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Employer Plans for Small Businesses

Everyone looks forward to their 
annual bonus or holiday party, but 

employee benefits, like health care 
and retirement plans, are employment 
perks that are often overlooked 
and underappreciated. This is not 
so for the self-employed or small 
business owner. They know all too 
well the challenges of choosing an 
affordable health plan and adopting 
an effective retirement strategy. While 
both are tedious projects, planning 
for retirement not only gives an 
individual future financial stability but 
will also lower current taxable income.
The most common retirement plan 
solutions for small businesses and the 
self-employed are SEP IRAs, SIMPLE 
IRAs, and defined contribution 
qualified plans. The IRA accounts are 
generally cheaper to adopt and easier 
to administer and communicate to 
employees. However, they have lower 
maximum contributions and provide 
less flexibility than qualified plans. 

SEP IRAs

The Simplified Employee Pension 
(SEP) IRA is a traditional IRA 
program that can be adopted by 
self-employed individuals or small 
business owners by simply executing 
an IRS model Form 5305-SEP.  This 
form, or a similar form provided by 
an IRA custodian, is mandatory for 
the establishment of the SEP plan by 
the employer. It is not the form used 

by the individual to open the actual 
SEP IRA account. Contributions 
are made on an annual basis, must 
be a uniform percentage of salary, 
are fully vested when made, and 
are tax deductible for the business. 
Importantly, contributions do not 
have to be made each plan year and 
the amounts can vary.  

SEP IRAs and SIMPLE 
IRAs have lower maximum 

contributions and provide less 
flexibility than qualified plans. 

For a small business with employees, 
the maximum contribution that 
can be made for each employee is 
the lesser of 25% of compensation 
or the indexed dollar limit for the 
year (i.e., $55,000 for 2018 and 
$54,000 for 2017). Additionally, the 
compensation that can be taken 
into account is capped. For 2018, the 
maximum amount of salary that can 
be considered is $275,000 (up from 
$270,000 for 2017). 
For the self-employed, the rules 
are a little different and much 
more complicated. While the 
same contribution limits apply, the 
contribution is based on earned 
income, which is net profit (i.e., take 
home earnings after deductions and 
expenses). This can be found on 
the Schedule C of Form 1040 (sole 

https://www.irahelp.com/eseminar
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proprietorships) or Schedule 
K-1 (partnerships). However, 
the deduction for half of the 
self-employment tax, as well 
as the deduction for the SEP 
IRA contribution itself, must be 
included. 
While this circular calculation can 
be confusing, a good rule of thumb 
is that the maximum contribution 
cannot exceed 20% of earned 
income. 
Another helpful tip is to multiply 
earned income by 92.35% to 
determine the self-employment 
tax. This adjustment takes into 
account the deduction for half 
of the self-employment taxes by 
subtracting half of the effective rate 
of 15.3% (i.e., 12.4% Social Security 
tax and 2.9% Medicare tax = 15.3% 
÷ 2 = 7.65%). 
Example: Mike (age 45) runs 
a plumbing company as a sole 
proprietorship that generated 
$100,000 in earned income during 
the 2018 taxable year. His self-
employment tax rate is 15.3%. He 
adopts a SEP IRA and wants to 
know his maximum contribution: 
 
Self-
Employment 
Tax

$14,130 
= $100,000 x 

92.35% x 15.3%

Adjusted 
Earned 
Income

$92,935 
= $100,000 - 
($14,130 / 2)

Employer SEP 
Contribution

$18,587 
= $92,935 x 20%

Total Plan 
Contribution $18,587

415 Limit 
(2018) $55,000

Maximum 
Contribution 

$18,587  
<  $55,000

 
If the individual wants to contribute 
a percentage of compensation, the 
IRS has a table and worksheet to 
determine the maximum deduction 
See irs.gov/publications/p560. The 
formula reduces the percentage 

to take into account the self-
employment tax and SEP IRA 
contribution deductions. 
While SEP IRAs are fairly 
inexpensive to establish and 
easy to administer, there isn’t 
much variety. They are funded by 
employer contributions and can 
only be established as traditional 
IRA accounts. Since they are 
subject to the same distribution 
rules as traditional IRAs, employers 
are left out of the distribution 
process and employees have 
greater access to their accounts 
(although early withdrawal 
penalties may apply).

SIMPLE IRAs

Savings Incentive Match Plan for 
Employees (SIMPLE) IRAs can 
also be adopted by self-employed 
individuals. A business can only 
adopt this plan if it employed 
100 or fewer people during the 
previous calendar year. 
Unlike SEP IRAs, SIMPLE IRAs 
allow employees to make salary 
deferrals and require an annual 
employer contribution that is fully 
vested when made. The salary 
deferral limit for 2018 is $12,500, 
but there is an additional $3,000 
catch-up contribution for anyone 
age 50 and older. The annual 
employer contribution must be 
either a matching contribution (not 
to exceed 3% of compensation) or 
a 2% non-elective contribution.  
If the employer adopts the 
matching contribution formula, 
there is a limitation – the matching 
contribution can be reduced only 
twice in a five-year period and 
cannot be reduced lower than 1%. 
However, the employer can replace 
the 3% matching contribution with 
a 2% non-elective contribution in 
any plan year. If the plan does this, 
it will be treated as having made a 
3% matching contribution. 
Example: Mary adopts a SIMPLE 
IRA for her small design studio 

that employs four other people. 
Over the past four years, Mary has 
made the following contributions 
to participant accounts:

 σ 2014: 3% matching contribution
 σ 2015: 1% matching contribution
 σ 2016: 3% matching contribution
 σ 2017: 2% matching contribution

 
For the 2018 plan year, Mary 
must either make a 3% matching 
contribution or a 2% non-elective 
contribution. Even though the 
non-elective contribution is 
a lower percentage, Mary’s 
SIMPLE IRA plan will receive the 
beneficial treatment, because the 
contribution will be made to all 
participants, regardless of whether 
they made employee contributions 
or not.  

Finally, matching or non-elective 
contributions for the sole proprietor 
are based on net earnings from 
self-employment. Let’s go back 
to our example with Mike the 
plumber. Suppose now, instead of 
adopting a SEP IRA, Mike adopts 
a SIMPLE IRA with a 3% match 
and wants to know his maximum 
contribution under the plan.

Self-
Employment 
Tax

$14,130 
= $100,000 x 

92.35% x 15.3%

Adjusted 
Earned 
Income

$92,935 
= $100,000 -  
($14,130 / 2)

Employer 
SIMPLE IRA 
Match

$2,770.50 
= $100,000 x 
92.35% x 3%

Salary 
Deferral 
Contribution

$12,500 
(Maximum Pre-Tax 

Deferral)

Total Plan 
Contribution

$15,270.50 
= $12,500 + 

$2,770.50

415 Limit 
(2018) $55,000

Maximum 
Contribution 

$15,270.50 
< $55,000

https://www.irs.gov/publications/p560


TO ORDER: CALL (877) 337-5688 OR VISIT IRAHELP.COM | ED SLOTT’S IRA ADVISOR • AUGUST 2018 3

Employer Plans for Small Biz

While the SIMPLE IRA has 
the same advantages as a 
SEP IRA (i.e., inexpensive and 
understandable), it clearly has 
two distinct disadvantages. The 
maximum contribution amount 
is generally lower than either a 
SEP IRA or qualified plan and an 
employer contribution is required 
each year.

Qualified / 401(k) Plans

The final options to discuss are 
qualified retirement plans. While 
there are a number of qualified 
plans, 401(k) plans make the most 
sense for small businesses and 
sole proprietorships. These plans 
not only offer greater contribution 
limits, but they give employers 
a whole host of options to 
consider. They are also cheaper 
to administer than defined benefit 
plans, employee stock ownership 
plans (ESOP), or other qualified 
retirement plans. 

These plans can be better 
understood by breaking them 
down into two categories based 
on contribution type: employee 
contributions and employer 
contributions. The rules and 
options related to contribution 
amounts, deposits, vesting, and 
access vary depending on the type 
of contribution discussed. 

Employee Contributions
All 401(k) plans start with what 
the tax code calls a “cash or 
deferred arrangement.” This is 
simply the ability to contribute 
pre-tax dollars into the plan, called 
elective deferrals.  These pre-
tax contributions are excluded 
from income tax but subject to 
employment taxes. They are also 
subject to an annual cap. 

For 2018, the maximum pre-tax 
deferral an employee can make is 
$18,500. For employees age 50 and 
older, there is an additional $6,000 
catch-up contribution. In addition 
to pre-tax contributions, 401(k) 

plans can allow Roth or after-
tax contributions. Either of these 
options will increase administrative 
costs and not all custodians may 
offer them, so you may need to 
do some custodian shopping 
prior to setting up or amending 
the plan. While after-tax and Roth 
contributions are both made with 
post-tax dollars, there are some 
significant differences between the 
two.

The biggest differences between 
Roth and after-tax contributions 
are distribution timing, the 
maximum contribution limit, and 
annual testing. 

Under the tax code, Roth 
contributions are subject to the 
normal pre-tax distribution rules. 
That means a distribution of Roth 
contributions cannot occur until 
the participant dies, terminates 
service, becomes disabled, 
reaches age 59½, or upon 
termination of the plan itself. 

The biggest differences 
between Roth and after-

tax contributions are 
distribution timing, the 

maximum contribution limit, 
and annual testing.

However, after-tax distributions 
can be distributed at any time. 
Therefore, plans can permit in-
service distributions of after-tax 
contributions thereby opening up 
the ability to do mega-backdoor 
Roth contributions.

Second, after-tax contributions 
are only subject to the annual 
overarching 415 limit (currently 
$55,000 in 2018). This limit looks at 
all contributions (both employee 
and employer) to the plan for 
the testing period. Nevertheless, 
this is much higher than Roth 
contributions, which are capped 
at the lower pre-tax deferral limit 
of $18,500 (plus the $6,000 catch-

up contribution for participants 
age 50 and older). When looking 
at this lower pre-tax limit, Roth 
contributions are aggregated with 
other pre-tax salary deferrals. 
Third, the contributions are subject 
to different non-discrimination 
testing. Since Roth contributions 
are included with other pre-tax 
contributions, they are tested 
together in the average deferral 
percentage (ADP) test. 
On the other hand, after-tax 
contributions are tested with 
employer matching contributions 
in what's called the average 
contribution percentage (ACP) 
test. While both tests use the same 
formula, it is usually much easier 
for a plan to pass the ADP test. Of 
course, when it comes to a Solo 
401(k) plan, nondiscrimination 
testing isn’t an issue. 
Finally, employee contributions 
are fully vested when made and 
therefore must be deposited 
more frequently from employer 
contributions. Department of Labor 
(DOL) guidance states that they 
should be deposited into the plan 
as soon as reasonably possible, 
but in no event later than the 15th 
day after the close of the month. 
Keep in mind that this is not a safe 
harbor rule. That means the DOL 
can still impose a late deposit 
penalty even if this deadline is met. 
Employer Contributions
Generally speaking, this is where 
employers have the greatest 
number of options. Employers 
can choose to adopt a matching 
contribution formula to encourage 
participation or a profit-sharing 
component. Both can be 
discretionary, may be modified 
each year, have different allocation 
formulas for separate classes 
of employees, and can impose 
certain conditions for eligibility. 
They can also be subject to one of 
two vesting schedules: a 3-year 
cliff vesting schedule or a 2-to-
6 year graded vesting schedule.



TO ORDER: CALL (877) 337-5688 OR VISIT IRAHELP.COM | ED SLOTT’S IRA ADVISOR • AUGUST 20184

Back-Door Roth IRAs Are OK

However, unless the plan is a safe 
harbor plan, non-discrimination 
testing must be conducted. In fact, 
even if the plan is a safe harbor 
plan, any contributions other than 
safe harbor contributions (e.g., 
profit sharing contributions) would 
still need to be tested. 
The self-employed don’t get 
away from the earned income 
calculation described earlier. 
Employer contributions for a sole 
proprietor must take into account 
the self-employment tax deduction 
and are therefore limited to 20% of 
earned income. 

Putting It All Together

Let’s say our plumber Mike 
decides to adopt a Solo 401(k) plan 
with a profit sharing and after-tax 
feature. As you can see below, 
not only does Mike have more 
options than the two IRA based 
plans, but since this is a Solo 
401(k), he can also contribute up 

to the maximum 415 Limit without 
raising nondiscrimination testing 
concerns. 

Self-
Employment 
Tax

$14,130 
= $100,000 x 

92.35% x 15.3%

Adjusted 
Earned 
Income

$92,935 
= $100,000 - 
($14,130 / 2)

Employer P/S 
Contribution

$18,587 
= $92,935 x 20%

Salary 
Deferral 
Contribution

$18,500 
(Maximum Pre-Tax 

Deferral)

415 Limit 
(2018) $55,000

After-Tax 
Contribution

$17,913 
= $55,000 - 18,587 - 

18,500

Maximum 
Contribution $55,000

While the defined contribution 
qualified plan provides the greatest 

maximum contribution and the 
largest number of options, it isn’t a 
fit for every business. 

If Mike could only commit to 
saving $10,000 per year for the 
foreseeable future, why adopt the 
plan above and incur the additional 
consulting, set-up, and ongoing 
administrative costs? He’d probably 
be better served adopting one of 
the IRA based plans and then re-
evaluating his options when things 
change. 

There are also additional plan 
designs, including defined benefit 
plans or cash balance plans, and 
distribution options, like hardships 
or loans, that we have not 
discussed. 

In the end, it makes sense to at 
least begin with one of these 
three plans and engage a 
knowledgeable consultant if a 
qualified plan with add-on features 
is wanted. ◼ 

IRS Finally Says Back-Door Roths Are OK!

The long-running debate on 
whether a back-door Roth is 

legal is over. Yes, it’s legal.

Actually, the debate was over when 
the Congressional Conference 
Report for the Tax Cuts and Jobs 
Act said four times that the “back-
door Roth” was fine by them. Here 
is one of those statements:

"Although an individual with AGI 
exceeding certain limits is not 
permitted to make a contribution 
directly to a Roth IRA, the 
individual can make a contribution 
to a traditional IRA and convert 
the traditional IRA to a Roth IRA."

Remember that IRS is there to 
interpret the tax law as written by 
Congress. This was a gray area 
before only because it was not 
spelled out that the transaction 
was legal, which led some to 
say IRS could call this a step-
transaction.

Now that Congress spoke (back in 
December 2017), IRS has officially 
approved the back-door Roth and 
won’t challenge it, so it’s full steam 
ahead for those who qualify. 

Back-Door Roth IRA Basics

To review, the reason the back-
door Roth evolved was because 
of the income limits for making a 
contribution to a Roth IRA. Since 
there are no income limits on Roth 
conversions or on nondeductible 
contributions to traditional IRAs, 
the strategy was to first contribute 
to a traditional non-deductible IRA 
and then convert those funds to a 
Roth IRA, bypassing the Roth IRA 
contribution income limits. 

The funds actually go into the Roth 
as a Roth conversion, not as a Roth 
contribution. 

Also, not everyone qualifies for the 
back-door Roth. You still have to 

be eligible to make a contribution 
to a traditional IRA which is the 
first step in the back-door Roth 
process. 

Qualifying for a traditional IRA 
contribution means having earned 
income (except for a non-working 
spouse if filing a joint return with a 
spouse having the earned income) 
and not being over age 70½, 
since traditional IRA contributions 
cannot be made for the year one 
turns age 70½ or later years. 

In addition, keep in mind that the 
pro-rata rule applies, which means 
that part or all of the back-door 
Roth conversion might be taxable 
if there are other traditional IRA 
funds, including SEP and SIMPLE 
IRA funds. 

Note: The once-per-year 60-day 
IRA rollover rule does not apply to 
Roth IRA conversions. ◼
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State Laws Remove Ex-Spouse

In the recent case of Sveen v. 
Melin, U.S. Supreme Court, No. 

16-1432 (June 11, 2018), the Supreme 
Court ruled that life insurance 
proceeds would not go to an ex-
spouse, even though her name 
remained on the beneficiary form 
after their divorce. Instead, the 
Court said the Minnesota state 
statute removing an ex-spouse 
as a beneficiary upon divorce is 
constitutional and awarded the 
life insurance proceeds to the 
contingent beneficiaries, children 
from a prior marriage. This a life 
insurance case that could impact 
IRA beneficiary issues after 
divorce. 

The story began back in 1997 
when Mark Sveen and Kaye Melin 
tied the knot. The next year, Mark 
purchased a life insurance policy. 
He named Kaye as the primary 
beneficiary and his two children 
from a prior marriage as contingent 
beneficiaries. 

Mark and Kaye divorced in 2007. 
Their divorce decree made no 
mention of the life insurance policy, 
although it did award Kaye both 
their snowmobile and all-terrain 
vehicle. Mark never took any 
action to update or change the 
beneficiary on his life insurance 
policy. He died in 2011, and at the 
time of his death, Kaye remained 
as the primary beneficiary.

In 2002, Minnesota amended its 
state probate code, applying its 
revocation-upon-divorce statute 
to life insurance beneficiary 
designations. 

The statute provides that: 

“... the dissolution or annulment of 
a marriage revokes any revocable 
... beneficiary designation ... made 
by an individual to the individual’s 
former spouse.” (Minn. Stat. 
§524.2–804). 

The end result is that if one spouse 
names the other on a beneficiary 
designation form for a non-probate 
asset, such as a life insurance 
policy, their divorce automatically 
revokes that designation. The 
funds instead go to the contingent 
beneficiary. 

If one spouse names the 
other on a beneficiary 
designation form for a 

non-probate asset, ... their 
divorce automatically 

revokes that designation.

After Mark’s death, the children 
made a claim for his life insurance 
proceeds. They argued that the 
Minnesota statute revoked the 
designation of Kaye as the life 
insurance beneficiary when she 
and Mark divorced and that the 
proceeds should instead be paid to 
them as contingent beneficiaries. 

Kaye argued that she was entitled 
to the funds because the statute 
was not enacted until 2002 and 
Mark purchased his life insurance 
policies in 1998. She argued that to 
apply a statute that did not exist in 
1998 would be unconstitutional.

The insurance company filed an 
interpleader to establish whether 
the revocation-upon-divorce 
statute nullified this designation. 
The battle over life insurance 
proceeds between Kaye and 
her former stepchildren began 
in the District Court, went to the 
8th Circuit Court of Appeals and 
ended up in the Supreme Court.

Court Says the Revocation 
upon Divorce Law Is 

Constitutional

The Supreme Court held that the 
Minnesota statute revoking the 

ex-spouse as the beneficiary of 
the life insurance upon divorce 
is constitutional and that the life 
insurance proceeds should be paid 
to the contingent beneficiaries, his 
children.

The Court did not agree with 
Kaye’s contention that the 
retroactive application of the 
Minnesota statute violates 
the Contracts Clause of the 
Constitution. Justice Kagan wrote 
the opinion of the majority which 
starts with an explanation of the 
Contracts Clause. Simply put, the 
Contracts Clause restricts the 
power of the states to interfere 
with or disrupt contractual 
arrangements. It provides that:

 “[n]o state shall … pass any … 
Law impairing the Obligation of 
Contracts.” (U. S. Const., Art. I, s. 
10, cl. 1). 

To determine if a law crosses the 
constitutional line and violates 
the Contracts Clause, the Court 
has developed a two-step test. 
Step one asks whether the state 
law has “operated as a substantial 
impairment of a contractual 
relationship.” The Court never 
got to the second step because 
three aspects of Minnesota’s 
law, when considered together, 
defeated Kaye’s argument that the 
law “severely impaired” her ex-
husband’s life insurance contract. 

First, the Minnesota statute is 
designed to reflect a policyholder’s 
intent. The intent of most 
individuals after a divorce would be 
to disinherit their ex-spouse.

From the Court:
"A person would as little want 
his ex-spouse to benefit from 
his insurance as to collect under 
his will. Or said otherwise, the 
insured’s failure to change the 
beneficiary after a divorce is 

U.S. Supreme Court Rules That State Laws Removing  
Ex-Spouse as Beneficiary Work



TO ORDER: CALL (877) 337-5688 OR VISIT IRAHELP.COM | ED SLOTT’S IRA ADVISOR • AUGUST 20186

State Laws Remove Ex-Spouse

more likely the result of neglect 
than choice. And that means the 
Minnesota statute often honors, 
not undermines, the intent of the 
only contracting party to care 
about the beneficiary term. The 
law no doubt changes how the 
insurance contract operates. But 
does it impair the contract? It 
accomplishes quite the opposite 
for many policyholders." 

Second, the law is unlikely 
to disturb any policyholder’s 
expectations at the time the 
contract was signed. The Court 
noted that it is unlikely people are 
thinking much about divorce when 
they purchase a life insurance 
policy, and if they do think about 
it, it is unlikely they can predict 
what will happen to the policy. The 
Court noted that in a divorce all 
bets are off as to who gets what. 

“The house, the cars, the sporting 
equipment are all up for grabs ... 
And (what matters here) so too 
are the spouses’ life insurance 
policies, with their beneficiary 
provisions.” 

In other words, the state law does 
nothing that any divorce court 
couldn’t go ahead and do anyway.
And third, the statute merely 
provides a default rule. It only 
applies if a policyholder does not 
update the beneficiary form. If the 
policy holder did update the form, 
nothing in the law would stop him 
from going ahead and renaming 
an ex-spouse after a divorce.
Justice Gorsuch was the lone 
dissenter. According to Gorsuch, 
the Minnesota law interfered with 
private contracts too much to pass 
Constitutional muster. 
Interestingly, Gorsuch and several 
women’s rights legal groups found 
themselves on the same side of 
this legal dispute. Several of them 
filed a brief with the Supreme 
Court arguing that state statutes, 
such as Minnesota’s, harm women. 
Statistically, women are less likely 

to own assets like life insurance 
policies or IRAs and are more 
likely to have their retirement 
security threatened by laws that 
automatically remove a beneficiary 
upon divorce.

What does this Supreme Court 
ruling mean for those beyond the 
Gopher State? 

Well, Minnesota is not alone in 
enacting a law which revokes 
beneficiary designations upon 
divorce for all sorts of non-probate 
assets. Currently there are 25 more 
states that have such statutes 
on the books. While these laws 
do vary a bit from state to state, 
this ruling by the Supreme Court 
means that for the most part, 
state statutes revoking beneficiary 
designations are here to stay.

About IRAs... The Lazar Case

While the Sveen case dealt 
specifically with a life insurance 
policy, state statutes that revoke 
beneficiary designations upon 
divorce can affect IRAs. Just as 
the ex-spouse was removed as the 
life insurance beneficiary in the 
Sveen case, an ex-spouse who was 
named as an IRA beneficiary could 
be removed by a state statute. 

In the case of Lazar v. Kroncke, 
Case No. 15-15078, 9th Cir. Court of 
Appeals, (July 14, 2017), cert. denied 
June 18, 2018, the Ninth Circuit held 
that an Arizona statute removing 
an IRA beneficiary upon divorce 
passed constitutional muster and 
awarded the funds to the IRA 
owner’s estate. In this case the IRA 
was established in 1992 and the 
Arizona law was passed in 1995, 
which lead to a challenge similar to 
the one in Sveen that the Contracts 
Clause had been violated. As in 
Sveen, the state statute prevailed. 

On June 18, 2018, after issuing their 
ruling in the Sveen case, the U.S. 
Supreme Court refused to hear the 
appeal in the Lazar case. By letting 
the lower court’s decision stand, 

the Supreme Court made it clear 
that state revocation upon divorce 
laws work and can apply to IRAs.

The Supreme Court made it 
clear that state revocation 

upon divorce laws work and 
can apply to IRAs.

ERISA and Federal Preemption

While the Sveen case is a 
victory for state statutes like the 
Minnesota one, things are very 
different when federal law comes 
into play. In the case of Egelhoff v. 
Egelhoff, 532 U.S. 141 (Mar. 21, 2001), 
the Supreme Court made it clear 
that when it comes to employer 
plans, ERISA is the law of the land. 
In Kennedy v. Dupont, 129 
S.Ct. 865 (2009), an ex-spouse 
remained named on an employer 
plan beneficiary form after a 
divorce. The Supreme Court 
said that meant she got the plan 
money. According to the Court 
the bottom line is that ERISA 
requires that a plan pay the funds 
to the beneficiary named on the 
beneficiary designation form.
Federal law preemption beyond 
ERISA can be seen in another 
case involving life insurance. In 
Hillman vs. Maretta, U.S. Supreme 
Court, 133 S. Ct. 1943 (2013), the 
Court ruled that a decedent’s ex-
spouse, who was still named as his 
beneficiary, was entitled to receive 
his federal life insurance benefits, 
despite the fact that a state law 
said that an ex-spouse is removed 
as the beneficiary after divorce. 
The Court said that in this case, 
the state law interfered with federal 
law and that federal law prevailed. 
Notably, the Court did not say that 
state statutes can’t be applied to 
other assets with death benefits 
when there are no competing 
federal laws. In Sveen, the Supreme 
Court did exactly that with a life 
insurance policy. ◼
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As the Baby Boomer generation 
ages, advisors will be working 

more with clients in the distribution 
stage of their portfolios. Advising 
on IRA distributions can be more 
challenging than advising on 
accumulation.
If clients save substantial amounts, 
invest in a well-diversified portfolio, 
and focus on tax-advantaged 
accounts, accumulation success 
may be obtained. Portfolio 
drawdown, however, can be 
handled in multiple ways. 

The Rise of Risky Strategies

Recent events are affecting 
distribution planning. For years, 
advisors had anticipated adoption 
of the Department of Labor’s 
(DOL) fiduciary rule, which may 
have led to conservative strategies. 
Now, the DOL rule has been 
banished. Some advisors, 
therefore, are pursuing aggressive 
distribution strategies that they 
might not have considered.
Unfortunately, some of the 
suggested remedies will 
figuratively leave clients cast away 
on Gilligan’s Island without the 
level-headed Professor. Three 
years into the deal, the advisors 
may be gone, and clients will be on 
their own.
Among the potentially aggressive 
strategies are “IRA rescue” 
arrangements. The underlying 

idea is that traditional IRAs and 
other tax-deferred plans need to 
be rescued because withdrawals 
could be heavily taxed.
A common solution is to move 
money from IRAs, pay tax, and 
use the net amounts to buy life 
insurance. The policy’s death 
benefit will be free of income tax, 
in most cases, while cash value 
policies may also deliver tax-free 
growth and tax-free income for the 
owner’s retirement.
For example, I represent a couple 
who bought life insurance on 
the wife, who is younger and 
qualifies for a lower premium. This 
happened before they asked me 
for advice.

Among these potentially 
aggressive strategies are 

“IRA rescue” arrangements. 

Their plan called for them to 
take large distributions from the 
husband’s traditional IRA over 
three years, putting the money 
into life insurance. The cash value 
was low, and the death benefit 
was extremely high. (The high 
death benefit increased the agent’s 
commission.)
After three years, the insurance 
would go from an increasing to 
a level death benefit. The policy 
would have more cash value and 
a lower death benefit. At this point 
the husband’s traditional IRA will 
be virtually stripped, so taxable 
RMDs wouldn’t be a future issue. 
The plan was to borrow money 
from the policy, tax-free, and use 
those dollars to pay the tax on the 
IRA withdrawals. 
According to the policy illustration, 
the anticipated cash value would 
grow substantially, without being 
subject to income tax. The clients 
could take additional tax-free 
loans, if money was needed, or 

leave the policy alone to provide 
a tax-free death benefit to the 
beneficiaries.

Costly Errors

When used correctly, life insurance 
often can play a valuable role. 
However, I was alarmed when 
I looked closely at this plan. 
The agent’s commission and 
other costs weren’t disclosed. I 
calculated that total expenses went 
well into six figures, over 50% of 
the first-year premium!
In addition, an IRS examination of 
this transaction might conclude 
that my clients owned a modified 
endowment contract (MEC), rather 
than a life insurance policy. If so, 
supposedly tax-free policy loans 
could be subject to income tax. 
In the proposal, the idea of the 
contract being recast as a MEC, 
with adverse tax consequences, 
wasn’t mentioned.
Yet another issue is that a life 
insurance policy illustration may 
show compound cash value 
growth beyond reasonable 
expectations. Lower cash value 
growth could produce a poor 
outcome, and the structure of this 
deal left no practical way to save 
the policy. 

The Roth Rationale

Other approaches to IRA 
distribution planning can be safer 
and potentially more profitable. I 
often suggest that clients use Roth 
IRAs.
Suppose that Jack and Rita have a 
total of $800,000 in their traditional 
IRAs. Their taxable income is 
around $200,000 a year. With 
current tax rates, Jack and Rita 
could convert $80,000 annually of 
their traditional IRAs to Roth IRAs 
and stay in the 24% tax bracket. 
They would owe $19,200 a year 
in federal income tax on these 
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conversions, which they can afford to 
pay with non-IRA dollars.

After 10 years of such conversions, 
this couple would empty their 
traditional IRAs and avoid further 
RMDs. Their IRA money would be on 
the Roth side, where they can invest 
in a portfolio that matches their risk 
tolerance and return goals. After five 
years and age 59½, Roth IRA owners 
can withdraw any amount, free of 
income tax. This could help Jack and 
Rita enjoy a comfortable, low-taxed 
retirement.

Among their options, Jack and 
Rita could use tax-free Roth IRA 
distributions to buy life insurance, 
payable to their children or 
grandchildren. This would ensure 
a substantial legacy to loved ones, 
income tax-free. Interested clients 
could choose a life insurance policy 
with a guaranteed death benefit. 
The policy also might provide 
lifetime cash for treatment of a 
chronic illness or long-term care, if 
necessary.

Canceling the Contract

In the situation I mentioned, where 
the client went into an IRA rescue 
plan, I discovered what had occurred 
when the insurance policy could still 
be canceled. Following my advice, 
the client canceled the policy and 
put the money withdrawn from the 
traditional IRA into a Roth IRA since 
they were within the 60-day rollover 
period. 

We expect to use a Roth IRA 
investment and distribution plan, 
including the purchase of a desirable 
life insurance policy. This plan is 
likely to be less costly, less taxing, 
and possibly more rewarding than 
the original IRA rescue plan.  

The client situation mentioned in this 
article, where a couple agreed to 
an IRA rescue plan, is by no means 
unique. Some life insurance agents 
and some advisors are pursuing 
possibly questionable strategies, 
now that the hesitancy caused by 

the DOL fiduciary rule has subsided. 
Thus, advisors might be approached 
by insurance agents who are 
advocating such IRA rescue routes. 
Or, clients might announce that 
they already have taken such a step, 
perhaps on the advice of another 
advisor.

In order to serve retirees and clients 
who are approaching retirement, it’s 
vital to be aware of the questionable 
plans being circulated. You should be 
prepared to review such proposals 
and provide a realistic appraisal.

I believe that the road to H*** may be 
paved with bad IRA distributions. By 
taking the time to evaluate too-good-
to-be-true proposals and suggesting 
lower-risk alternatives, you can put 
your clients on a better path. ◼ 

Walter Pardo is the CEO of Wealth 
Financial Partners & WFP Tax 
Partners. He is a Certified Wealth 
Strategist® and Professional Plan 
Consultant® with Series 7, 66 and 63 
licenses. Walter is licensed in: AZ, 
CA, CT, FL, KS, OH, NY, NJ, IL, PA, 
SC, and TX, and VA. He also holds 
active life and health Insurance 
licenses in NJ, NY, IL, KS and CA 
(Insurance Lic# 0E05940). He is a 
member of Ed Slott’s Master Elite 
IRA Advisor GroupSM.  
 
Walter resides in central New Jersey 
with his wife, Suzanne, and two 
daughters, Isabel and Natalie. Walter 
is very active in his community and 
currently serves on the Board of 
Trustees of Loyola Jesuit Center in 
Morristown. He may often be found 
trying to reduce his handicap at 
Hawk Pointe Golf Club or playing the 
piano at home with the family. You 
may reach Walter via email at  
info@walterpardo.com or by 
phone at (877) 714-2362. For more 
information, visit wfp-taxes.com and 
wealthfinancialpartners.com. 
 
Walter Pardo is a registered Representative offering securities 
and advisory services through Independent Financial Group, 
LLC (IFG), a registered broker-dealer and investment advisor. 
Member FINRA/SIPC. Wealth Financial Partners, LLC and IFG 
are unaffiliated entities. OSJ: 12671 High Bluff Dr. Suite 200 San 
Diego, CA 92130.
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