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Ruminations on Tax-Efficient Spend-Down

Optimizing distributions from accounts can improve outcomes in two situations. The first issue is
how to spend down a portfolio in retirement when the portfolio is comprised of Traditional IRA-
type assets with little to no basis, Roth IRA-type assets, and assets in a taxable account. The second
situation is when an individual is inheriting an IRA and needs to determine under what method to
take the RMDs (Required Minimum Distributions). For simplicity throughout, “IRA” means any
accounts with Traditional IRA-type tax treatment, “Roth” indicates accounts with tax-free
withdrawals, and ‘““T'axable” means, well, taxable accounts.

Optimal Spending Order for Accounts with Different Tax Treatments

What spending order is optimal for a retiree who is older than 592 having three types of accounts: a
taxable account, a Roth IRA, and a traditional IRA with no basis?

The default order is:

1) Taxable (preserves tax deferral in the other accounts)
2) IRA (no RMDs on the Roth, so this reduces future RMDs by taking the funds now)
3) Roth

In other words, the taxable account should be exhausted before drawing down the IRA which in
turn should be exhausted before drawing upon the Roth. There are exceptions to the default order
however:

1) 1If there is a taxable estate, spend the IRA first. The income taxes paid on the withdrawals
are no longer in the gross estate to be estate taxed. Inheritors of IRD property (which this
is) do get an income tax deduction for estate taxes attributable to the amount of the
withdrawal. This is a deduction (not reduced by 2% of AGI, but still on the Schedule A),
not a credit. Thus this helps mitigate the effect of paying estate taxes on the income taxes
that will be paid in the future, but it does not make it equivalent. Short answer — it still
makes sense to spend the IRA first if there is a taxable estate.

2) If the heirs are in a lower tax bracket, spend the Roth before the traditional IRA. It is better
to have the heirs pay taxes on withdrawals at a lower rate.

3) If the income tax bracket is expected to decrease, spend the Roth first, leaving the IRA
withdrawals for when they will be taxed less.

4) To the extent the assets in the taxable account have a low basis and/or the ownet's life
expectancy is short, it may be prudent to leave the assets untouched for a step-up in basis
rather than sell them to live on.

Frequently, several of the exceptions may apply simultaneously giving conflicting recommendations.
For example, if exceptions 1 and 2 both apply (taxable estate and heirs in a lower tax bracket), the
decision must be worked out, and it is complicated. It depends on the degree of difference in the
respective income tax rates, the probable withdrawal schedule, etc.

Optimal RMDs from Inherited Retirement Accounts

The table below shows three categories of heirs (the rows) and the distribution options available
when the decedent has passed away either before or after their RBD (Required Beginning Date).
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(Technical note: The RBD is generally April 1% of the year following the year in which the owner
turns 7072, but there is an exception for someone who is still working, if they own less than 5% of
the employer, and if the retirement plan is tax advantaged but not an IRA. In that case, RMDs may
be delayed until actual retirement.)

Required Minimum Distributions

Beneficiary Before RBD After RBD
Spouse 1,3,4,0r6 1,3,0r5
Other Individual 2or4 2o0r5
Non-Individual 4 5

Distribution Options:

Rollover to beneficiary's own IRA

Take distributions over the non-recalculated life expectancy of beneficiary

Take distributions over the recalculated life expectancy of beneficiary

Distribute 100% within 5 years after year of death

Continue on decedent's existing payout schedule without recalculation of life expectancy
Take no distributions until the year the decedent would have attained 70.5

ok whE

About 95% of the time (while I made up that statistic, it is approximately correct) the optimal
solution is to roll over IRAs to the spouse's own IRA (option 1) or take distributions over the heir's
life expectancy (option 2). This is so common that many times even financial advisors may not
realize there are other options that are more advantageous. The defaults normally work because the
heir is usually younger than the decedent and, if a spouse, older than 59%2. Here are the exceptions:

1) If the decedent at the time of death was younger than the beneficiary spouse and had not yet
reached the RBD, do option 6. Then, when the decedent would have been 70%2, change to
option 1.

2) If the beneficiary spouse needs funds from the IRA prior to reaching 59'2, do option 3.
Then, when the beneficiary spouse turns 592, change to option 1.

3) 1If both the decedent and the beneficiary are beyond the RBD, and the beneficiary is older
than the descendent, do option 5. The RMD under option 5 will be lower initially than
under option 1. However, this will change eventually (the amounts of the RMDs cross at
some point because one life expectance is recalculating and the other is not), and at that
crossover point, the beneficiary should switch to option 1.

Option 4 is the emergency bailout option when RMDs were missed the first few years. Given the
50% penalty for not taking RMDs, withdrawing everything prior to the end of the 5th year might
make sense.
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Notes:

The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP®, CFA®. Mr. Hultstrom is the
president of Financial Architects, LLC, a financial planning and wealth management firm. Questions or
comments are welcome. He may be reached at (770) 517-8160 or David@FinancialArchitectsLLC.com.

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change
without prior notice and we are under no obligation to update the information to reflect changes after the
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted upon without obtaining specific legal, tax,
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is
not an offer, solicitation, or recommendation to purchase any security or the services of any organization.
Forecasting represents predictions of market prices and/or volume patterns utilizing varying analytical data. It
is not representative of a projection of the stock market, or of any specific investment. The foregoing represents
the thoughts and opinions of Financial Architects, LLC, a registered investment advisor. Your mileage may vary.

This report was originally written in July, 2009 and was last reviewed/updated in January, 2010.
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