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JIM:  Do you truly understand the tax opportunities, as well as the tax traps of your retirement accounts?  When I’m talking about retirement accounts, we’re talking about IRAs, 401(k)s, 403(b)s, and other types of qualified plans.  Most Americans don’t know how critical something as simple as a beneficiary designation may be and what huge impact that could have on a surviving spouse or children.  Joining us today is one of the nation’s foremost experts on retirement planning.  As a matter of fact, he has been featured on PBS discussing this very subject.  Today, it’s with great pleasure we welcome Ed Slott to discuss some of the biggest retirement account mistakes, as well as some of the biggest opportunities.  Welcome Ed.
18:23

ED:  Great to be here, thanks.

18:21

TONY:  We’re so looking forward to sharing this time with you.  There’s so much happening, especially in taxes, and I think you’re probably the nation’s foremost expert when it comes to taxes and IRA planning.  Really looking forward to hearing what you have to share with us today.
18:06

ED:  Great, thanks.
18:05

TONY:  Talk to us a little bit about tax-deferred versus tax-free.  I think that’s something that a lot of consumers kind of don’t have the conception of the taxes later.  Talk a little bit about that.

17:51

ED:  Well, that is the most significant point when it comes to planning for retirement, and it all comes down to one little word that can have a huge impact on how much of your money you actually get to keep, and the little word is ‘yet’.  You really have to understand the difference between tax-deferred and tax-free, and in its simplest form, tax-deferred means you won’t pay money on that, say, IRA or retirement account.  You won’t pay taxes on that account yet.  Tax-free means you’ll never pay taxes on that account.  That’s a big difference.  What most people have, unfortunately, is tax-deferred.  That’s what a 401(k) is, most IRAs are, 403(b)s.

These are funds that you actually got a tax benefit in the form of some deduction when you put that money in, and then it’s payback time, so all the money coming out, or virtually all of it, unless you had some after-tax money or non-deductible contributions, will be taxable and the earnings, as opposed to a tax-free account where once the funds are in there, like a Roth IRA or even something like life insurance, which can be setup to be tax-free, if done correctly; once those earnings are in those accounts, that’s all for you and your family, and that money will never be taxed.  The big picture, master plan, over time, is to get your retirement funds or the money or your savings, even beyond retirement funds, to move from tax-deferred to tax-free, so you can keep more of the money you’ve earned, because if it stays in a tax-deferred account, and remember, until we had things like the Roth IRA, that’s really the only big tax shelter we had, but remember, it was that word yet.

It wasn’t going to be taxed yet.  Right now, we’re in relatively low tax brackets.  This may be the time to get that money out and pay the price now to get it into tax-free territory, so all the earnings can be tax-free forever, and that’s where you want to be is heading to retirement.  Look, the last thing you want in retirement is to have to share the money you’re taking out with the government at some future rate that you don’t even know what it’s going to be.  The first concept I always start programs with, knowing the difference between tax-deferred and tax-free, and most people realize, like anybody listening to this, will realize in a minute that, oh yeah, tax-free is always better.  That means you keep it all.  You’ll never have to pay tax on that money, so that’s the big picture master plan.  Now, here’s the problem.  What most people have is tax-deferred.
15:08

TONY:  Put it this way; many people think, I think throughout their planning years, they’re working hard, they’re saving, and they’re thinking I’ve got to avoid the tax now, but why are taxes so important when it comes to actually being in retirement?  Just kind of talk about how that impacts social security and other things.

14:54

ED:  Taxes, I always say, is the single biggest factor that will separate people from their retirement dreams, because they don’t really prepare for them, that’s the problem.  As you said, they do everything right, and I’m talking about people that do save, that were diligent about it.  They work maybe 30, 40 years at a job, put money away, have a 401(k), a nice 401(k), and now they’re heading to retirement, and now everything changes, so for most of their lives, their working lives, they were in the accumulation phase, building and building and saving, and the only reason they have savings is because they said no.  They sacrificed.  They didn’t build up big debts like is happening with some younger people today, and they have retirement savings, but now, they’re transitioning from accumulation to taking the money out to distribution, and that’s where they need, what I call, an exit strategy.  In other words, you put the money in, you put the money in, do you have a plan to take it out, because it’s the way you take it out that will determine how much you keep and how much goes to the government, and when you have such a plan, then you’re on the road to at least recognize that there’s a problem, that it’s a good problem.  The first part of it is good, that you have a retirement account.  That puts you ahead of 90% of the people who don’t; that’s a good problem, but then, there’s the strategy to getting that money out and paying the least amount in taxes, so you keep more and give Uncle Sam less.  That’s the big strategy, and you have to realize that taxes are a significant part of your 401(k) or your IRA.
13:25

JIM:  You know, and I think one of the traps that a lot of couples finds themselves in, they’re always looking at what has it been in the past, and you get to retirement, as Tony mentioned, you get the taxes on the social security if you’re income is too high, and God forbid one spouse passes away, the brackets get compressed and tax rates that a surviving spouse pay on top of the fact they just lost the social security check can really have a huge impact on their income.
12:58

ED:  Right, I call that the widow’s penalty, and most people haven’t addressed it.  People think that if one – I don’t know what people think really, but I guess there’s a perception that when one spouse dies, you’ll pay less in tax for some reason.  It’s not the case.  When one spouse dies, it doesn’t mean half the money goes away.  The single spouse has, as you said, the compressed tax brackets, but may even have a higher income, because they generally inherit everything and they might even inherit more, like life insurance, which is not taxable generally, when it comes in, but that money’s going to be invested, and you have the new higher taxes.  For example, net investment income taxes that are relatively new, started in 2013, as you said.  A lot of these stealth taxes where social security can be taxed more, and, as you said, you’ll also get less when a spouse dies.  It depends on your scenario, but you have to plan for these things, and that’s why I always start the planning process by letting people know that they have a problem.

How many people will look for a solution if they don’t think they have a problem, and remember, the people that have – for those of you listening that have saved, you probably think I’ve done it, I did everything right.  That’s why I have a retirement account, but that’s only half the game.  It’s like climbing up to the top of Mount Everest.  You know, most people that die climbing  Mount Everest die on the way down, not on the way up.  They get to the top and they don’t have a plan to get out.
11:35

TONY:  That’s a great point, because if you had to choose an easier path, truly accumulating wealth towards retirement, just by doing payroll deducted is easier.  The real job begins at retirement when you’re trying to strategize keeping what you have and making it last longer, and the biggest fee out there, of course, is annual taxation, so you definitely ring the right bell with us.  Unfortunately, we’re going to take a quick break, and when we come back, Ed, let’s transition to some of the biggest retirement account mistakes that you like to focus on, so please stay tuned.
11:06

(BREAK)

TONY:  Welcome back as we’re having a fabulous conversation today with Ed Slott, who’s a CPA and well known lecturer across the country.  We’ve seen his programs on PBS, and when we end the program, I’m sure Ed will update us on how to reach his website and obtain his materials.  We’ve been talking about, so far, just IRA issues and proper planning, choosing the right tax bracket Roth conversions, all those things, and I was hoping that we could address the biggest retirement account mistakes like, for example, not checking your beneficiary forms.  That’s a huge one to us, who help people with estate planning.  Talk about that a little bit.
9:36

ED:  Yeah, that’s the number one mistake.  Now, you might say, well, who cares, I’ll be dead.  Well, that’s true, but the beneficiary of your retirement account, and remember, most people’s retirement account can take advantage of great tax laws that let your retirement account live beyond you for not only years or decades, but even generations, if it’s setup right.  The beneficiary form, when it comes to an IRA or a 401(k), actually determines the ultimate future value to your family; how soon it will be taxed, how much it will be taxed, how will they get distributions, so it’s very important to pay attention to it, and if you don’t like taxes, because people say well, who does like taxes, but if you think taxes are too high, I should say, because they’re 30% or 40%, then paying attention to beneficiary forms should really be of interest to you, because after you die, if your money goes all to an unintended beneficiary, like an ex-spouse for example.  That’s 100% tax, so if you think 40% is bad, then you’ll want to check your beneficiary forms, especially when you have events in your life that change, things that I call life events.
For example, you have a birth, a death, a marriage, a divorce, you got remarried, and you have kids for both marriages, or you had a new grandchild, or the tax laws change, or any factors you relied on, on creating your plan, every time you’ve got to change, and just some of those things I mentioned probably happened at least once a year in somebody’s life, some kind of life event, and the last thing people think of, when they have a divorce, for example, is oh, I better change my beneficiary form, and that should be the first thing you think of, and that should be part of the planning process, and we see all these horror stories that come out, and that’s what really drove me to get into this, as an educator, teaching this to advisors and consumers.  For example, I’ll give you one horror story.  I hope this doesn’t happen to you, but this involves 401(k)s.  This was so bad that it actually went up to the United States Supreme Court.  Can you imagine a beneficiary form case being heard by the Supreme Court.  Most people would say, well, they only hear these big social issues.  Well, here’s what happened.
This is known as the Kennedy Case; that was the guys name.  He worked for Dupont for over 34 years, accumulated about $402,000 in his 401(k), and he got divorced, and part of the divorce agreement between he and his now ex-wife was she waived her rights to that $402,000, so it could go to his daughter, their daughter; her daughter to, their daughter, that was the whole family, in lieu of other assets, and they made their deals, and they had all their financial experts and divorce attorneys hammer out a deal, and that’s that, but they never updated the beneficiary form and took his ex-wife off.  Well, now, he dies.  Who gets the money?  Well, how does something get to the Supreme Court anyway?  When lower courts disagree, and that’s exactly what happened.
First, the fact that you’re in court, mother versus daughter, is not good for any family, and they were in court for eight years it took to run this up to the Supreme Court, because lower court, some said you’ve got to give it to the daughter, because the mother signed a waiver, and some courts said you’ve got to give it to the mother, because she’s still on the beneficiary form, so what was incredible in this case, the Supreme Court decided this, and if you know anything about or even follow these Supreme Court rulings that come out, they usually come out like five, four.

This was nine, nothing, unanimous.  You pay the ex-wife.  They didn’t actually say you pay the ex-wife; they say you pay who’s named on the beneficiary form, and the fact that he neglected to update his beneficiary form or got bad advice or didn’t think of it, too bad, she’s the beneficiary, doesn’t matter that she signed a waiver of her rights, she gets the money.  Her daughter, which is what his attention was; that’s why he made these plans, was that after his death, his daughter would inherit.  Well, his daughter was disinherited, lost all the money in the legal fees, and fought in court for eight years with her mother.  This can’t be good for any family.  Everything I just told you could have been avoided in 10 minutes by updating the beneficiary form after the divorce to take the ex-spouse off and put the daughter on.  That’s a horror story.

5:27

JIM:  It’s amazing how many times you see that.  I think the beneficiary designations not having contingent beneficiaries or naming the estate.
5:20

ED:  Yes.

5:19

JIM:  I mean, there’s tons of horror stories out there, and people take it lightly, and I think of a client that I had a while back where I told them don’t fill out any paperwork.  When you’re ready, after ma’s funeral, let’s talk about it, but just don’t sign anything, and they decided to get a head start and started filling out lump sum distribution from a 401(k) that would have put him in the top tax brackets, not understanding their options, or just wanting to get things taken care of before they met again, so that is something that I think is probably one of the most important key points that people just don’t understand how those beneficiaries work.  Let’s talk a little bit about naming a trust as beneficiary.  I know that’s something we work with a lot of clients and are involved in it, but it gets even trickier when you’re dealing with trusts, so talk about some of the traps that could be there with the trust and how careful you need to work with your advisors and planning those beneficiaries.
4:27

ED:  This is a big issue, particularly for IRAs or plans, because they’re subject to a set of rules that no other asset is subject to.  Most other assets upon death don’t have required distributions, don’t have these high tax rates.  For example, you leave a piece of property to somebody, they generally get what’s called a step up in basis and relieve through all the income taxes.  Not true with an IRA.  There is no step up in basis, it’s all going to be taxable to the beneficiary, plus they have required distributions.  Plus, there’s a whole complex web of tax rules that if the beneficiaries don’t handle it correctly, and is including a trust as the beneficiary, it all gets taxed at once, so why do people name a trust as the beneficiary of their IRA?  Many times, they name it for the wrong reasons.  Ordinarily, when they’re told about a trust, I say find out why do you think you need the trust, and the first two reasons don’t count, because the attorney told me to, that’s not a reason to me, or that you’ll save taxes, and that’s absolutely not a reason for a trust.  In fact, when you’re dealing with IRAs that have forced distributions after death, the trust tax rates are so high they can accelerate taxes, so it’s not to save taxes or the attorney told you so.
Most times, when people feel they need to name a trust as their IRA beneficiary, it’s when they’ve accumulated a lot of money in an IRA, maybe $1,000,000 or $2,000,000, $3,000,000, there’s a lot to protect, and they don’t want to leave it to a child, a young child, a minor child, an unsophisticated child, or even an adult child that just can’t handle money.  They don’t want the money to be squandered, so they want post death control.  That’s the key.  When you have somebody that has earned all that money and built up a huge retirement account like that, they don’t want it squandered after death, so they name a trust as the beneficiary to make sure it’s protected from the actual beneficiary, say, their children or grandchildren, or even a spouse, who may be not able to handle money, but when an IRA goes to a trust, if it’s not setup just precisely according to the tax code, it can all backfire, and it usually does, unfortunately, because most of these trusts are not done properly.  In fact, it can trigger or accelerate taxes at high trust rates.
Just to give you an example of how high the trust rates are, a married couple in 2014, would not hit the top tax bracket, 39.6%, until their taxable income exceeded over $457,000.  A trust hits those rates at just after $12,150, so there’s a good chance if IRA funds are trapped in a trust after death, they’ll be heavily taxed, but there are solutions to that, and that’s where you need good advisors that can do the kind of planning.  You can eliminate the tax in a trust, for example, by having a Roth conversion.  If you convert to a Roth during your life and a Roth goes to the trust, there’s still required distributions, but they’re tax-free, so there are solutions or setting up a special kind of trust called a conduit trust.  Now, these things sound technical, and they are, and the point is that you have to get educated.  If you feel you’ve got a lot in your IRA and you don’t want you beneficiaries squandering it, and you think you need a trust, you better make sure you’re working with an attorney, not even – I was going to say an estate planning attorney.  It has to be more than that.  It’s an estate planning attorney that has specialized knowledge and how to do trusts that satisfy the ria tax rules, and that’s where it can get complicated, but this is a specialized are, and you need an expert.
1:05

TONY:  I think that’s the bottom line point, Ed, is that you just cannot tread this water alone.  If you’ve accumulated the wealth on your own, congratulations, but man, you need a team around you to protect and preserve it.  We have so much more to cover.  We’re going to end this segment with Ed today, because we’re going to have him back for next program, and we’re going to focus also on tax bracket management, plus a 2014 estate planning update.  It’s so important you tune into this program, because a lot of people have gotten complacency with estate planning thinking that oh, their estate isn’t large enough to deal with estate tax, so we definitely want Ed’s perspective on that, so join us again next week.  For this time around, thanks for joining us today, Ed, and we look forward to you joining us again next week.
0:22
ED:  Thanks a lot.

0:21

JIM:  Thanks for joining us this week and tune in again next week, as we explore another phase of the Real Wealth process, and remember, if anything you heard in today’s show you’d like to get more information about, contact your Real Wealth advisor.  Also, if you feel that any of this information would be helpful to a friend or family member, just click the forward to a friend button.
0:00
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