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Speaker, Audience

Speaker:
All right, guys. Let’s go ahead and start. We’ve got about an hour and a half of content tonight.  I want to set the stage a little bit of my background, how this course came to be. I’ll set expectations on what you’ll get tonight and what you won’t get, and then I’ll lay an outline for what we’re going to learn. Is that fair?

I do give a disclaimer right up front that I own a registered investment advisory firm in Utah. I’ve been an advisor for 16 years. I have an undergraduate degree in corporate finance, and my master’s degree is in financial planning.


We’re not here tonight representing my firm. I make that very clear up front. But my background and my experiences led me to conclude and to learn a couple things in our industry that I wanted to combat a little bit. And, I’m willing to bet as we go through this course talking about tax there’s going to be some things that have been presented and some things that maybe have been marketed to you, and you could have gone somewhere else tonight to learn the latest and greatest of finance, and probably got fed.


I’m not going to feed you. I’m going to give you some water and some snacks. So, I apologize. I am going to give you my 16 years of my experience. 


I’m going to give you what I think are some of the strongest and most important planning topics. And, at the end if you feel like you have more questions than answers, we’ll give you an hour of my team’s time if you so choose to take it.


Now, the things that I won’t do, I’m not going to sell you anything. It’s not the place. I’m not going to give you the latest and greatest investment that’s out there, ‘cause to be completely honest, they’re just isn’t one. There’s not a magic bullet. And I’m not going to make any recommendations based on unique situations. We’re in an open group. It’s just too hard to give you specific advice without knowing all the details.


But I do want this to be open. I do want this to be conversational, and I do want us to have a little bit of fun as we go through it. Taxes can potentially be one of the most boring topics when you just look at it on the surface. So, we can have a little bit of fun with it, but I do like to tailor this class to the groups.


Now, I’ve got a lot of stuff that I can go over that I think might be valuable, but if you don’t find value in it, it’s not going to be worth anything for you.


So, is there anything that you want me to make sure that I hit on? Anything at all that you say, “From a tax perspective, Is there anything you need to learn about in order for this to be successful.”

Audience:
How to minimize taxes.

Speaker:
So, how do we minimize taxes? Okay. ‘Cause that’s the idea. We have an obligation to legally pay the least amount as possible in taxes. Anything else, or does that sort of cover it?


All right. Now, Retirement Elevated as a course started about five years ago. I was having a conversation with my mom, who’s a teacher back on the East Coast. I grew up in Rock Springs, Wyoming, and when she went back east, she was starting to hit that age where she was starting to think more and more about retirement, and she said, “Sean, I can’t get clean, accurate, and unbiased information anywhere. I can go to the internet and I can Google something, and get a billion hits in a couple of seconds, or I can go to an event that’s either marketed to me on the radio, or I can take advice there, or I can just go to an event where I get fed. I really don’t feel like I can get clean and accurate information.”

So, I went on a journey and started to create a course called Retirement Elevated, which, in my mind, encompassed the five most important areas of planning to give a complete plan. And the first one is income planning, where you really figure out what is it going to take for me to retire, and how do I solve my math problem.


Second step of that is investment planning. Now what are all the tools, vehicles, and all that fun jazz stuff that’s really talked about? Well, every licensed professional in the country, that’s what they can do are investments. That’s just the reality of it. But, I think we’re missing the boat if you just focus on income and investments, ‘cause when we start to look at protection, there are three other areas that become vitally important when you look at your planning needs.

The first one is tax planning. And, tax planning originally was, okay, let’s look at the different taxations on how things are taxed, how your accounts are taxed. But now, tax planning, in my mind, has morphed into the most important topic of this whole complete picture. Your tax plan will make or break the success of your plan. 

Then we have healthcare and legacy and estate planning. Now, when we start to look at a complete plan, I didn’t have time in one or two nights to go through as deep as we wanted to when it came to a tax discussion, so we pulled out tax planning and just created its own course.


So, that’s what we’re going to go through tonight. And, when we start to talk about tax planning, I’m going to talk about how are different accounts tax, what should we look for, what are some of the ugly rules that come with it. I’m going to talk about how Social Security is taxed, ‘cause there is a lot of financial marketing we call it, or noise, around Social Security.


And if you make over $44,000.00, up to 85 percent of your Social Security is going to be taxed. It’s not the case. It’s a math problem, and it’s not as scary as that. 

And then we’ll also talk about how do we withdraw our funds, and does it really matter? See, there’s a conventional way of thinking of withdrawing your assets, and there’s the unconventional way. And, we’re going to talk about when you look at your withdrawals, how do you go through and determine what’s the right way for you to minimize taxes.


So, that’s what we’ll hit on tonight. Fair enough? Okay.


But, before we do that, let’s have some fun. Now, I promise there is a method to the madness on why I ask this, but what color is a stop sign?

Audience:
Red.

Speaker:
Red and white. Everybody knows that. If you’ve been driving for any period of time, we all know that a stop sign is red and white. But, what color is a yield sign?

Audience:
Yellow.

Speaker:
Yellow and black, right? A yield sign is yellow and black. The reality of it, a yield sign is red and white. The second that we’re asked that question though, immediately what do we go to? Yellow and black. We go to this. We go to this yield sign, which is imbedded in our minds that it’s still that way today.


If you got here on the freeway, you passed a red and white yield sign on the on ramp. Now, the crazy thing about this, the yield sign hasn’t been yellow and black since 1971.

Audience:
So, were old.

Speaker:
You are. No. Now, what’s crazy, so think about this, I was born in 1980, so I’m 37 years old. I was asked this question about eight years ago, and I immediately went to yellow and black. Well, I haven’t been alive since the yield sign was yellow and black, so why did I, as a 37-year-old individual, immediately go to yellow and black?


Well, I was trained at a young age. I was trained at a young age when I played with trains, and cars, and trucks. And, when you look at children’s toys today, the yield signs are still yellow and black. So, we’re pre-programmed to think that the yield sign is going to be yellow and black.


Now, the stop light has a little bit to do with that, ‘cause what is slow down? It’s yellow, right.  When we look at the yield sign historically, it hasn’t been yellow  since 1971. 
Now, how does this tie into your planning? Myths and misconceptions from that old world can potentially cause irreparable harm to you in this new world. See, the rules of engagement as you’re start to build wealth, and starting to grow wealth, and starting to save are dramatically different when you start to need your money.
The level of risk that you can take is different. Maybe some of the rules of thumb. The four percent withdrawal rule, and rule of 100, some of those things, those might not pertain. But additionally, think back to the ‘80s when 401(k)s and IRAs were first enacted there was this idea that said, guess what, get a tax break now, let your accounts defer out, and don’t worry, you’ll be in a lower tax bracket down the road.

That may or not be true, right. The one thing that I don’t have any control over is future changes to tax law. I have zero control over that individually, right. So, when we start to look at tax planning, let’s look at the things that we can control, and really, it’s how we plan, how we build our income plan to match up with our tax plan.

Brief history of taxes, and I just like to go through this. In 1913, the highest marginal tax rate was seven percent. I’ll take that. I made a $100,000.00. I paid $7,000.00 in taxes, and I walked away with $93,000.00. That’s a pretty good deal at that point in time.

However, 1944, our highest marginal rate was 94 percent. So, just keeping math simple, made $100,000.00, paid $94,000.00 in taxes, I got to keep six. Now, it’s a little bit more convoluted than that, but for simplicity purposes, I don’t like that. I don’t like the idea that I had to give up 94 percent of my income for taxes.

But what was going on in 1944? 
Audience:
World War II.

Speaker:
We had a war. We were a country that had to pay for a war. Now, as the war ended, we became more of an industrialized country, tax rates went down. 2017, tax rates were 39.6; 2018, the highest marginal rate is 37. We can handle that right now. And it will retroactively go back in 2025 to the 2017 numbers.


Is it fair to say for our discussion tonight that everybody in this room is either a single tax filer or married filing jointly? Do I have to go through the head of household and married filing separately, and all that jazz? Okay.


So, here are the federal tax tables. Now, these are in your book, so I’m not going to spend any time on them. In your books you’ve got the single tax filer status, and then you’ve got married filing jointly. Now, when we look at this, what’s important to remember when it comes to taxation, that we have a graded tax system. We start at ten, 12, 22, 24, 32, 35, and 37 based on 2018.

So, in a lot of cases, people will come to me and they’ll say, “Sean, I made $150,000.00. I pay 25 percent in taxes. I’m in the 25 percent tax bracket.” They’re 22 this year, 25 last year. I’ll say, “That’s true for a portion of your income.”


See, the way that our tax rates work is that they’re considered marginal. And so, to give you an idea, I just took a real simple example. I used a married couple filing jointly, made $120,000.00. I didn’t add in standard deductions and anything like that. I just kept it at $120,000.00. Now, what we see is the first $19,000.00 that we make is taxed at that first tier, ten percent.


From $19,051.00 to $77,400.00 we’re taxed at 12 percent. From $77,401.00, we are taxed at 22 percent. We have a portion of our income in that 22 percent bracket, but it’s not all of it. So, what we get from that is we add these three together, and we pay $18,279.00 in taxes, or a net tax rate of 15.2 percent.


So, remember the idea behind tax planning is keeping our marginal income as low as possible, and then focusing on our net tax rate. I’m happy, from a planning perspective, if I can build a plan that runs between ten and 15 percent net federal tax rate. I’m pretty happy with that structure.


Does that make sense? Okay, cool.


All right, so let’s talk about how your stuff can be taxed. ‘Cause we all have accounts, we all have different accounts, we’ve all got money in different places. Let’s really talk about how those accounts are taxed, the good, the bad, the ugly around it. So, when we look at this, we’ve got really four main buckets when it comes to taxation. We’ve got a taxable bucket. We’ve got a tax deferred, tax free, and income and estate tax free. 

Now, the more our assets grow, the higher our wealth becomes, the more we want to move our assets to the right. So, if we look at this kind of holistically from a planning perspective, we’ve got some things that we need to take care of. 

I put the three main buckets on here, and these three main buckets are where we see wealth in America. When we start to look at income planning, it’s a simple math problem. It’s what are our expenses, what are our dependable income sources, and then ultimately, what’s the gap.


How do we need to solve that income gap, and how much do we need to withdraw from here, in what order, and from where? Right? So, the first bucket is our taxable bucket. Now, I told you I grew up in Rock Springs, Wyoming. When I was 16, I got my first job. All right. If you’ve been to Rock Springs, you know what I’m talking about.
Speaker:
I worked at the Holiday Inn. That was my first job. In Rock Springs, that was the place to be on Christmas. That’s where everybody threw their Christmas parties. So, I washed dishes, and I bussed tables, and I did all that fun stuff. But when I got my first paycheck, my mom took me down to the credit union, the local teachers’ credit union in Rock Springs. And, at the time, you could earn interest on your bank account.


It’s not the case anymore, but I got a 1099 on the interest that I earned. So, there’s ordinary income and ordinary interest that comes in through the taxable bucket, and that’s interest that is paid in the year that you earn it.


So, after tax, brokerage accounts, 1099s from your credit union or bank, and that money, that ordinary interest or ordinary income starts to fill this side up. So, your ordinary interest has a direct effect on your marginal income.


So, if I have mutual funds that are considered after tax, those mutual funds, if they have earnings that year, I pay taxes on the gains that those funds earned.


Next are capital gains. So, we’ve got capital gains, and they come in one of two forms. They come in long-term capital gains, or they come in short-term capital gains. And, a capital gain is just when you pay taxes from the sale of a noninventory asset. So, if I own a piece of property, rental property or whatever it may be, I don’t pay taxes on the growth of the value of that property until I sell it.


If I own stock in Apple, I don’t pay taxes on the growth of Apple until I sell that stock. And then at that point, I pay capital gains rates. Now, capital gains rates come in the form of one of two types – long term, which is a year or greater that you’ve held the asset, and short term, which is a year or less. Short‑term capital gains run on a scale much like this. Long-term capital gains don’t affect your ordinary income, and they run at these rates, 0, 15, or 20.

Now, real simply from an investment standpoint, remember how I used an after-tax mutual fund here, and you pay taxes on that? Well, in the investment world – are we familiar with exchange traded funds, ETFs, as well? Well, an ETF trades like a stock, but it has the diversification of a mutual fund. 

So, it’s like an individual stock and a mutual fund got together, they had a baby, and they gave you an ETF. Well, looking at that from a tax perspective, if I have after tax money, I can buy Vanguard S&P 500 mutual fund, which affects my ordinary income, or I can buy Vanguard S&P 500 exchange traded fund, which is the same thing, and now I’m taxed from a capital gains perspective and not an ordinary interest perspective.

Audience:
You said capital gains are taxed on the right side.

Speaker:
Zero, 15, and 20, yep.

Audience:
Is that segmented, 0, 15, or 20, or flat?

Speaker:
It’s segmented as you sell assets. And then we have dividends. Dividends – I’ll let my true colors show. I’m a dividend guy. I like companies that just pay cash. I just, I like that. I like the fact that Apple, or AT&T, they’re still continuing to grow, but they pay their shareholders a dividend out from their profitability; it provides defense.


But, when we look at dividends, dividends come in the form of two different types; there’s ordinary, and there’s what’s called qualified. Now, ordinary dividends start to ratchet up your ordinary income. Qualified dividends are taxed at the same rate as capital gains. 
So, how do we get a dividend to be qualified? Well, you have to own it for 60 days – so, I have to own AT&T for at least 60 days – and it has to have its domestic place of business in the United States. So, it’s like its headquarters.

And then you get a qualified dividend, and that changes the tax structure in your plan. Does that make sense, kind of, how the taxable bucket works? Just minor tweaks and adjustments can have an affect on your ordinary income. 
Then, I graduated college. I got my first job. I ran a financial services division for a credit union that’s since been gobbled up. And they said, “Sean, you have access to a 401(k) now. You have a retirement account; a tax deferred account.” And the idea behind a tax deferred account is that you don’t pay any taxes going in. You actually get a tax deduction on your money going in, and it lowers your income, and then it grows tax deferred. So, I don’t have to pay any taxes on that money.

But when the money comes out, it’s taxable to me at ordinary income rates. And, as things changed in the ‘80s and pensions went away, companies didn’t want the responsibility to be reliant on creating income, life expectancy got much longer, and so on, the government started to create these tax deferred accounts – IRAs, 401(k)s, 403(b)s. And all that these numbers are, they’re just different publications in the IRS tax code.

Now, they said, “We’re going to allow you to get a tax deduction, and we’re going to let you grow the money tax deferred, but we’re not going to just let you do whatever you want. We want to set some rules. We want to set some parameters.” So, the parameters were based on age. 
In the first parameter they said, “Certain things cannot happen until 59½. So, what is that magical age of 59½ mean for us? 
Audience:
No penalty withdraw.

Speaker:
No penalty withdraw. But if I’m 37 and I take assets out, money out before I’m 59½, what’s my penalty? 
Audience:
Ten percent.

Speaker:
Ten percent. There’s certain reasons why you can pull the money out early without penalty. And then the government says, “Okay, we want you at some point to have to pull your money out,” and that’s 70½. So, at some point down the road, the government’s going to say, “We’ve let it defer long enough, now you have to pull some money out.” And if you don’t do that, what’s the penalty there? Does anybody know?
Audience:
Fifty percent.

Speaker:
Fifty percent. So, they say, “Listen, you have to pull out a certain amount at 70½,” we’ll call it $20,000.00. Then you say, “No. I don’t want to do that.” Certain things happen to you. First thing is, I had to pull this $20,000.00 out. I’m supposed to pay ordinary income on that money. I’m going to be required to pay ordinary income on that.


And let’s say that my net tax rate after state tax and everything is 25 percent, just so my math’s easy. I pay $5,000.00 in taxes. But, I’ve got a 50 percent penalty, so I get to keep $5,000.00. If we have to pull the money out, pull it out.


Now, but this creates some really neat opportunity. See, we’ve got this 59½ to 70½ period of time. And this is the only period in our lives where we have complete control over the withdrawals of our assets. See, at 59½, I can’t get to it. At 70½, I have to get to it, and I’ll walk you through those calculations.


But 59½ to 70½ for us, let’s call that the Golden Decade. That’s the period where I can start to make some choices. That’s the period where I can completely control my income and how I withdraw from these accounts. But not only that, I can also control when I take Social Security. If I want to choose to move money from here to here, I have the freedom to build my plan the best way possible for me.

Now, 59½ to 70½ doesn’t have to be exactly set in stone. We’ll call it, when are you going to retire? So, your golden decade could be at 62 when you retire; it could be at 60; it could be at 67. But it’s just a little bit shorter period of time. But, this is the period of time where now we can start to coordinate our withdrawals and strategize when it comes to Social Security.


Has anybody ever heard, you need to maximize Social Security. Maximize your Social Security. It’s on the radio. It’s on all sorts of things. Well, that’s financial marketing when we really look at it. If we look at how to maximize Social Security, what’s the one true way to maximize Social Security?

Audience:
Wait to take it.

Speaker:
Wait ‘til you take it. Work ‘til your 70, and you never –

Audience:
And hope you don’t die early.

Speaker:
And hope you don’t die. You’ve just maximized Social Security from a dollar’s perspective. But what you haven’t done, you haven’t optimized your Social Security. And when we look at Social Security, it’s how do we optimize Social Security to leverage it, to make our plan more tax efficient, but to keep more of our hard-earned assets in our pocket.


‘Cause at the end of the day, would you rather have control of your money, or would you rather have the government?  We want to maintain control of the assets that we’ve worked hard for. So, Social Security should really be about optimization and not maximization, and controlling your asset pool.


Once we get past that golden decade, our required minimum distribution hits us, and it’s – I don’t know why it’s 70½. Why couldn’t they just say 70. From simplistic purposes, the year that you turn 70, just take your distribution.


You have the ability to wait until your 70½, and if that rolls into the next year, you’ve got to take two distributions in that year. It’s just not worth it from a planning perspective. Just take it when you’re 70. It makes life much, much easier.


But, when we start to look at the required minimum distribution calculation, there are certain things that go on there. The first one is that December 31st becomes a really important number for you. So, the way that the government works and how they calculate your required minimum distribution, is they take your account balance December 31st of the previous year.


So, from a mathematical standpoint, I’ll just say, “Hey, I’ve got a million-dollar portfolio that’s sitting in this bucket on December 31st of the previous year.” That’s going to be the number that the government uses to calculate that. 

Then, they’re going to use a divisor table. And on your sheets, on the back of your sheet you’ve got your divisor table. Your divisor table is also in your book for you. Now, the first year is 27.4; that’s the divisor. I don’t know why they didn’t just use 3.65 percent, because that’s, in essence, what it is.

So, you take this December 31st balance, divide it by 27.4, and you get $36,496.00. That’s the amount that the government’s going to require you to take out from this bucket. When you take that money out, it becomes taxed as ordinary income; raises your marginal rate.


Now, remember when I was talking about that gap of income in retirement? Let’s say, you know what, I need $60,000.00 a year, and my income sources are $42,000.00, and so I have an income gap of $18,000.00, we have a problem now. Maybe, maybe not.  I need $18,000.00 from my investments, but I’m forced to pull out $36,000.00.


So, what’s happening there is we’re being forced unnecessarily to pull out income from a spot that we just don’t necessarily need it. In turn, that could potentially have an effect, not only on us from a tax perspective, but how much our Social Security is taxed, and potentially how much we pay in Medicare premiums in retirement as well. It all filters back to our tax return. 


Now, let’s say that I’m 71 instead of 70. I’m a year older. I still have a million dollars in my IRA, 401(k), whatever it may be. Now the divisor is 26.5. It’s all based on your life expectancy. So, I take a million, divide by 26.5, and it’s $37,000.00 and change. So, as I get older, the amount that I have to withdraw from my account continues to go up each and every year.


Now, the reason why I say this period of time is so important is because if we know that the required minimum distribution is more than you’re comfortable with, or more than you need, or puts you into a higher tax bracket, this is the period of time where you can start to make some adjustments on that. 

You can then make decisions on well, do I want to withdraw from this and not take Social Security? Do I want to convert from tax deferred to tax free? How do I want to structure my plan? 

Now this is great. It’s taxing the harvest of your money. Put the seed in, it grows; we just have to tax the harvest. 

The next bucket is taxing the seed, and that’s the tax-free bucket. And the tax-free bucket, I pay tax. I pay taxes before I put the money in, and that could be a Roth IRA. It could be Roth 401(k). It could be municipal bonds, properly structured cash value life insurance. It goes in. It grows tax deferred for me. But when I pull money out of that, it comes out tax free.


It doesn’t have an affect on my ordinary income. My beneficiaries are not taxed when they receive this money. What happens to your beneficiaries when they receive this money, if it’s somebody other than a spouse?

Audience:
Ordinary income.

Speaker:
Ordinary income. And, in most cases they do it either over a one or five‑year period where they withdraw those assets. Now, they can stretch it out and do an inherited IRA, and these same rules apply, just at different calculations.


But, this is tax to the beneficiary. This is tax free to the beneficiary. The problem is, so much of America’s wealth is tied up right there. That’s just the reality of it. Our companies provide 401(k)s, 403(b)s, 457s, and they tell us, “Take the tax deduction. Take the tax deduction.” We’ve shuffled trillions and trillions of dollars into it. How do we get it out?


Now, in this golden decade, we can also then start to look at, what happens if we take money from here and put it here? Yeah?

Audience:
Because there ____ many married filing jointly, just to re-emphasize what you’re saying, an inherited IRA to your spouse does double the damage. You both have independent IRAs.

Speaker:
Right. Think about – ‘cause this is just based on one – the IRA rules are just based on one person, so the RMD. So, if I’ve got a retirement account, and my wife has one, we both have to take out minimum distributions once we’re both 70½. So, now it starts to really stack up, and we’ve got to get in front of this if it’s going to become a problem.

I’m not going to tell you that it’s a problem for everybody, or it’s not going to be a problem, but there are certain steps that we should take to make sure that this isn’t a problem.


So, you remember when I talked about myths and misconceptions from the old world, it could cause irreparable harm to us. When would we want to know if we’ve got a required minimum distribution problem? When we’re 60 and we have time to make some adjustments and control our plan, or the month before we turn 70?  Probably when we’re a little bit younger.


Now, one idea to get money from here to here is just to do a Roth conversion. And all a Roth conversion is, is basically saying, I’m going to take money from my IRA, and I’m going to convert it to Roth.

And, before I go into that, does anybody have any questions for me on this stuff? 
Audience:
It will all come together in the end, and then we’ll have questions.

Speaker:
Okay. Perfect. Well, stop me if you do.  So, basically the difference, we’ve got Roth money, which is post tax, tax deferred comes out tax free. IRA money, 401(k) money, pretax, tax deferred comes out taxable. 

There’s a lot of questions around, “Well Sean, should I convert my money from a tax deferred account to a tax-free account?” It sounds really good. I want the tax-free income. Maybe you should, and maybe you shouldn’t.


When we look at that, and if we really want to get down to the brass tax of should I convert, we’re just going to look at three questions, and it’s three really simple questions. The first one is that my tax rate will not decline when I retire. So, one of three things are going to happen in retirement. My tax rate’s going to go down, it’s going to stay the same, or it’s going to go up. That’s it.


If my tax rate’s going to stay the same, I answer yes to that question. If my tax rate is going to go down in retirement, do I really need to do a conversion? Probably not. My tax rate’s already going to be low enough, so we answer no to that, and we say, conversion isn’t necessary inside of the plan.


But, if I answer yes to that, and I say, “I won’t need to withdraw the money for at least five years, and I’ll be over 59½ when I start to use the money. If I can’t answer yes to that, I need to pause for a second. So, the way that the conversion rules work, I can convert from traditional to Roth any amount of money at any period of time. I just have to be willing to pay taxes on that money. It’s seen as ordinary income.

But, if I do, I have to – say that I do that March of 2018, I can’t touch whatever amount that I convert until five years later in order to get all of the tax deferred, tax free growth on that asset. If I’m not 59½ when I start to touch this money, I have early withdrawal penalties. So, if I haven’t waited the five years and I start to pull money out, and I’m too young, I could potentially have a ten percent penalty on that asset pool.

So, if I say, you know what, I’m going to need this money. It’s just not a conversion option. If you say, you know what, I can wait the five years. I’m going to be over 59½ when I do need it, I answer yes to that, and I move down to the third question. And for me, the third question is by far the most important question. 

Third question is, I can pay taxes due on the conversion without dipping into my IRA. So, if I say, from a tax planning perspective, I’m going to convert over $25,000.00 this year; I have $5,000.00 in taxes that I have to pay, I want that money to come from another account; not from the IRA account. And the reason that I want that to happen is one, if you’re 59½, say that I do a conversion and I pull money out of the IRA to pay the taxes, I just got a ten percent early withdrawal penalty on that amount. And two, I lose all that tax deferred growth of that $5,000.00.


So, if we can’t answer yes to all three of these questions, a Roth conversion just may not be in the cards. 

Now, every rule has an exception, right. There’s always an exception to the rule. My exception to the rule is if the required minimum distribution is just flat out too much. And that could mean lots of different things. It could mean, we tried to figure out everything we could to create a withdraw strategy and lower down that required minimum distribution, and it was $36,000.00; I needed $18,000.00. It would just bump me into a higher bracket. I just wasn’t comfortable with it.


“Sean, my required minimum distribution’s $100,000.00 plus a year, and I just don’t need that much money, that’s a problem for me.”
Audience:
Medicare taxes.

Speaker:
Medicare’s taxed. Social Security’s taxed. It just mashes you up into a bracket that you’re probably not comfortable with.


So, when we start to look at this, and we come back to man, what’s my withdrawal strategy need to look like, how do I coordinate all of this together? How do we make it all work? 
So, when I say Roth conversion, I don’t mean that needs to be in everybody’s plan, but it should be potentially be an option when you think about it. Just like creating a withdrawal strategy should be an option. How you choose Social Security should be on the table. It should all tie together based on what this guy looks like. What’s your math problem?
Does that make sense? Have I bored you guys to tears yet?

Audience:
No.

Speaker:
Okay. 
Audience:
I have one question.

Speaker:
You bet.

Audience:
You said you could convert to a Roth over time. Can you convert to a Roth if you are already retired?

Speaker:
Yes. You just have to be willing to pay the taxes. So, with the Roth conversions, there is no limit on how much you convert, and there’s no income earnings rules. So, when you contribute to an IRA, 401(k), or a Roth, you have to have earned income, like wage income. Those rules don’t apply for a conversion. You just have to be willing to pay the taxes.


Yeah?
Audience:
If I’ve got a, let’s say, an old 401(k) or an old IRA that I want to convert to a Roth, do I have to use an all or nothing affair, or can I do $20,000.00 as the conversion?

Speaker:
You can do whatever amount whenever you want. So, let’s say that you’ve got $100,000.00 in an old 401(k) and you say, you know what, I want to eventually get this to Roth. Well, it’s a year-by-year basis. So, hey, this year my income’s a little bit lower. I want to convert $25,000.00 this year. And then next year, I control my income. It’s a little bit higher next year, well I want to convert $17,000.00.


So, there’s no rules or requirements on how much or how little you convert. You just have to wait the five-year period for each subsequent conversion.


So, if I do a conversion next year, it’s its own five-year period.

Audience:
For that chunk of money?
Speaker:
For that chunk of money. Yep.

Audience:
So, you’ve talked about converting from a traditional to a Roth and your 401(k) in that tax-free bucket. You also have a cash value life insurance and the municipal bonds. Would you ever take out from that golden decade, ____ from your traditional 401(k) _____ cash value?
Speaker:
Like life insurance?

Audience:
Life insurance or a municipal bond, because either way you’re going to pay tax on _______. Is there an advantage to either of those over a Roth 401?

Speaker:
Sure. I mean the cash value life insurance, there’s a cost structure, because there’s death benefit attached to it. So, I’m not opposed to that, but it’s got to be a strategy that is really focused on the cash growth component of the life insurance, not a death benefit. ‘Cause far too often what I’ll see happen is that those will eventually implode on themselves if you don’t reduce the death benefit down as low as legally possible.


And then, municipal bonds are great. I mean, they’re not always completely tax free, but they’re a great option as well. But I like all three of them.

Speaker:
So, you’ve got choices now, right. Any other questions on the Roth stuff? Makes perfect sense, right. It’s easy.

All right. So, let’s talk Social Security. Now, this is another area of topic from a tax perspective that is really marketed frequently. Maximize – if you make too much money, your income is going to be taxed. Yes, and no. 

Social Security, the way Social Security runs, how they determine how your Social Security is taxed is all based on your provisional income. Now, provision income is just what I said it is. It’s the income that the IRS uses to determine how much of your Social Security is taxed.

And, when they start to look at that, there are what are called provisional income thresholds, and this is what’s really marketed quite a bit. Well, if I’m single, and I make above $34,000.00, I’m going to pay up to 85 percent of my Social Security is going to be seen as taxable income.


So, if I made $35,000.00 and $2,000.00 a month of that is Social Security, well, $1,700.00 of it’s going to be seen as taxable income. That’s not the case. It’s a graded-up calculation. Married filing jointly above 44, up to 85 percent.


So, let’s first start with what is provisional income? What counts as provisional income? Well, everything, except the tax-free bucket. Earned income, W-2 wage income, distributions from the tax deferred bucket, pensions, rental income, 1099s from our taxable bucket, our required minimum distributions. In the tax-free bucket, if I earn interest from municipal bonds, that counts towards it. And then one-half of our Social Security.


So, what you don’t see up here, Roth 401(k), Roth IRA, cash value life insurance. That is not here. You don’t see that on the provision income side. 

Now, how do they count how much your Social Security’s going to be taxed? Well, I just created a sample here for you, so you can see it. First step is that they add up all of this stuff, and that’s your gross income. So, I just created a sample, $32,184.00 came from gross income. That’s pensions, IRA distributions, everything. 

And then, Social Security income was $40,596.00. So, the cool part, this family made almost $73,000.00 of total cash in their house. So, you add the gross income, plus Social Security. 
Now, the way that we calculate provision, you take your gross income, which came from all those outside sources, 50 percent of your Social Security, and you add those two together, and that’s how you get your provisional income. So, that’s the amount the government uses to determine how much of your Social Security is taxed.

So, then it’s graded up again. So, of this provisional income, the first $32,000.00, zero. It’s not taxed. None of that Social Security is seen as taxable income.

From $32,000.00 to $44,000.00, ‘cause we have some income that falls in that bucket is $12,000.00, right. So, I take 50 percent of that number.  So, if I got 50 percent of the $12,000.00, that’s $6,000.00, right. So, then I take $52,482.00 minus $44,000.00 gives me $8,482.00. So, that’s the amount that we multiply by .85 percent, and that amount is $7,210.00.

So, my total taxable Social Security of the $40,000.00 that I took, only $13,210.00 of my Social Security was seen as taxable income. It’s not as scary as it can be made out to be.

So, let’s take this a step further. I had gross income, right, of $32,184.00. That was all my sources. I had taxable Social Security income of $13,210.00, which is $45,000.00. If I’m a retiree and were married, and were over 65, we get a $1,300.00 exemption. So, I’ve got a $24,000.00 standard deduction, and then $2,600.00 of standard exemption.

So, I minus that $45,000.00 from $26,600.00, and I’m at $18,400.00. That’s my taxable income. So, if we remember, based on the marginal rates, anything under $19,000.00 is taxed at ten percent.

So, my net tax rate, I paid $1,840.00 in fed taxes. Does anybody have a calculator?

Audience:
Of course.

Speaker:
What’s $1,840.00 divided by $72,600.00

Audience:
726 or?

Speaker:
$72,600.00. So, $1,840.00 divided by $72,600.00.

Speaker:
So, we took this number, plus that number, ‘cause that’s the number that you got in pocket, right. And then we grade that down. I paid $1,840.00 in state taxes. So, my net tax rate was 2.5 percent.


I’m pretty happy with that net tax rate. That’s a pretty good net tax – I’m paying more in state taxes in fed at that point.


So, when we look at Social Security, it’s not as scary from a taxation standpoint unless you allow it to be. Now, what could change this? What could cause you to have the max taxable Social Security, which is $34,000.00? Your gross income from all of these sources is ratcheted up. We don’t have any other sources of income.


Capital gains and qualified dividends aren’t in here either. Capital gains, qualified dividends, Roth IRA, Roth 401(k), cash value life insurance does not count as provisional income here.


So, it’s all in how we’re taxed and how we structure, at the end of the day, our plan.


Any questions on the Social Security side?

Speaker:
Basically, the $34,500.00 is this num – well, this number is 85 percent of that number. So, you have to have a little bit higher income and have more of your income fall in right here.

Audience:
Okay.

Speaker:
And it all comes back to planning. We good there on Social Security? Any questions on the Social Security side and how that’s taxed, or any questions on Social Security in general?
Audience:
So, that example is not in the book then?

Speaker:
No. But what I can do for you guys, ‘cause I’m going to have you guys give me some feedback at the end. If you just tell me, “Hey, Sean, I want the slide deck,” I’ll send you this whole slide deck tomorrow, or somebody from our office will. 

Audience:
Quick question.

Speaker:
Yeah, you bet.

Audience:
So, you just have Social Security _____, is that taxed?

Speaker:
No. There will be no taxable in – ‘cause you’ll have zero gross income. You’ll have zero – I mean you’ll have 50 percent of the Social Security will count. And if 50 percent of your Social Security is greater than the $32,000.00 and you have some of your money come into here, some of it will be taxed a little bit. But, I don’t know anybody who’s getting $64,000.00 combined of Social Security benefits.


So, as long as it’s under total family $64,000.00, your Social Security is not going to be taxed.

Audience:
So, I turn 66 this year, but I am going to still work, how is that going to affect –

Speaker:
Are you going to take Social Security?

Audience:
Well, I’m thinking about it.

Speaker:
So, if you take Social Security, then it will run under this, ‘cause your earned income will count.

Audience:
Because that will go into the gross income?

Speaker:
It will go into the gross income.

Audience:
So then, the portion that I do take on Social Security will be taxed?

Speaker:
Yeah, based on this calculation. But, looking at taking Social Security at 66 versus 70, there’s longevity discussion and breakpoints. I don’t mind taking at full retirement age, which is 66 to 67, and then just pocketing that money, depending on the income need, sources, and all that stuff.


It’s just all in how you kind of coordinate it together.

I’ll give you one example, one disadvantage to tax planning that is uncontrollable, and then we’ll talk about withdrawal strategies. 

Now, if we’re married, unfortunately, we all die. That’s just – I can promise in this room we’re all going to pass away. When we start to look at the repercussions of losing a spouse, there’s a tax repercussion that comes into effect as well.


So, basically what I did is I said, let’s just give a tax sample. Now, I said, we’ve got a couple that’s married filing jointly. They’re pulling $30,000.00 a year from IRAs; they’re pulling $20,000.00 for his Social Security, and $10,000.00 for hers, which gives them a total income of $60,000.00. Now, based on new laws, new rules, I’ve got a standard deduction, and I’ve got a personal exemption for being over 65.


Which, all those put together, based on provisional income, taxable income’s $10,250.00, they pay $1,000.00 a year in taxes. Cool, I can take that. 

Now, certain things happen when we lose a spouse. The first one is we lose the lesser of the two Social Securities. The second one, the following year we’re taxed as a single tax filer, which the rules are much different. The third thing is, and I’ve done this long enough to know that we don’t need less income if we lose a spouse. Just the reality of it. Income needs stay the same. The money just goes to different places. It either goes to taxes if there’s not a good tax plan, or it goes to other family expenses; taking kids and grandkids on trips, and going out to eat more often, and things like that.


But, let’s say that we need a total income of $60,000.00, standard deductions and exemptions are less. Now the total taxable income is $45,500.00. ‘Cause remember when we talked about provisional income for a single tax filer, the limits were lower.

So, now more of this Social Security is seen as taxable income. And the surviving spouse now goes from $1,000.00 a year in federal taxes to $5,400.00/$5,500.00 a year.
Audience:
So, Social Security – so, husband and wife have both gotten Social Security, and my Social Security benefit, ‘cause I waited until I was 70 to draw it, is higher than my husband’s. If I die first, does he get my Social Security?

Speaker:
He gets the greater of the two. So, whoever outlives the other one, gets the larger Social Security. So, if you predecease him, he gets yours. If his was greater, and he passes away first, you get his. So, you get to keep the greater of the two.


So, when we start to coordinate, kind of, incomes and starting to plan that foundational piece, we’ve got to take that into account. Yeah?

Speaker:
On the larger amount. Yeah, so, let’s say that – ‘cause a lot of cases we see spouses that are different ages and so on, so we’ve got, well hey, maybe one’s 71, one’s 68, or whatever it may be. The calculations are going to run individually.


So, if I’m 71 and my spouse is 74, they have their own distribution table; I have mine. That money rolls over to me, for example. All of it as a spousal IRA rollover runs under my distribution table at that point. But it doubles. Like, it’s not just two distribution tables. It’s one now. Like a bomb went off in there.

Audience:
No kidding.

Speaker:
Has this been worthwhile so far?

Audience:
Yes.

Speaker:
Okay, cool. All righty. So, let’s end with a withdrawal strategy, ‘cause I can talk –

Speaker:
All right, so what if there was a way that we could turn all of this income tax free? There is a way to do it. We just have to plan in the future.


So, if we look at this, and we say, you know what, I don’t want to pull that $40,000.00 out taxable. I want to pull it out tax free. How do we get there?  I’m going to go back to that million-dollar example, ‘cause that math sort of works with $40,000.00 a year withdrawals.


So, let’s say that I had a million-dollar IRA, passed away, my spouse inherited it. But, because I planned in advance, I had a life insurance policy that had a death benefit of $400,000.00. Is anybody going to carry life insurance into retirement? Some of us are, right?


So, when we look at life insurance, some of us are, and that’s okay. But, when we look at life insurance, if I maintain my life insurance into retirement and my spouse passes away, I have some choices, right. I can go ahead, and I can say, I’m going to take that whole $400,000.00, send it to the IRS in the form of a tax payment, and convert that entire million.

And I can pull out the amount that I converted. I just can’t pull out any of the interest. And I create that tax-free income – I’m a realist. I get the argument. “Sean, why would I send $400,000.00 to the government?” Well don’t. You don’t have to.


But what you’ve now in essence done is you’ve created two pots of money where you have control. So, you could say, you know what, I’m not going to send the government $400,000.00. I’m going to send them $100,000.00, and I’m still going to convert over a chunk of this, or I’m going to send them $200,000.00, or whatever that amount may be, or I’m not going to send them anything and I’m going to pull out $20,000.00 from here, or $25,000.00, and $20,000.00 from there. The taxation is now different.

So, when we start to look at adding in, and layering, and protecting, life insurance isn’t always used to replace debt, or whatever it may be. It’s a tax efficient tool to structure income down the road. And it’s an efficient way to pass assets to the next generation.

Audience:
Can you do a conversion even if you’re over 70?

Speaker:
A Roth conversion? Yes. However, it doesn’t count towards your required minimum distribution.


So, if I’ve got a minimum distribution of $30,000.00, and I do a conversion of $30,000.00, it’s a $60,000.00 now that I had to withdraw. You can do it, but once you hit 70, we probably don’t want to. It just causes too big of a tax burden on you.


Okay? Any other questions on the Roth stuff or Social Security and how that’s taxed, and repercussions of losing a spouse, or any of that?

All right, so let’s go through withdrawal strategy and does it matter? I would argue that when we start to look at the conventional wisdom and, in all fairness, I’m not going to beat up on the wire houses and things like that, except for a little bit.


Conventional wisdom tells you this, sequentially pull money out of your accounts. And, conventional wisdom will tell you, pull money out of your taxable account first, your tax deferred account second, and your tax-free account third. Every brokerage firm in the United States teaches their advisors to do it that way.


And, the classic approach is, just let that money grow tax deferred for as long as possible and don’t worry about it. We’ll worry about the taxes down the road.


Well, when we start to look at that from an income perspective and just letting that IRA compound, that could potentially cause some problems for you when it comes to your withdrawal strategy. 

Now, I wanted to prove it, so I put it to task. And so, I just built in a case study, and I said, we’ve got Jim and Joan, they’ve saved half a million in a 401(k), $125,000.00 in after tax money, and then $54,000.00 in Roth. So, they’ve got all three buckets, but the majority of their wealth is in the 401(k). That’s common.


You need the other pieces that I put in here, the assumptions that I made. They need $30,000.00 a year net after tax from these investments to live, after their Social Securities and things like that.


I gave them a three percent inflation rate, and a six percent rate of return. So, I didn’t light the world on fire return wise. I said, let’s give them six percent rate of return, three percent inflation. They need a net amount of $30,000.00 per year. So, that’s what I used outside of this.


And I said, let’s follow the classic approach, the conventional wisdom that says, let’s pull out of the taxable bucket first, the tax deferred second, and the Roth third, and they were able to pull out $1.1 million, but they couldn’t live past age 88 and 87. At that point in time they just had to die.


So, you can see, okay, there’s the taxable bucket, it starts to reduce down, and once it hits here in 2022, something happens. Well, remember how they needed $30,000.00 a year net in pocket? In order to get that, if the only place that they could pull out of was their IRA, they had to pull out $37,000.00 to $39,000.00; pay taxes, got their $30,000.00, called it good.


So, what that did is that started to stress out their portfolio as time went on, and they could make it to 2038. I said, there’s got to be a better way. So, I said, let’s look at some unconventional wisdom, and let’s just put things in reverse. So, let’s not pull out of the taxable bucket first; let’s pull out of the tax‑free bucket. 


That’s not a good planning idea, but let’s pull out of that bucket first, tax deferred second, taxable third. And what that did is that changed it a little bit. See, we pulled out of the Roth money. It was gone after a year; two years. And then they got into the tax deferred money, but they let their taxable accounts continue to grow. And then down the road, they had a very low tax rate, and they were able to pull out $1.6 million, and live to 94 and 93. 

It’s better. I like that. They at least passed life expectancy at this point. But then I say, well, let’s look at some real holistic planning, and let’s look at it from a simultaneous standpoint. Let’s just not pull money sequentially and follow the rules of thumb. Let’s put some planning into it, and simultaneously pull from all three accounts.


By simultaneously pulling from all three accounts, we’re able to reduce the annual taxation on the individual’s tax return. Their IRAs, their 401(k) wasn’t taxed near as hard, because they weren’t pulling as much out, and they put less stress on that portfolio, and they were able to make it to age 100.


Now, there wasn’t any magic behind this. I used all the same assumptions – six percent rate of return, 30 percent withdrawal, three percent inflation. But now, we started to pull from all three accounts. We pulled from the tax deferred account. We pulled from the taxable, and we pulled from the Roth. And by doing so, there wasn’t really ever a point in time that the portfolios were stressed out.


And, so, to give you an idea what I did. As this grew, once we hit age 70, I just pulled the required minimum distribution out, ‘cause at that point in time it was about $18,000.00. The rest of it came from Roth and taxable.

Audience:
Which software package is your firm using?
Speaker:
We use two different softwares. From a planning perspective, we use a software called eMoney, which is really holistic, and that’s what we build plans in and give the families we represent access to so they can kind of play in it.


And then we use a software called Retirement Analyzer. And then, we’ve got a bunch of analytical softwares on the backend, but those are our financial planning tools.


But, for me, it was pretty eye opening, because just putting in some planning, and just looking at it from a perspective a little bit differently and, I could add almost a million dollars of income of withdrawals over the course of a 12-year period.


We back this out to 2040, there’s about $750,000.00 of inheritance that could go. 2040, we’ve got about $250,000 here. Well, and zero there. So, from an inheritance perspective, just by putting in some planning and deciding how we’re going to make the distributions, now we’ve got an inheritance situation where we can pass assets onto the next generation.
Audience:
[Inaudible]
Speaker:
On this strategy? The majority of this is Roth. So, the light blue version part is Roth, and there’s not a ton of income coming out of the Roth, but you could very easily tweak that side a little bit. These are interchangeable. So, let’s say that you’re pulling out $300.00 from the Roth a month, and you reduce that down and add to the taxable, you would see this number go down a little bit sooner, but your Roth would replace that so that the difference wouldn’t be massive there.


The key to this is how to simultaneously do it. Don’t leave it all to one type of tax bucket to create your income.  A world of difference. I like the odds of getting to 100.


Now, I’ll hear a lot of cases, “Sean, I’m not going to make it to 100.” “Cool. But if we plan for you to be 100, and you don’t make it, your plan was successful. But, if you mess around and you actually make it to 100, and we’ve planned for it, your plan’s still successful.” I like those odds.

Speaker:
Basically, I calculated out the RMD. Once we hit 70, the IRA was required minimum distributions. And then I messed with the pieces and filled in the gaps there.


But yeah, we use pretty robust software, so without a piece of software, spreadsheets are hard. Cool.

All right guys, so I’ll just wrap up with this. And we went through really the most important, in my mind the most important version, the most important piece of planning. And the most important piece of planning is the tax side. Hands down.


When we start to look at full planning, income planning should start the conversations, should start the math problem. You should get a really good idea of how that works. I would dare say that I skip over investments, because if you can get your income plan and your tax plan to really work in harmony with one another, the investments sort of just present themselves.


Right, you have to have a good allocation and a good strategy, but the investments are probably the third most important aspect to it.


Healthcare and estate planning are, I would say, are extremely important. When we start to look at healthcare and estate planning, and adding a complete plan in, it also comes back to how to find that right advice giver, that adviser that follows a fiduciary standard, or whatever it may be, and building out a complete plan.


I made a couple of promises at the very beginning that I would do what?

Audience:
Sell us anything.

Speaker:
I wouldn’t sell you anything. Did I accomplish that?

Audience:
Yes.

Speaker:
So far. No, I’m just teasing. [Laughter] And I wouldn’t make any recommendations based on your unique situation, right. So, I do ask one thing from you guys though. You have some yellow sheets. This event is taught in 55 colleges and universities throughout the country at this point. We’ve got our video guy here as well.


But, I would like some feedback if at all possible. Tell me how the event was, if there’s things that you would change. Whatever it may be. You’re not going to hurt my feelings. It’s only going to make us better.


I also made the promise to you that you’ll get my 16 years of experience. You get these materials to take home. We’ll send you the slide deck, and if you choose to, and if you have more questions, and you want to take some time with myself or a member of our team, just check “Yes” and pick a couple of times. If you don’t know a time that works, and you do want to have that discussion, just check “Yes,” and Corey from our office will give you a call tomorrow and coordinate something out.


Other than that, guys, I hope this was really beneficial for you, and I hope you got something out of it.

Audience:
Very good.

Speaker:
And I’ll stick around and answer questions. If you want, I’ll pop this up and you’re more than welcome to take pictures of not me, the slides.
[End of Audio]
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