Whatever Happened to The ROTH IRA?

Optimize your client’s IRA’s by utilizing a combination of Life Insurance and a ROTH IRA.

What Is The Strategy?

At the death of an IRA owner, the surviving spouse will roll over the IRA, converting it to a ROTH IRA, thus creating a tax-free income for the surviving spouse and children.  Prior to the IRA owner’s death, life insurance will be purchased to provide liquidity for payment of the income taxes generated by the conversion.  The perfect prospect would be a married couple nearing or in retirement, with children, who have $200K or more in IRA assets and $100K or less in Adjusted Gross Income (AGI).

Important Planning Issues to be Aware Of!

1.The original IRA owner must be insurable.  2. The spouse must be the IRA beneficiary.  3.Either the IRA owner or spouse will purchase life insurance on the IRA owner’s life.  4.The IRA owner can take distributions from the IRA to pay the life insurance premiums or make gifts to the spouse for the premium payment.  The distributions will be income taxable and if the owner is under 59 ½ an additional 10% penalty will be assessed.  5.The conversion may take place only if the spouse’s AGI is less than $100K.  The spouse will need to wait five tax years before they can access funds from the ROTH income tax-free.  6. The conversion will trigger income tax but not penalty tax and the spouse will use the life insurance proceeds to pay the related income taxes.

Why Is This Planning Strategy Effective?

After conversion, the ROTH is not subject to minimum distribution rules during the owner’s life 

(i.e. Spouse’s) lifetime.  If the money is not taken from the ROTH until after the five-taxable-year wait period, it will not be subject to income tax.  At the surviving spouse’s death, the children will have to take distributions based on their life expectancy but will not recognize any income tax related to the distribution.

Putting The Whole Plan Together

Joe and Janice, our client, have an IRA currently valued at $1M.  They are both 72 and have two children ages 46 and 43.  They do not need the IRA for current income.  We will assume they are taking their required minimum distributions (RMD) and the IRA is growing at 6% annually.  Assuming Joe dies in year 15, his spouse would roll over the projected $1.1M value into her own IRA on a tax-free basis.  Once it was her IRA, she could convert it to a ROTH, which would trigger income tax of approximately $335K, assuming a combined 30% federal and state income tax bracket.  In order to provide liquidity for the conversion, a $400K UL policy guaranteed to 100 for about $16K/year can be purchased on a male age 72 at standard rates.

Once the conversion has taken place and after the five-taxable-year period, Janice could access the ROTH and pay no income taxes on distributions.  After her death, her children would be required to take a distribution annually based on each child’s life expectancy.  Continuing with a 6% interest rate and assuming Janice dies eight years after Joe and took no additional fund withdrawals from the ROTH IRA, this ROTH IRA could provide over $1M in tax-free distributions to each child for their life expectancy.

We enjoy providing useful sales ideas that are meaningful in real-life situations.  If you would like other meaningful techniques to help you make more money, please contact us.  
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