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What is the Power of a Retirement Account?
 

            There are many benefits to a retirement account, primary of which is income tax deferred growth. Because income taxes do not have to be paid on earnings until withdrawal, a retirement account can grow much faster than an investment account that is taxed annually. Other benefits include (a) no mandatory withdrawal until age 70.5, (b) only minimum distributions need be taken after age 70.5, and (c) distributions of an inherited IRA can be “stretched out” over the lifetime of the beneficiary.

 

            Many of my clients assume that the IRA will be spent during their lifetimes and that no special planning is needed. Seldom is this the case as is seen by the following illustration.

 

            A client, age 65, has an IRA with current value of $250,000. Assuming 8% annual growth, the IRA will be worth $396,000 at age 70.5. If the client lives to age 80 and takes only the required minimum distributions, the IRA will have a value of $541,000 at death. Further, assume the beneficiary of the IRA is 45 years old and the 8% growth rate continues. If the beneficiary also takes only the required minimum distributions and lives to age 80, the beneficiary will have received $2,867,955 in distributions and the IRA will still be worth $765,319.

 

            If the beneficiary is a 20 year old grandchild, instead of a 45 year old child, by the time the grandchild reaches the age of 80, the grandchild will have received an astounding $13,280,662 of distributions, and the IRA will still have a balance of $2,467,719. In other words, the IRA that was worth $250,000 created value of almost $16 million.

 

What is the Problem?
 

            There are two major problems that can thwart the retirement account from achieving these values. First, the IRA is subject to quadruple taxes: (1) Federal estate tax, (2) Wisconsin estate tax, (3) Federal income tax, and (4) Wisconsin income tax. The federal estate tax rate is 45% while the graduated Wisconsin estate tax is as high as 16%. Combined federal and state income tax rates are approximately 40%.

 

            If funds are withdrawn from the IRA to pay estate taxes at your death, then more funds need to be withdrawn to pay the income taxes on the first withdrawal. Then another withdrawal is needed to pay the income taxes on the withdrawal that was used to pay the income taxes. This snowballing effect continues until the IRA has been reduced to approximately 27% of its original value.

 

            Secondly, once the beneficiary receives the IRA inheritance, there are no prohibitions against withdrawing the entire amount. This results in a BLOWOUT instead of a stretch-out.

 

What is the Solution?
 

            An IRA Legacy Trust can be used to ensure the benefits you want are actually achieved. The trust can:

 

            1.         Limit distributions to the required minimums for as long as you direct.

2.         Ensure that only your beneficiary and not a creditor or divorcing spouse gets the benefits you intended.

            3.         Protect your heir from poor spending habits or money management skills.

            4.         Avoid the loss of government benefit programs by a beneficiary.

            5.         Reduce or eliminate estate taxes as the IRA moves to the next generation.

 

Are There Other Concerns?
 

            Absolutely! Like most tax benefits that are available, they are not automatic. For your beneficiaries to get the stretch-out, special planning is essential.

 

            Additionally, having an IRA payable to a trust is a minefield. To walk through safely, you need a map. Most revocable living trusts are not drafted in a way that qualifies the trust as a designated beneficiary so your living trust probably cannot be used for IRA planning. The safest plan is to use an IRA Legacy Trust that is designed specifically for your retirement plan and your beneficiaries. With this extra effort you turn your IRA into an inherited IRA worth millions of dollars to your beneficiaries.
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