conversions to stay within
some of the lowest tax rates in
history.
Tax savvy Roth IRA conversions
now will reduce the risk of waiting
and discovering that tax rates have
doubled a decade from now, when
clients are forced to take hefty
RMDs at age 70½.

For a Rewarding Retirement
As Ed Slott has said many times,
"The #1 thing that will separate you
from the retirement of your dreams
is taxes!" Ed also points out that
"Life insurance doesn't cost - it
pays!"
By using sweet spot IRA
distributions to fund life insurance
and Roth conversions, clients can
move money from tax deferred to
tax free territory. This is the way to
beat Uncle Sam at his own game.
That's why I personally own 10 life
insurance policies. I also own two
Roth IRAs. In fact, I converted a
large traditional IRA to a Roth IRA
in 2018, to take advantage of the
low tax rates in the TCJA. Tax-free
beats taxable every time! And I
believe in beating the IRS to the
punch. It's time to get rid of the tax
man now, not later. ◼

Clients will have to pay taxes
on a Roth IRA conversion
upfront, but advisors can
help them tailor partial
conversions to stay within
some of the lowest tax rates
in history.
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Ed Slott’s IRA Advisor newsletter is the
go-to “all things IRA” monthly
reference tool for professionals:

•
•
•
•
•

Expand your knowledge to help your
clients and increase earning capacity.
Stay current on the latest tax rulings and
need-to-know retirement information.
Take advantage of tips and techniques
from the industry’s top experts.
Utilize easy-to-follow outflow pieces to
generate inflow and stir up conversations.
Be the fiduciary that your clients deserve.
STAY EDUCATED.
You owe it to your clients and to your practice.
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