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Let’s talk about tax, baby!
Do you have a strategy to minimize taxes on your retirement income?

Ben Franklin once said, “…in this world, nothing is certain but death and taxes.” Ben Franklin
also said, “Beer is proof that God loves us and wants us to be happy.” Ben Franklin was a smart man.
Anyways, taxes.
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In this whitepaper we are going to talk about taxes, specifically federal income tax. Federal income tax
was first introduced in 1861 by President Lincoln. It was a 3% tax imposed on all annual incomes over
$800. (From here on out, in this post I will be referring to the highest marginal rate).
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Now, there was a lot of back and forth with regards to personal income tax until the 16th Amendment
was passed in 1913. In 1918, the highest marginal rate was increased to 77%. This was imposed on all
annual incomes over $1,000,000 ($16,592,086.82 in today’s dollars). 77% is a really high tax rate, but
$16.5 million is an even higher income. Only .002% of Americans make that much money today. Let’s
look at the highest tax rates over the years, dating back to 1918.

You should note that the chart does not show 2018’s rate of 37%. So there have only been three times
in the history of the United States of America’s Federal Income Tax when the highest marginal rate
was lower than it is right now. I have bolded that previous sentence because I want you to read it again.
Let’s look at those three periods of time.
1925-1929, 25%: The End of the Roaring 20s. What happened in 1929? That’s right, Black Tuesday.
Within three years of that happening, the highest tax rate jumped to 63%, and within 10 years it
reached the all-time high of 94%!
1988-1992, 28%-31%: The President Bush Tax Cuts. By eliminating loopholes, implementing a corporate
tax rate for “bubble rates,” and getting rid of certain shelters, the George H.W. Bush administration
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actually increased existing tax revenue by about 4%. What happened next? The Clinton administration
raised the rate to 39.6%
2003-2010, 35%: Turbulent times. President George W. Bush came into office right as the tech bubble
was popping. He then lowered the tax rate to 35%, expiring in 2010. What then? President Obama
passed the Tax Relief Act keeping the 35% for a few more years before incrementally increasing it back
to 39.6%.
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So where do you think taxes are going? And what do we do with this information? Let’s think about how
our retirement assets are taxed. You have three different “buckets.” The one most commonly used for
retirement savings is the tax-deferred bucket. This would be your traditional IRA’s, 401(k) plans, TSP
plans, 403(b) plans, and annuities. You put money in without paying taxes on your contributions or
earnings, and it is taxed at ordinary income rates when you pull it out. It will count towards your AGI and
impact how your Social Security is taxed. The other thing to note, in regards to the chart above: we are
at nearly historically low income tax rates now. Why would you not take advantage of that?
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Probably the least common of the tax buckets would be the taxable bucket. In this bucket, you put in
after-tax money and you are taxed, at capital gains rate, on the earnings when you sell an investment.
You are also able to write-off the losses, up to a certain amount each year. And as the below chart
indicates, like income taxes, the long-term capital gains tax has only been lower than it is right now at
three times in its history. So, again, where do you think capital gains rates are going?

The most under-utilized tax “bucket” is the tax-free bucket. There are a number of different ways to
save into this bucket; we will talk about three. The first I will touch on are municipal bonds. These are
complex vehicles where the gains and income from the bonds CAN be tax-free; however, there are also
certain circumstances when you will have to pay tax on these investments. They also have the same
risks as any other bond. Interest rate risk, inflation risk, market risk, and credit risk. The most popular
tax-free vehicle is the Roth IRA. This is an account that can hold different types of investments. All
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money goes in after you have paid income tax, and the earnings grow tax-free and are withdrawn taxfree. They do not count towards your income, so they will not affect how your Social Security is taxed.
There is a catch to Roth IRA’s: there are contribution limitations based on income. There are also
contributions limits each year. 2019’s limit is $6,000 for anyone under 50 years of age, and $7,000 for
anyone over 50 who has not maxed out their contribution in every year eligible prior to age 50. This is a
fairly low amount to contribute each year when trying to accumulate enough assets to fund your
retirement.
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The good news? There is an alternative to accumulating your tax-free assets. An indexed universal life
policy can be a great way to accumulate tax-free assets. While life insurance policies need to be opened
with the primary goal of life insurance, they have a number of different benefits built into the indexed
universal life policies. A lot of the benefits are living benefits, including tax-free income, LTC benefits,
and access to the cash value. There are no contribution limits, although you need to be careful not to
create a Modified Endowment Contract (MEC), as this will bring taxes to your otherwise tax-free
benefits.
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We all know these benefits exist. But what does it mean for you? Let’s take a look at an example policy,
because, in my opinion, not enough advisors know how much income these IUL policies can produce
and how impactful the tax benefits can be.
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As you can see in the hypothetical chart above, you pay in $18,000/year for 20 years, totaling $360,000
in premium paid. It seems like a lot to pay in; however, if you take income at age 63, you can take
$76,819/year and in just 6 short years, you have pulled out $460,914 and still have $641,259 in the cash
value, and a death benefit of $1,103,738. At age 68, every $1 you have put into the policy, you have
leveraged to $3.
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Let’s quickly assume a couple makes $166,000/year right now. They are in the 24% tax bracket, if
married. In today’s dollars they would receive approximately $3,030/month from Social Security at age
67. Pair that with the IUL policy, and they can have $113,179/year in income, putting them in the
current tax bracket of 22%. However, because $76,819 is tax-free and doesn’t count as income
according to the IRS, they would only be subject to the 12% tax bracket (today’s tax brackets). Quite the
tax savings if you ask me.

Thanks for reading,
<Advisor Name >
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<Advisor Contact Info>
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For more info on Indexed Universal Life policies and to learn how this strategy may fit into your financial
portfolio, schedule a time to meet with me at <Advisor Phone>.
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