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The $125,000 Solution: The Tax-Free Lifetime Income Stream 

Introduction 

Perhaps one of the most misunderstood and under-utilized financial strategies available today is what I call the 

$125,000 Solution.  

Since 1980, more than a million Americans have used this strategy to: 

• Pay for living expenses from an (optional) lump sum, instead of their retirement nest egg… 

• Pay off their home mortgages, or even purchase second homes… 

• Fund their golden years and have the retirement they deserve… 

However, one million Americans who know about this strategy doesn’t seem like nearly enough, especially 

when you consider that the current population of the U.S.A. is more than 300 million.   

The solution I’m talking about is a Reverse Mortgage (also known as a home equity conversion mortgage, or 

HECM). 

Most folks who have heard of reverse mortgages probably have a lot of preconceptions about them – and how 

they work. I’m also going to bet that most of them are dead wrong.  

So, in the following pages, I’m going to attempt to set the record straight. Hopefully, the information found 

below will help you decide if getting a reverse mortgage is a smart decision for you, your family, and your 

house. 

What Exactly Is a Reverse Mortgage? 

In short, a reverse mortgage is a type of home loan that allows homeowners to convert a portion of the equity in 

their home into cash, which they can then withdraw and use for whatever purpose they desire.  

Available through an FHA-approved lender, reverse mortgages are increasingly used by seniors to supplement 

Social Security, or to pay for unexpected medical expenses and home improvements.  

Because this type of loan is often misunderstood, though, it’s important to first sort through the clutter and 

distinguish fact from fiction.  

Here’s how HUD (the agency that regulates and guarantees the loans) describes reverse mortgages: 

“The equity that you built up over years of making mortgage payments can be paid to you.  However, 

unlike a traditional home equity loan or second mortgage, reverse mortgage borrowers do not have to 

repay the loan until the borrowers no longer use the home as their principal residence or fail to meet the 

obligations of the mortgage.” 

In a reverse mortgage, a lender makes a loan to the homeowner. Neither principal nor interest on the loan needs 

to be paid until the homeowner dies, moves, or sells the home. The loan and interest are paid off from proceeds 

of the sale of the home. The loan proceeds are tax free and do not affect eligibility for other benefits. 

Here’s an example to help you picture this better. The median home price in America today is about $200,000. 

For the sake of this argument, let’s assume your home’s value is at least 25% higher than that – $250,000.   

Even if you haven’t entirely paid of the mortgage on your current house, you could get a reverse mortgage loan 

equal to 50% of the home’s value, or $125,000. Actually, that estimate may be on the conservative side. 



4 

 

Note: Before you go thinking about getting a 50% loan on your multi-million-dollar mansion, know that the 

government put a cap on how big a reverse mortgage could be. The maximum equity value that will be 

considered for 2019 is $726,525.  

Reverse mortgage proceeds can be received in a lump sum, fixed monthly payments (for your lifetime or a set 

number of years), or a line of credit to be tapped as needed. Taken as a line of credit, interest accrues only on 

the amount actually borrowed, not on the entire amount authorized. 

In general, reverse mortgages are guaranteed by the Federal Housing Administration. That means the lender is 

guaranteed to receive payment of the principal and interest, even if they exceed the final value of the home.  

Disadvantages of Reverse Mortgages 

So far, I’ve explained briefly how a reverse mortgage works and what to expect. Doesn’t sound so dangerous, 

right? Here are some more things you should know about them, though: 

1) You cannot borrow the entire value of the home. The lender for a reverse mortgage wants to make a profit 

on the loan, so the eventual sale price of the home must cover the loan principal, accrued interest, and perhaps 

the upfront costs of the loan.  

As a result, you will only be able to borrow a portion of your home’s value. 

2) The amount of the loan can vary. The amount depends on current interest rates, the borrower’s age, and the 

value of the home in question. 

Lower interest rates mean a potential increase in the value of the loan, whereas higher rates can possibly lower 

the value. Also, be aware of your age, as the older you are, the higher the maximum loan amount can be. 

3) Associated costs. This is the major disadvantage of a reverse mortgages, especially when the upfront costs 

and fees are factored in. 

Associated costs can include: 

• An origination fee. FHA-guaranteed loans can charge up to the greater of $2,500 or 2% of the first 

$200,000 of the home’s value, plus 1% of the value over $200,000 up to a maximum fee of $6,000.  

• An initial mortgage insurance premium, which is a flat 2% of the loan amount.  

• Closing costs and costs associated with other mortgages (such as appraisal fees and surveys), which can 

be 1% to 2% of the loan amount. The closing costs depend on the lender and the prevailing practices in 

your area.  

• Monthly loan servicing fee. After the loan closes, most lenders charge a monthly servicing fee of about 

$35. There can also be an annual mortgage insurance premium of 0.5% to the interest rate 

If you factor all these costs together, they amount to about 6%, or more, of the total FHA loan amount. That’s 

potentially tens of thousands of dollars in fees.  

Thankfully, these upfront costs don’t have to be paid in cash and can become part of the loan, but again, doing 

that will reduce the amount of cash you can borrow, and you will be accruing interest on those costs since they 

become part of the loan. 

Alternatives to Reverse Mortgages 

Because of the pricey additional costs, and other factors, a potential reverse mortgage borrower should first 

consider other alternatives. For example: 
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• Many areas allow senior citizens either to reduce real estate taxes or defer payment until the home is 

sold. Taking advantage of this break can increase cash flow.  

• Consider other loans. Regular home equity loans usually have much lower upfront costs and lower 

interest rates. The disadvantage is that repayment must begin right after the loan is made.  

• Consider selling the current home and move into a lower-cost home. The excess proceeds from the sale 

of the first home can be used to pay bills or be invested, with the income used to pay for living 

expenses.  

Also, consider that some lenders offer reverse mortgages that are not FHA-guaranteed. These loans have no 

maximum amount, so they are appropriate for those whose home values exceed the FHA lending limit. 

Additionally, they might have lower costs because borrowers aren’t paying for the FHA insurance.  

My bottom line: Do your research. The benefits and risks of a reverse mortgage should be carefully weighed 

against each other and viewed in light of your own situation. 

Advantages to Reverse Mortgages 

Okay, now let’s cover why reverse mortgages are something more people need to learn about. We’ve covered 

the basics of a reverse mortgage and covered some reasons to stay away from them, but it’s time to leave the 

negativity behind. 

1) A homeowner can be allowed to “age in place.” This is the single biggest benefit of reverse mortgages. 

More specifically, a reverse mortgages lets the person who took out the loan remain in their family home for as 

long as they wish. As the loan money can be used for whatever purpose the homeowner desires, this can be for 

house repairs or upgrades to the existing structure, such handicap access. Older generations are often quite 

attached to the spot they lived in, often for decades, and the ability to repair and upgrade the house as one ages 

can go a long ways in providing peace of mind and a sense of belonging. 

2) The homeowner can meet the soaring costs of getting older. We already mentioned the ability to conduct 

major repairs and upgrades to the house, but the cash from the reverse mortgage can also help cover medical 

expenses, vehicle costs, and other related things. 

To put it simply, the extra income you receive from this solution could mean the difference between living out 

your golden years to the full and working until you’re 80 to make ends meet. 

3) Reduce risk while maximizing income. A reverse mortgage moves more of your tax-advantaged dollars 

into your later years, which is when you need it.  

These days, there are ways, but also more laws, to take into account when planning for retirement. While this 

strategy isn’t right for everyone, there is clear demand among U.S. homeowners approaching or at retirement 

age.  

For example, many widows and divorcees can benefit financially from a reverse mortgage if they have lower 

Social Security, 401(k) or IRA benefits.  

Again, do your research. Carefully consider your own present (and future) situation to see if a reverse 

mortgage could help you. 
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What Are the Qualifications to Take out a Reverse Mortgage? 

To take on a reverse mortgage, you must: 

• Be at least 62 years of age.  

• Own your home outright, or have a low mortgage balance that can be paid off at closing with proceeds 

from the reverse mortgage.   

• Live in the home (primary residence). 

• Have the financial resources to pay ongoing property charges (including taxes and insurance). 

• Receive free or low-cost consumer information from an approved counselor before obtaining the reverse 

mortgage loan. 

How a Reverse Mortgage Can Generate up to 76% MORE Than Social 

Security Each Month: 

This is a simple, yet effective, strategy that can be broken down into only 2 steps.  

Step #1: 

Delay Social Security payments. This step is often lost on a majority of retiree-age Americans, but it can really 

pay off. 

Simply put, by waiting longer, you get MORE.  

For each year that you delay payments, instead of receiving Social Security at age 62, you’ll get a higher 

amount. Actually, your benefit increases by 8% for every year that you delay receiving benefits.  

If you wait to receive benefits until age 70, eight years of compounded payment increases means you net 76% 

more money each month (than if you started at age 62). In other words, you receive the maximum allowable 

benefit.  

Step #2: 

The “Social Security Swap-Out.” 

By taking out a reverse mortgage, you can use the extra cash as a powerful money machine in place of normal 

Social Security payments. 

So, delay Social Security payments starting at age 62 and let the money compound by 8% each year. 

Meanwhile, take out a reverse mortgage and use that tax-free money to pay your monthly living expenses. 

Once you’re ready to start receiving Social Security payments, you can even stop the reverse mortgage 

payments and have significantly higher income due to all the years you waited. 

That’s all there is to it. Simple and effective. 
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The Social Security “Mulligan”: 

How to Get “Bonus” Income Stream (Even If You’re Already Getting Social 

Security) 

If you have been receiving Social Security payments for LESS than 12 months, you can essentially cancel your 

Social Security and pay it back to Uncle Sam.  This money will come back to you later, but at higher monthly 

payments since you’ll be older.   

Alternatively, if you have been getting Social Security for MORE than 12 months, you can suspend your Social 

Security benefits for the time being and receive credit for this period of delay. For example, if you’re 68 and 

wish to suspend your SS payments until age 70, you’ll get a higher benefit at that time. 

Some Facts About Reverse Mortgages 

• The average reverse mortgage borrower is a single woman age 75 or older.  

• For a married couple, the age of the youngest borrower determines how much you can borrow.  

• For homes worth more than $625,500, the reverse mortgage premiums and principal limit factors apply 

only to the first $625,500. (This limit is indexed for inflation and is $726,525 for 2019.) 

• It is still possible for reverse mortgage borrowers to foreclose on their homes (you must continue to use 

it as your principal residence, pay property taxes or insurance, and keep your home in good repair). 

• As of 2015, new rules require applicants to complete a lender financial assessment (to include credit 

reports, mortgage payment history and household debt). 

• It’s often a good idea to hire a reverse mortgage counselor to help review the short- and long-term 

benefits, the potential downsides, and the loan itself (in the context of your financial situation). 

• Be cautious of reverse mortgage scams and unsolicited offers, and contact HUD at 1-800-347-3735 if 

you wish to file a complaint.  

Reverse Mortgage Lenders 

Here are some reputable reverse mortgage lenders for your consideration:  

(Keep in mind that not all of these lenders do business nationwide, and also note that I receive no financial 

compensation from any of the following).   

All Reverse: https://reverse.mortgage/ 

Signet Mortgage: http://www.signetmortgage.com/ 

First Bank: https://firstbankreversemortgage.com/ 

Retire Secure: http://retiresecurenow.net/ 

Goldwater Bank: https://www.goldwaterbank.com/  

Longbridge Financial: https://longbridge-financial.com/ 

Centennial Home Mortgage: http://www.centennialmtg.com/ 

 

 

https://reverse.mortgage/
http://www.signetmortgage.com/
https://firstbankreversemortgage.com/
http://retiresecurenow.net/
https://www.goldwaterbank.com/
https://longbridge-financial.com/
http://www.centennialmtg.com/
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Additional Resources 

For more information on reverse mortgages, consider these sources: 

AARP (800-687-2277 or www.aarp.org/revmort) for its booklet Home Made Money: A Consumer’s Guide to 

Reverse Mortgages. 

National Council on Aging: 202-479-1200 or www.ncoa.org 

Fannie Mae (800-732-6643) and its Home Keeper loans 

National Reverse Mortgage Lenders Association at 866-264-4466 or www.reversemortgage.org 

www.ltccounselor.org 

The 10 Most Common Estate Planning Mistakes and How to Avoid Them 

Post President Trump’s Tax Cut and Jobs Act of 2018 

Introduction 

Do you remember the short story of Rip Van Winkle as told by George Washington Irving?  Van Winkle goes to sleep 

after a game of bowling and much drinking in the mountains with a band of dwarves. He awakens twenty years later, 

an old man. Back home, Rip finds that all has changed: his wife is dead, his daughter is married, and the American 

Revolutionary War has taken place. 

Since the passage of the Taxpayer’s Relief Act of 2012 and now with President Trump’s surprising victory, and his 

tax cut and jobs act, the majority of wealthy Americans are using Rip Van Winkle as their role model.  It seems that 

because estate tax exclusions per individual is over $11 million until 2026, they are content to sleep it off and wait 

until they wake up to do any estate planning.  BIG MISTAKE! 

First and foremost, estate planning is much more than just federal estate taxes.  It is the premeditated decision to 

determine who gets what, when they get it, and how they get it.  It is a true act of love and respect for those we leave 

behind.  But if it is so important, why do 72% of today’s affluent avoid estate planning altogether?   

There is a litany of reasons, but top on the list is procrastination.  Estate planning isn’t an exciting task – that’s true – 

but it’s vital to the sanctity of the family.  Archeologists have proven the ancient Egyptians wrong – YOU CAN’T 

TAKE IT WITH YOU!  We all need an estate plan.    

Second, estate planning appears confusing. Considering that the estate and pension tax laws have changed four times 

in the last five years, it’s no wonder we are dumbfounded and frozen.  But putting off the inevitable is dangerous.  

Third, on the surface, with all the political rhetoric we heard during the election, it would appear that estate planning 

is all about taxes.  That is a huge lie.  The truth is, under the current federal tax laws, with the tax exemption now at 

$11,200,000 for individuals and $22,400,000 for married couples, only a tiny fraction (.001 – 1,500) of Americans 

have the blessed problem of paying any estate taxes.  We all should be so fortunate. 

Even if Congress were to leave things alone, which they won’t, because of the 2026 Sunset Provision we all need an 

estate plan.  A directive for your family to follow that is coherently created with love and concern for their future is 

http://www.ncoa.org/
http://www.reversemortgage.org/
http://www.ltccounselor.org/
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critical.  It shouldn’t be drafted on a napkin on your last day upon the earth.  Upon death, legal fees, income taxes, 

federal estate taxes, state inheritance taxes and other estate settlement costs can strip away more than 70% of the assets 

intended for your family.   

Proper planning is a requirement to create a meaningful, effective plan, and that takes time and action. 

During my 46 years of planning estates of all sizes I have encountered mistakes that are repeated time and time again.  

In this book I identify the TEN mistakes that, in my opinion are the most grievous and the most common.  Fortunately, 

they are easy to avoid.  What follows is an overview of these errors, along with viable solutions that can be 

implemented so that when you pass on, your estate ends up where it belongs – in the hands of your loved ones. 

My overall goal in providing this education is to make the complex easy to understand and motivate you into action. 

Rip Van Winkle is a tale about an old man ill prepared for his departure, but a man who gets a second chance to make 

things right even after a long sleep.   

Wake up!  Switch off the “snooze button” and take affirmative action.  With the current favorable tax laws, a new 

president that wants to also keep his wealth in his family, and a surging economy, it is time to make your move. 

Your legacy depends on it.  Procrastination is dangerous to your wealth!  

Mistake 1: Failure to have any plan at all, or having an antiquated or improper plan. 

We often hear of families torn apart because a parent or grandparent fails to predetermine who gets what.  “She wanted 

me to have it,” claims one child.  “No she didn’t, she promised it to me,” retorts another.  Who is right?  Only the 

deceased knows for certain.  Too bad she didn’t write it down.  Too bad she didn’t take a few minutes to let her true 

wishes known.  

At a time when we want the best feelings to exist, when we want them to find comfort in each other’s arms, family 

members, out of selfishness, can foster the worst traits in the spectrum of human emotions.  Anger, envy, jealousy – 

even hate – can be found when confusion is wrought because of a failure to preplan the distribution of even the most 

modest estate.  Sins of omission are still sins.  

Antiquated plans are just as problematic.  A will drawn up 10 years ago is unlikely to reflect your current situation.  

Think of how much happens during that time.  In fact, I have seen more problems resulting from outdated wills than 

any other situation.  New marriages, new domiciles, new tax laws, growth, more children and grandchildren, retirement 

income, new investments; the reasons to update your plan are endless.  Anyone who has a will or a revocable living 

trust that hasn’t been reviewed since the passage of the Taxpayer’s Relief Act of 2012 is asking for serious trouble.  

At a minimum, all estate planning documents should be reviewed every five years. 

Improper plans also create problems, such as do-it-yourself kits that are never completely finished, non-funded 

revocable living trusts and/or multiple conflicting wills.  All you accomplish with an improper plan is create confusion, 

making life difficult down the road for your heirs thus encouraging disputes. 

Solution 

The way to rectify these problems is to follow Nike’s advice: “Just do it!”  But do what?  Where do you start?  The 

first step with any foreign subject and new adventure is to gain an education.  You shouldn’t walk into an estate 
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planning attorney’s office and say,” OK, I’m ready, plan my estate for me.”  Not only would that be a pricey mistake, 

you will end up with a plan that’s not really yours.   

Where do you get an education?  You’ve already taken a major step in the right direction by reading this book.  Books 

such as these are written to help the layperson make sense out of estate planning strategies.  You can also visit our 

website, www.epmez.com.   

Seminars are also a great source of ideas.  But take heed: attend with an open mind, not an open checkbook.  Many 

presenters push their CD’s and books with very little else to offer.  Be careful.  If you buy a lecture series, make certain 

you plan on listening to them.  If not, you could waste hundreds of dollars that could have been better used to properly 

plan your estate. 

Another word of caution: many seminars are given by estate planning hacks whose sole objective is to sell you an 

annuity or a “one-size-fits-all” Revocable Living Trust. Make certain that the “expert” is indeed an “expert” and that 

an estate planning attorney with credentials is part of the planning process.  

Just Do It!  Properly plan your estate.  If you don’t, the IRS and probate courts will do it for you and I guarantee you 

it won’t be in your best interest or your family’s.  You have the power now to decide what kind of legacy you want to 

leave your heirs.  Take control by being proactive and implementing your wishes – not the government’s.     

Mistake 2: Believing that politicians will pass legislation that will permanently absolve me 

from any responsibility to properly plan my estate. 

Remember:  Estate planning is much more than taxes.   

Most Americans can only dream that someday their estate will be significant enough to owe an estate tax to the federal 

government.  Good heavens, with the federal exclusion as huge as it is today, only a handful of citizens dying this year 

will owe a dime in estate taxes to the IRS.   

One constant that I know as an estate planner for the past 46 years is that tax laws are never permanent.  I have seen 

the federal estate tax exclusion as low as $60,000 and the top estate tax bracket as high as 75%.  Because of the gigantic 

deficit, the growing government monster needs revenue.  There are those that want what you have and there are no 

lobbyists in the cemetery, so don’t rest easy. 

Estate Planning Commandment #1:  It is the estate planning laws that are in place when you die that count, not what 

they are today.  It is a fact that the rules will change. 

While President Trump had hoped for a full repeal of all federal estate taxes, both the House and Senate reached a 

compromise that was included in the biggest tax relief package ever adopted and now known as the Tax Cut and Jobs 

Act of 2018.  Not only did we see some significant reduction to our income taxes, the federal estate tax exclusion for 

2018 is set at an unprecedented $11,200,000 per individual, up from the previous lofty $5,490,000 exclusion of 

2017.  What this means is that a married couple can now pass, at the death of the surviving spouse an incredible 

$22,400,000 to their posterity, without any federal estate taxes.   

Furthermore, and equally important, we can also gift the same amounts to our family while we are alive because the 

gift tax exclusion is the same as the estate tax exclusion. 

If you have any desire to transfer assets to your family, now is the time to act because also stipulated in the Tax Act is 

a “sunset provision”, set for January 1, 2026.  Meaning that unless there is some permanent legislation passed, all of 

http://www.epmez.com/
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the tax changes created by the Tax Cut and Jobs Act, including the mammoth estate and gift tax exclusions, will be 

repealed and the exclusion will revert to an amount close to $6 million.  As it was, prior to the change, only a meager 

5,000 estates or .002 of those dying in 2017 owed any estate tax.  Now, with the new exclusion it is estimated that 

only 1,800 or .001 estates will pay any federal estate tax. 

Bottom line, don’t fall prey to the federal “shell game”, believing that the increased estate tax exclusion was a gift for 

America.  Maybe for the extreme fortunate, but certainly not for the masses. 

As you can see there is a full scope of possibilities on the table.  In fact, I predict we will see several other variations 

before we see a bill and an eventual change.   

While I want to constantly emphasize that estate planning is so much more than estate taxes, there are other taxes and 

expenses to consider when planning your estate.  Most heirs will have to pay income taxes on all qualified accounts 

they inherit such as your IRA, 401k or 403b.  Furthermore, 19 states still impose an inheritance tax, some as high as 

19%.  The state of your domicile at the time of your death determines whether or not your children will be taxed! 

Failure to plan for this tax could have serious financial consequences. To see if your state imposes an inheritance tax, 

call our office at 1-888-892-1102. 

Another expense to consider is the cost of probate.  Ranging from 3% - 10% it is calculated on your gross estate.  This 

simply means that all mortgages and debt are included in the probate attorney’s fee calculation. 

Assets that are inherited through a simple will are subject to probate.  Assets that are passed via a beneficiary 

designation or by way of a Revocable Trust are NOT subject to the costs associated with probate.   

With Trump as President and a Republican-controlled Congress, one may logically put their guard down.  Don’t be 

duped into believing that you now have plenty of time to plan.  No one knows the day and hour. 

Don’t be lulled into a false sense of security.  Plan your estates immediately.  Don’t wait another minute.   

Solution 

First, have your estate professionally analyzed.  An unbiased personalized Estate Analysis can give you a peek into 

the future by taking a snapshot of your assets today, calculate your net worth, and then offer personalized suggestions 

on which strategies would work best for you in order to maximize your estate and minimize estate shrinkage due to 

federal and state estate and income taxes and probate expenses.  A well-thought-out Estate Analysis can be the road 

map that guides you toward proper estate planning, allowing you to keep your wealth in the family, while maintaining 

control. 

Competent estate planners are generally well equipped to do such an analysis.  Estate Planning Specialists, LLC has 

analyzed over 5,000 estates of every size from every state of the union.    To complete your analysis profile form and 

order your own comprehensive personalized Estate Analysis simply go to our website:  www.epmez.com, or call toll 

free 1-888-892-1102. 

 

 

 

http://www.epmez.com/
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Federal Estate & Gift Tax Exemption 

Past and Projected 

 

Estimated number of estates impacted prior to tax law change = 5,000 = .002 

Estimated number of estates impacted after tax law change = 1,800 = .001 

Mistake 3: Blindly leaving everything to your spouse because of “portability.” 

Since the Tax Act of 1981 and the introduction of the 100% marital deduction, the majority of America’s affluent have 

elected to pass each half of their estate to their surviving spouse. 

For decades the premiere tax efficient strategy of choice was to transfer, at the passing of the first spouse, up to the 

individual federal estate tax exclusion of the day, be it $1,000,000 or $3,000,000, into a Credit Shelter or By-Pass 

Trust (B Trust).  The main reason for this move was to ensure that all future growth of the B Trust assets would be 

excluded from future estate taxes.  An estate freeze strategy.   

The surviving spouse would receive the remaining assets and place them in their A Trust to provide subsistence.  The 

surviving spouse was also entitled to receive 5% of the value of the B Trust per year and whatever the trustee 

determined they needed for health, education and maintenance, (see Figure 1). 

While most employed the A/B Credit Shelter strategy to take full advantage of the federal and state estate tax 

exclusions, they usually were unaware of the many other estate planning benefits this simple move provided. 

With the passage of the American Taxpayer Relief Act of 2012 and the introduction of the “portability” clause, the 

apparent need to set up the A/B Trust in advance has been questioned.  Simply stated “portability” allows a couple to 

use both federal estate tax exclusions regardless of when the survivor passes away.   

Many have fallen prey to this deceptive strategy and therefore have either abandoned their prior plans or ignored 

planning altogether.  This is a dangerous trap.  While it may be true that “portability” allows for the use of both federal 

estate tax exclusions, there are so many other reasons why it is prudent to establish an A/B Credit Shelter Trust now. 

Solution 

A few uninformed planners and politicians suggest that because of this new “portability” provision and given the fact 

that the federal estate tax exclusion is a whopping $11.2 million, a Credit Shelter Trust isn’t needed.  I asked Richard 
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Durfee, founder of The Durfee Law Group, a national estate and asset protection law firm, to list the reasons why 

falling into the “portability” trap is such a bad idea.   

Here are his answers: 

• Portability merely makes the exclusion portable between spouses, nothing else. – the biggest effect is that a 

couple can have a single joint trust and hold their assets in common – provided it has credit shelter provisions, 

even in separate property states; 

• All assets transferred to the B trust at the passing of the first spouse will not be subject to future estate taxes.  If 

$2 million is transferred, it is always valued at $2 million for estate taxes even if it grows to $20 million; 

• You still have to make an election even with portability; 

• You still have to file The IRS Estate Tax Form 706 with portability; 

• You still need to have a means of administering the exclusion even with portability; 

• A Revocable Family Dynasty Trust (RFDT) provides the means of administration; 

• A Credit Shelter Trust can permit the surviving spouse to retain an income interest and control over the assets, 

whereas they would otherwise just pass to the deceased spouse's heirs; 

• A Credit Shelter trust can allocate and administer the deceased spouse's Generation Skip Transfer exclusion; 

• A Credit Shelter trust may provide for some asset protection for the surviving spouse if properly crafted; 

• A Credit Shelter trust may provide for Medicaid planning for the surviving spouse; 

• A Credit Shelter trust can be part of "dynasty" planning which plans for protecting wealth over multiple 

generations, not just dealing with death and related taxes. 

Ten convincing reasons why you should ignore the politicians’ attempt to deceive Americans into believing that we 

don’t need to plan our estates.  As is evident, even modest estates should include an A/B Credit Shelter Trust as part 

of their RFDT or Revocable Living Trust.  Furthermore, and most important as I stated earlier, estate planning is much 

more than estate taxes.  It is planning the logical distribution of your assets, no matter how much or how little that may 

be.   

Another concern I often hear is that sudden wealth through an inheritance can spoil children and grandchildren.  While 

we’ve all heard such horror stories, mostly in novels like John Grisham’s book, The Testament or celebrity dramatics, 

they can be eliminated altogether with proper planning.  Most problems are a result of zero planning.  Competent 

estate planning attorneys recommend the establishment of incentive clauses in a trust.  For example, it can be stipulated 

that a beneficiary’s inheritance be received after certain life goals are achieved; such as, an annual income level, a 

college degree, marriage, etc.  Age factors should also be considered, but not be the only provision.  Of course, such 

clauses may not be needed if your heirs are older or are capable of handling an inheritance.  

I recommend a simple Revocable Living Trust (RLT) for estates under $500,000 and a Revocable Family Dynasty 

Trust (RFDT) for larger estates.  Many fret over the up-front costs of such vehicles, and so they put it off and allow 

probate expenses to be assessed at death, usually 3% to 10% of the gross estate value.  Financial tightness today will 

cost thousands tomorrow.  

A properly attorney crafted RLT costs around $3,000 and a RFDT, $4,000.  An estate comprising of a home valued at 

$300,000 with a $150,000 mortgage, a $200,000 investment account and real estate of $200,000, would have an 

estimated probate expense of $35,000.  ($300,000 + $200,000 + $200,000 = $700,000 total gross estate x .05% in 

probate fees = $35,000).  A properly designed RFDT is only $4,000, a savings to your family of $31,000! 

For readers of this book we have negotiated special discounted fees for Revocable Living Trusts and Revocable Family 

Dynasty Trusts with The Durfee Law Group.  Simply contact them at 1-480-324-8000 or rick@durfeelawgroup.com 

mailto:rick@durfeelawgroup.com
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to obtain their easy-to-complete profile and fact finder.  Mention this book:  The Ten Most Common Estate Planning 

Mistakes to receive your discount. 

 

Mistake 4: Paying too much income and capital gains tax. 

In an ideal world we would all pay the same percentage for the services we receive from our governments.  But 

unfortunately the biggest burden seems to always land on the shoulders of the affluent.  With the incomprehensible 

national debt, it is no secret that taxes are the ticket to cover that debt. 

The more we pay in taxes the less we will have in our estates.  A grave mistake that many fall victim to is that they 

simply pay too much.  It is always wise to pay as little as legally possible, but the loop holes are closing and for those 

on salary, the wiggle room is tiny.  For most the only tax saving area we have is with our investments.  We need to 

find investments that do not incur a tax on the gains and the eventual income. 

Solution 

The first option to consider is tax deferred investments, those include:  qualified accounts like an IRA or 401k and 

Single Premium Deferred Annuities.  The problem with these deferred investments is that eventually income taxes 

have to be paid on the gain or the profit. Furthermore, if you die holding these deferred assets, your beneficiaries will 

be required to pay the income tax, sur taxes and of course the estate tax, both federal and state. 

What compounds this problem is that your beneficiaries do not receive a “Step-up Carryover Basis” and their inherited 

deferred taxed asset will incur an income tax in the year following your death that will be added to their current tax 

liability.  Just imagine for a moment; your $500,000 IRA drops into the lap of your attorney son who is already making 

a good living.  This income infusion can throw your beneficiaries into the highest bracket on all of their income 

overnight. 

The second option is to defer more income today for distribution at a later date when your income is less.  Again 

qualified accounts like an IRA or traditional deferred compensation plans like a 401k allow you to take income off the 

top and have it accumulate in a tax deferred environment.  It is important that you take full advantage of these strategies 
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because they lower your top line income and can place you in a lower bracket.  The problem is that the maximum 

limits are relatively small and can have little impact on the high wage earner. 

If you are self-employed and have few employees you should consider a Defined Benefit Plan, Defined Contribution 

Plan, or a 412e3 deferred account because you can take a significantly greater amount of income off the top line than 

the traditional IRA, SEP IRA.  The more you take off the top, the lower your bracket, resulting in a lower tax 

today.  Interest will accumulate tax deferred. A word of caution, however, with a deferred account taxes will have to 

be paid when you access the funds or when they are passed to your beneficiaries. 

Another option is to invest in real estate and stock investments.  As your investments appreciate in value no taxes are 

due.  Of course you pay current income taxes on the rental income and dividends, but no taxes are due on the 

appreciation until you sell the asset.  At that time either short or long term capital gains taxes will be assessed 

depending on how long you held the asset.  You could continually defer capital gains on this type of investment by 

never selling it and, based on current law, when you pass it to your heirs they would, receive a Step-up Carryover 

Basis, only paying capital gains tax on going-forward appreciation from the day it was inherited.   

The third option is to find investments that spin off income and provide healthy income tax offsets, like oil and gas 

partnerships.  Beneficiaries currently will receive a Step-up Carryover Basis so any capital gains will be calculated 

based on the current value of the asset when it is inherited.   

The fourth option is to invest in precious metals and collectibles.  Currently, if the price of precious metals or 

collectibles increase, no taxes are incurred until they are sold.  There is a higher capital gains tax due for collectibles, 

so usually these types of investments are better for the long haul.  If metals or collectibles are passed to a beneficiary, 

they also currently receive a Step-up Carryover Basis.  

The fifth option and frankly one of the most sensible and one that is available to all wage earners, is to invest in life 

insurance.  I know this may be a hard pill to swallow for some, but in reality it is the only investment in the country 

that allows for tax-free growth, tax-free income and a supercharged life insurance benefit that can be passed to your 

beneficiaries totally income tax and estate tax free.    

In the past, life insurance has been relatively boring, but effective none-the-less.  Today, with the advent of Indexed 

Universal Life, improved participating Whole Life policies and The Family Bank Strategy, life insurance backed with 

superior tax advantages, has come into its’ own and in my opinion is the best “safe-money” financial vehicle available. 

I cover this option in detail in Mistake 8, Lacking Liquidity to Cover Estate Settlement Expenses. 

Mistake 5: Not properly using the IRS-approved annual and lifetime gift allowances. 

Many of affluent Americans don’t comprehend the need to share their wealth with their loved ones while they are still 

alive.  Furthermore, they don’t understand the power that “leverage” can create and the many tax benefits that can and 

will be realized if they apply this simple concept.  In fact, in most cases, by leveraging the IRS gift allowance, all 

estate shrinkage can be totally eliminated, and their financial legacy can live on. Yet only a handful of prudent 

taxpayers utilize this basic, but powerful, strategy. 

Each and every American can, by current law, gift $15,000 annually – completely tax free – to anyone they want.  I 

often joke in estate planning seminars that I can legally drive up to a homeless man on the corner and really make his 

day by telling him that by virtue of the gifting laws, I would like to cut a check in his name for $15,000 that would be 

totally income, gift and estate tax free. 
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Of course, doing so may not be the wisest move.  But it would be very effective in shrinking one’s estate.  Consider 

how such a gift would benefit those you really care about, at the same time reducing your estate annually by the amount 

of the gift.  A married couple can each gift this allowance, meaning that they could gift up to $30,000 per year per 

beneficiary.  A couple with five children, five grandchildren and two great grand-grandchildren, can gift up to 

$360,000 per year.  By maximizing this tax free strategy annually, one’s estate could shrink with relative ease. 

Annual gifts are a “use it or lose it” proposition, with no carry forward provisions into the next year. Another option 

that is still on the table is to consider transferring all or a portion of your lifetime gift allowance, currently unified 

with the estate tax exclusion of $11.2 million. By transferring assets today via an Integrated Family Dynasty Trust, 

you will be able to retain control, continue to receive income and FREEZE the transferred asset so that all future 

growth is out of your estate. Of course, once you have used your lifetime gift you cannot use it again when you die. 

Transferring your lifetime exclusion in an Integrated Family Dynasty Trust is an advanced estate planning strategy 

and should be discussed with a top notch estate planning attorney. Call us toll-free at 1-888-892-1102 for a referral. 

True, some might question the wisdom of gifting these funds to your family while they are young, believing that if 

they start to depend on the annual or lifetime gift they will become counterproductive. However, there is no law 

requiring that the recipients must actually receive the gift in cash; nor do they need to have access to the gift 

immediately.   

Solution 

My transferring the gift inside an irrevocable trust, such as a Spousal Support Family Dynasty Trust (SSFDT), an 

Integrated Family Dynasty Trust (IFDT), or an Irrevocable Life Insurance Trust (ILIT), it can be stipulated that while 

the gift is given today, it cannot be accessed until certain parameters are achieved, or the recipient reaches a given age.  

You should maintain as much control as you can over these gifts for as long as possible.  Never let your beneficiaries 

dictate what should be done with your gift to them as this usually spells disaster.  You are the benefactor and should 

always maintain control, even after you are gone. 

Another idea: rather than giving the gift outright to your heirs today to do with it as they please, invest today’s gift in 

something that immediately significantly multiplies.  This strategy is known as “The Gift Tax Leverage Coupon” and 

can be implemented for a married couple or those that are single.  

For example, if a couple, aged 65, set aside a simple gift of $30k 

a year to just one child, that money would mushroom to over 

$3,000,000 of tax-free cash for delivery when the surviving 

spouse dies (see Figure 2).  This is accomplished by establishing 

a Joint and Survivor (JLS) Life Insurance policy inside an ILIT, 

SSDT, IFDT, or by gifting it directly to the children, and using 

the $30k gift each year to fund the insurance premium.  The tax 

free life insurance proceeds could be used to pay future income 

taxes, create a guaranteed estate, replace assets gifted to charities, 

cover debt, etc.  An enhanced version of The Gift Tax Leverage 

Coupon (GTLC) is found in The Family Bank Strategy that is 

explained in detail in Mistake 8, and in my book titled: The 

Family Bank Strategy. You can order a copy through Amazon for 

$24.95 or via our website, www.epmez.com, at a discount. 

$30,000 Annual Gift 

Gift Tax Leverage Coupon 

$3,000,000 Life Gift 

Husband and wife both age 65 

Figure 2 

http://www.epmez.com/
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The GTLC concept is easy, effective and can allow your estate to remain intact and out of the hands of the federal 

government.  To see how the “Gift Tax Leverage Coupon” can work for you, give us a call, toll-free 1-888-892-1102, 

and we’ll prepare your personalized example specific for your situation. 

Mistake 6: Not properly preparing for the exorbitant cost of long-term medical care. 

According to the Health Insurance Association of America, roughly 70% of Americans over age 65 and 80% of 

women will require some form of long-term care.  If you're married and over 65, there is a 91% likelihood that one 

spouse will experience a long term event.  With the cost for home care averaging $25 per hour, and the national 

average annual cost for a nursing home soaring past $100,000 and patients with dementia spending almost twice as 

much, it is no wonder that having enough cash on hand to cover long term medical expenses is now the number one 

concern of retirees.  A lengthy illness could wipe out most estates, especially considering that before you can be 

eligible for government financial assistance for long term care, you must first “spend down” all of your assets. 

Are you prepared to take the chance that your assets will endure the potential costs of long term illness or an accident?  

Have you taken any steps to shield your investments from a long-term care event?   

My Great Aunt Mary took care of my brothers and me when my mother worked outside the home.  She was a 

wonderful, loving caregiver.  Later in life, she suffered from severe arthritis and Alzheimer’s, requiring constant care.  

My mother and her sister would take turns caring for Aunt Mary, rotating every year.  She had a modest estate, but 

she was proud of what she had put away and made it known that the money was going to my mother and aunt for their 

benevolent guardianship.  The money was to be her legacy and payback.   

As her health declined, it became painfully obvious that we couldn’t adequately care for her by ourselves.  We needed 

help.  Furthermore, my usually active parents were confined to the house in order to provide the vigilance that Aunt 

Mary’s condition needed.  After months of worrying, the difficult decision was reached; Aunt Mary would be admitted 

into a nearby nursing home to receive the constant care she deserved.  It was a tough choice, but ultimately the best 

for all concerned. 

Then reality hit.  Where was the money going to come from to pay for her stay?  We were asked to complete a financial 

statement in which her savings and investments were listed.  The nursing home informed us that before Medicaid 

would give a dime, Mary’s small fortune – Mom’s and Auntie’s inheritance – would have to be used. 

Yes, it was a blessing that she had the foresight to save some money for her “rainy day,” but was this what she really 

wanted?  Was her goal to have her assets confiscated in order to qualify for Medicaid’s long-term medical care 

assistance?   

It is estimated that Medicaid is currently paying for 43% of all Long Term Care. What does that tell us? Most have 

not properly prepared for this day, this eventuality, and as such most are required to become an impoverished pauper 

in order to qualify for government assistance. They have painted themselves into a corner, with no options, other than 

going to a government assigned care facility or having family members step in and help.  

Before we can even reach that conclusion, consider these alarming factors: 

1. A spouse is six times more likely to suffer from anxiety of depression if they are the primary 

caregiver. 

2. One in four Americans will live into their 90s. 

3. Four in ten American’s are or were caregivers. 

4. One in three caregivers also provide financial support to those they care for. 
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This end is not my choice and not my choice for my family and those I love. Even a modest estate needs a plan. 

Solution 

Four simple words – LONG-TERM CARE INSURANCE.  If you are relatively healthy and between the ages of 50-

80, you are an ideal candidate for long-term care insurance (LTCI).  The premiums however are pricey, are considered 

an expense, a “use it or lose it” proposition, and underwriting approval can be a significant challenge.  

Fortunately, there are a few insurance carriers that are now offering an avant-garde long-term care strategic power 

move referred to in general as Asset Based Care Plans (ABC) or Leveraged Care Solutions (LCS).  With The 

Leveraged Care Solution plans you simply transfer an existing cash asset, either in a lump sum or over a specified 

number of years from your left pocket into your right and with that transfer, provide the much needed LTC benefit.  

At a minimum, if the LTC benefit is never triggered during your lifetime, either your deposit is returned to your 

beneficiaries at your passing or they receive an increased Life Insurance Benefit.  In other words, your transferred 

cash is still an asset on your balance sheet, and is NOT an expenditure like traditional LTC insurance. 

The first Leveraged Care Solution option is The Life Legacy/LTC Strategy, and includes the following features: 

• You can transfer a lump sum – CD/money market, mutual fund, securities account, or elect to make annual 

deposits from any cash source including your IRA. 

• An immediate and perpetual guaranteed increase in your estate.  For example, a 60-year-old male depositing 

$100,000 would supercharge his estate to $400,000. 

• The monthly tax-free long term medical care benefit is equal to 2% of the supercharged increased estate benefit, 

($400,000 x .02 = $8,000 per month for 50 months). Any unused balance is paid out tax-free to your beneficiaries. 

• The monthly LTC benefit is an indemnity benefit.  All that is required to trigger the payout is to not be able to 

perform 2 of the 6 Activities of Daily Living (ADLs or by becoming cognitively impaired, no medical or care 

giving expenses are needed. 

• An optional Tax-Free Family Bank cash accumulation account can be created.  

The Life Legacy/LTC Combo offers a rare three-for-one: 1) Life Insurance, 2) Tax-free cash accumulation and 3) 

Long Term Medical protection, making it virtually needless to spend your savings purchasing a stand alone Long 

Term Care policy. 

Another option I really like is the LTC Annuity.  With this plan you take a liquid asset and transfer into a federally 

approved, HIPAA compliant, Single Premium Annuity, where it will earn tax-deferred interest.  Should you trigger 

the long term medical provision by not being able to perform 2 of the 6 ADLs or are cognitively impaired, your annuity 

value will expand up to three times and will create a TAX-FREE monthly long term benefit that will be paid out over 

5 to 11 years. 

For example, a 60-year-old female that deposits $100,000 will see that annuity increase to $135,969 by age 80, based 

on current interest.  Should she trigger the LTC benefit at that time she would receive a monthly benefit of $5,665 per 

month for 72 months, which translates to a total LTC pool of $407,908, an increase on her original deposit of four 

times! 

Should you be fortunate and never trigger the LTC benefit, the full annuity value will pass to your beneficiaries, unlike 

the “use it or lose it” stand alone LTC policies.   

How to turn Tax-Deferred into Tax-Free: As of January 1, 2010, President Bush’s 2006 Pension Protection Act 

(PPA) stipulated that you can take withdrawals from an annuity tax-free, as long as the withdrawals are used for Long 
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Term Care expenses.  The caveat is your annuity must be PPA compliant and meet all of the Long Term Care Annuity 

requirements.  Today, there are only a few annuities that meet the PPA LTC/Annuity qualifications. Those that do, 

provide an excellent opportunity to turn old tax-deferred annuities into tax-free long term care income. 

It’s not uncommon for us to come across clients who have deferred taking withdrawals from their annuities for 10, 15 

even 20 or more years.  I’ve seen some with as high as a 500% gain because most folks simply don’t want to bite the 

annuity income tax bullet. Unfortunately, all of that tax-deferred gain is taxed on a – Last-In-First-Out (LIFO) basis – 

at your ordinary income tax rate.  It’s no wonder that less than 10% of all annuity money is actually withdrawn during 

the annuitant’s lifetime. 

The power play is to do an IRC Section 1035 tax-free exchange.  Move your old annuity with built up gain into a PPA 

compliant LTC/Annuity.  You’ll not only leverage your deposit to increase its’ value up to three times in Long Term 

Care Benefits, but you’ll also be able to withdraw your interest gain, 100% tax-free should you trigger the LTC 

benefits.  

The creativity genius inherit in the insurance industry is amazing, refreshing and extremely beneficial. Leveraged Care 

Solutions have been evolving since inception, giving Americans a total pallet of choices.  

One such choice is what we refer to as The 844 LTC Plan, that has as its’ main focus a robust monthly Cash Indemnity 

LTC benefit with a return of premium feature and a minor life insurance benefit. 

With The 844 LTC Plan you reposition passive assets for the purpose of creating an LTC pool of tax-free cash that, 

depending on your age, and the inclusion of an inflation rider, can be valued as much as 10 times your deposit. 

The foundation of The 844 LTC Plan is a life insurance policy that is immediately worth more than your initial deposit. 

Whenever you pass away, the tax-free life insurance benefit is paid out to your beneficiaries. Unlike the Legacy 

Life/LTC option. However, the life insurance benefit provided in The 844 LTC Plan is incidental in order to take 

advantage of Section 844 of the Pension Protection Act. 

The 844 LTC Plan wasn’t designed to earn cash value through the years like the other Leveraged Care Solutions, but 

it does offer a full return of premium should you need to exit the plan after five years. The primary focus of The 844 

LTC Plan is to provide a strong LTC benefit and because you are transferring a passive asset it creates enormous 

leverage that the transferred asset doesn’t have.  

For example. Ron, a 65-year-old male, has a $200,000 CD currently paying .005. This year he will earn in taxable 

interest a mere $1,000. Should he experience an LTC event he would have $201,000 to help finance his care. As an 

alternative, he transferred the $200,000 into The 844 LTC Plan and selects the 6 year benefit period, his LTC benefit 

pool immediately increases to $838,224 resulting in a monthly benefit of $11,642 for 72 months.  

Because this is a Cash Indemnity plan, when filing a claim, if you show you’ve incurred at least $1 of covered long-

term care expenses, you’ll receive a monthly benefit payment that you can choose to spend however you wish. And if 

you choose to receive less than your maximum monthly benefit, the difference stays in your policy, extending the 

length of time your benefits may last.  

Unique to The 844 LTC Plan is an inflation protection provision that can help your policy benefits keep up with rising 

costs. One A+ carrier that we work with provides three inflation protection options: 3% simple interest, 5% simple 

interest and 5% compound interest.  

For example, had Ron deposited $200,000 into The 844 LTC Plan and selected the 5% compound inflation protection 

option, his immediate life insurance benefit would be $292,900 and his first year monthly LTC benefit would be 
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$7,868 for 72 months. In 15 years at age 80, because of the 5% compounding, his monthly LTC benefit would have 

increased to $15,578 for a total LTC pool of $1,271,497 – Six times his initial transfer of $200,000! 

As you can see the main focus of The 844 LTC plan is to provide for strong LTC benefits by repositioning a passive 

asset. 

One concern that I hear when discussing repositioning a stagnant asset into a Leveraged Care Solution option is the 

potential need to use transferred money for an emergency. Exclusive to one carrier we work with is a full return of 

premium feature that is available beginning in the sixth year. Complete liquidity of your deposit is available at that 

time. In addition the same carrier offers a $1,000 caregiver training benefit, a $5,000 Home Modification Benefit and 

a minimum life insurance benefit equal to 10% of your initial face amount o a maximum of $10,000 should you use 

up all of your LTC eligibility. 

To qualify for The 844 LTC Plan, eligible applications pass a simple 30 minute phone interview with no exam of lab 

tests.  

With either The Legacy Life/LTC Strategy, the LTC Annuity, or The 844 Plan you are taking an unproductive asset, 

like an under-performing CD and exchanging it for a “safe-money” investment that will make certain you will not 

need to dip into your other assets to take care of a potential financially devastating long term illness or medical 

condition.   

CALL TO ACTION: Call today 1-888-899-1102 to request a personalized Leveraged Care Solution Strategy 

Comparative Analysis and receive a complimentary copy of our Special Report: Leveraged Care Solutions – Answers 

to Today’s Long-Term Care Crisis. 
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Mistake 7: Failure to properly plan the distribution of your pension/retirement accounts. 

How would you like to toil your entire life, build a sizeable estate with $2 million in your IRA that you had rolled 

over from the lump sum you received at retirement from General Mills, only to have Uncle Sam confiscate 

$1,000,000 of it at your death?  That’s 50% gone forever!  Nobody wants that, and yet, an alarming 80% of all 

“qualified” pension/IRA monies are transferred at death – and thus taxed – to named beneficiaries.  That means only 

20% of the nation’s IRA monies are actually used as retirement income. 

In other words, we build our fortune, set aside our IRA funds to provide a safety blanket for us just in case we need it, 

and then we usually don’t touch it.  The problem is compounded by the fact that, because of investment gains, these 

retirement funds can grow to astronomical numbers.  IRAs in excess of $4 million aren’t rare these days.  Yet only a 

few investment advisors, accountants and stockbrokers know the art of extracting these funds, or how to pass them to 

the next generation without the government first tearing away the lion’s share.  That’s because most are not aware of 

what I call the Five Retirement Time Bombs.   

The first three time bombs explode during our lifetime.  

1. Income tax.  Up to 40% of federal income tax (plus state tax where applicable) is levied on distributions made 

while we are alive. 

2. The “too early” 10% tax.  Distributions of taxable qualified assets before age 59½ are subject to an additional 

10% excise tax intended to discourage spending tax-subsidized retirement savings before retirement. 

3. The “too late, too little” or 50% penalty tax.  A 50% penalty is imposed for a failure to distribute a minimum 

amount of qualified assets each year beginning at the participants required beginning date (April 1 following the 

year in which they turn 70 ½). This is known as the required minimum distribution (RMD). 

The last two bombs detonate after death. 

4. Income in respect of a decedent (IRD).  Accounts are taxed for income in respect of a decedent (IRD) if 

distributed to the named beneficiaries after the death of the participant.  Before 2007, only a spouse was allowed 

to roll over the inherited retirement account into their own personal IRA.  But now all beneficiaries can do the 

same (stretch) as long as they follow certain, IRS guidelines allowing them to spread their inherited IRA over 

their lifetime. 

5. Estate tax/death tax. We’ve discussed this time bomb already. But as it relates to retirement funds, take note:  

The worst thing you can do is require that your heirs pay estate taxes with your retirement account.  Not only 

will they be paying the estate taxes – federal and state – they will also be required to pay income taxes on the 

funds used to pay the estate taxes.  Depending on the size of your estate, this taxation could result in an automatic 

loss of 500% of the overall value of your retirement account.    
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IRA Required Minimum Distribution Table 

Age IRS Distribution Factor Age IRS Distribution Factor 

70 27.4 93 9.6 

71 26.5 94 9.1 

72 25.6 95 8.6 

73 24.7 96 8.1 

74 23.8 97 7.6 

75 22.9 98 7.1 

76 22.0 99 6.7 

77 21.2 100 6.3 

78 20.3 101 5.9 

79 19.5 102 5.5 

80 18.7 103 5.2 

81 17.9 104 4.9 

82 17.1 105 4.5 

83 16.3 106 4.2 

84 15.5 107 3.9 

85 14.8 108 3.7 

86 14.1 109 3.4 

87 13.4 110 3.1 

88 12.7 111 2.9 

89 12.0 112 2.6 

90 11.4 113 2.4 

91 10.8 114 2.1 

92 10.2 115 or older 1.9 

Solution 

Spend it!  That should be the first order of business.  When you turn 70½, the government requires that you begin 

extracting required minimum distributions based on the published RMD table. (See table). If you fail to take your 

RMD, as previously stated, a tax bomb of 50% is imposed. 

I love the bumper sticker on those massive RVs that reads, “I’m driving my children’s inheritance.”  That’s the way it 

should be.  But, if your investments do well, it can be very difficult to spend it fast enough.   

Think about this.  A $3 million IRA growing at 5 percent will produce $150,000 in annual income.  When you add in 

other retirement income sources, such as social security, retirees can find it difficult to spend that kind of money and, 

as a result their estate keeps growing and the TAX TIME BOMBS keep on ticking.  So what’s the real solution? 

First, unless you have a prenuptial agreement, your spouse should always be the first in line as your primary beneficiary 

so he or she can roll the funds they inherit from you into their own IRA at your death.  If you are married, never name 

a Revocable Living Trust as the beneficiary or “To My Estate.”  In each situation, the surviving spouse may have to 

pay income tax in the year it is received. 

Second, by virtue of recent tax law changes, distributions from a deceased taxpayer’s IRA/401k to a non-spousal 

beneficiary can now be made in one of three options:  1) a single upfront lump sum, 2) spread over a five-year period, 
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or 3) over the life expectancy of the children beneficiary after rolling the inherited funds into a separate new individual 

IRA.   

Prior to 2001, all IRA/401k beneficiaries received a lump sum and were required to pay income taxes at their tax 

bracket, the year after receiving their inheritance.  They had the choice to take the distribution and thus pay the tax on 

the full amount or over a period of five years. This included the surviving spouse.  

Now, the income tax liability can be spread or stretched over the beneficiary’s lifetime.  Furthermore, because of the 

stretch concept, you can now predetermine how and when the money is to be received.  In other words, you can now 

control it and its’ distribution for multiple generations.  The only hitch; you need to plan today while you are here, 

and most custodians don’t provide “stretch” payments to beneficiaries, only paying out lump sum amounts.  If you 

want to control the distribution of your IRA when you are gone, you need to be proactive today.  Only by using a 

special type of “see-through” IRA Trust or certain annuities for non-spousal beneficiaries, can you actually specify 

who, what and when. 

TAX ALERT:   During the past few years Congress has been considering changing the rules of engagement with regard to the 

distribution of qualified funds (IRA, 403b, 401k), to non-spousal beneficiaries (children and grandchildren).   

Considering the huge national debt and the fact that there is an estimated $16 trillion in IRA and retirement funds alone, Congress 

cannot continue to allow non-spousal beneficiaries the luxury of “Stretching” the distribution over their lifetime.  The federal 

government needs the tax revenue now.  Several bills have recently been presented to Congress on this issue. You can expect 

that very soon Congress will pass a law to tax these accounts, when they are inherited, over a maximum of 5 years.  You need 

to prepare for this inevitability by creating liquidity to pay the tax bill, see Mistake 8 to learn the best way to cover this future 

liability.  

What to do With Your RMD? 

The vast majority of our clients suffer extreme pain and anxiety when receiving their IRA Required Minimum Distribution.  They 

know it is coming but have done little to plan for it.  Because many don’t need it, when added to other sources of income, they 

consider their RMD a dreaded nuisance that shoves them into a higher tax bracket. 

So what are your options when it comes to your IRA Required Minimum Distribution (RMD)?  What should you do with it? 

• You could spend it.  After all you have to pay taxes on it, so why not go on that cruise you have on your bucket list.  

Remember however, once it is spent it is gone forever and it can never create any more dollars for you or your posterity. 

• You could roll it into a regular taxed investment. Of course, your investment will have risk and could be reduced with 

adverse markets conditions. Furthermore, you will be required to pay capital gains taxes and investment fees throughout 

the year. In the final analysis it is important to remember however, an investment account is only worth what an 

investment account is worth. 

• You could give it to a charity.  In fact, late in 2015 Congress passed a tax bill that permanently extended the Qualified 

Charitable Distribution (QCD) provision, that gives those over age 70½ the opportunity to transfer up to $100,000 each 

year from their IRA to charity while they are alive (not a Donor-Advised fund or private foundation) and have it count 

as their RMD without increasing their adjusted gross income.  Remember however, once “qualified” money has been 

donated to a charity, you have lost all future earning power and have totally disinherited your family forever.  

• You could give it to your children or grandchildren.  Again, since you have already paid taxes and you personally don’t 

need it, why not give it to those you love?  As a grandfather of 9, I like this option.  Why not bless your posterity?  

Remember however, a dollar given today is only worth a dollar and can’t be controlled once it has been gifted. 

• Best Option: Why not give it to your children or grandchildren in future Tax-Free multiples via The RMD Leverage 

Strategy.  Rather than just giving them $1 today and let them waste it, guarantee that someday in the future, instead of 

receiving just $1, they will receive a guaranteed Tax-Free inheritance valued 3 to 20 times more.  In addition, at your 

option, you could control their distribution based on age, certain achievements, life’s choices (addictions), etc.  Note: It 

is a fact, beneficiaries that know an inheritance is conditional, will most likely rise to the challenge. 
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Introducing:  The RMD Leveraged Strategy 

As stated earlier, based on the current federal gift tax laws, we can currently make an annual gift to anyone we want up to $15,000 

without paying a transfer gift tax.  A couple with one child could give $15,000 each or $30,000 combined.  Once the gift has 

been made, no future federal or state estate tax can ever be levied against the principle or the growth. 

Rather than frivolously waste your RMD, why not leverage the annual mandatory allocation and the annual gift allowance to 

guarantee a magnified, controlled and premeditated future distribution for your beneficiaries?  Let me give you an example: 

RMD Leverage Strategy Example – George and Sara 

George and Sara, both age 71, are in relatively good health.  George’s IRA is valued at $1,000,000.  His first RMD is $36,496 

($1,000,000 ÷ 27.4 = $36,496).  They pay 25% in income taxes, so their net spendable IRA RMD income is $27,372.  Because 

of their other investment, retirement, and Social Security income they don’t need his RMD.  George and Sara have one son, 

Steve, and three grandchildren ages 11, 13 and 15. They would like to establish a TAX-FREE leveraged inheritance for their 

grandchildren that would be there to help them with life. 

Even though George’s RMD factor will most likely increase each year, they decide to transfer (gift) the same amount, 

$27,372 annually to Steven.  But rather than giving him the cash outright to spend each year on themselves, they 

secure a $1,521,471 Joint & Survivor (JLS) Wealth Creation style life insurance policy through our firm on their lives 

for the benefit of their grandchildren. 

When the surviving spouse passes away, the life insurance company guarantees that they will send three separate 

checks to each grandchild for $507,157 totally income and estate Tax-Free.  The grandchildren will be able to use 

their share of their guaranteed inheritance to pay for their education, make a down payment on a home, pay for medical 

expenses, pay for their children’s education, generate a lifetime income stream, or for any purpose you can think of. 

As an option, the RMD Leverage policy could be placed inside a Family Dynasty Trust to ensure the proceeds are 

distributed as you wish.  You could even include distribution qualifications rules, such as being free from substance 

abuse for a period of time, etc. 

Because George and Sara were married, the use of a Joint and Survivor – JLS (Second-to-Die) policy was the most 

economical approach, creating maximum leverage.  Of course, if you are single, or one spouse is in poor health you 

can create comparable leverage with an individual permanent life insurance policy.  

CALL TO ACTION:  Call today: 1.888.892.1102 to discuss how you can significantly multiply your annual RMD for your 

spouse, children and grandchildren through our proprietary RMD Leverage Strategy. 
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Mistake 8: Lacking liquidity to cover estate settlement expenses. 

On the day you leave this existence, there will be a financial assessment.  Whether you have debt, owe taxes, need to 

replace your income, have legal fees or owe probate fees, your heirs will need cash.  Consider these facts:   

• 70% of today’s affluent Americans don’t have a sound estate plan; 

• 52% do not have any life insurance at all; 

• Of the 48% that do have insurance, they are only insured on average for 2.7 times their annual income, experts 

recommend a minimum 8 to 10 times; 

• The majority of assets are not liquid; 

• The economic downturns of 2001, 2002 and 2008 have exposed the vulnerability of non-guaranteed assets; 

• Americans are living longer and are in serious danger of running out of money. 

It is statistics like these that truly concern me.  The lack of liquidity coupled with the insecurity of the markets, 

uncertainty of estate tax laws, unfounded bias and longevity have created the “perfect storm.” Future generations of 

Americans will pay the price for our lack of motivation unless we wake up and become proactive. 

Term life insurance is a vital estate planning tool when protecting the loss of your income while raising your family, 

covering debt or insuring any temporary need.  But Term has its’ limitations.  At some point, when the term period 

expires, coverage either becomes cost prohibitive or unavailable.   

The other day I was working with a couple in Iowa on their estate plan.  They were in their early 70’s with a farm 

valued well over $30 million, with zero liquidity.  The husband was now uninsurable due to an illness, with a life 

expectancy of 5 years.  They had acquired a 20-year Level Term policy on his life to pay the future estate tax liability, 

but unfortunately that policy was set to expire in two years.  Term Insurance is a viable option when used to insure 

temporary needs, but creating estate liquidity is not temporary. 

After presenting to them the virtues of permanent insurance the wife lamented, “I wish we would have met you when 

we were healthy and younger. It is evident that my husband will outlive his term policy and we will be left with no 

protection.” 

Now with the federal estate tax exclusion at $11.2 million many will let their guard down and assume that their children 

and grandchildren will not have a tax liability.  That may be so today, but remember it isn’t the tax exclusion today 

that counts, it is the exclusion amount and the laws that are in effect when you pass away that matter and the estate tax 

exclusion is scheduled to reset in 2026 back to $6 million.  Furthermore, we need to account for investment growth. 

Yielding 7%, an investment will double every 10 years.  It is the wise person that plans for the worst and prays for 

the best. 

Of equal concern, (as we learned in Mistake 7), is the income tax liabilities that will be created with qualified accounts 

(IRAs, 401k) when they are passed to non-spousal beneficiaries.  In addition, there is the matter of state inheritance 

tax (19 states currently impose a state transfer tax at death).  Where is the cash going to come from to pay these taxes? 

Which assets will be sold first?  Faced with time constraints, (heirs have nine months to come up with the cash) will 

they command top dollar? 

What if the markets decline during liquidation?  Will the family summer cabin survive the tentacles of the IRS?  These 

are the type of questions we will force our heirs to answer if we don’t have a strategic plan in place beforehand. 
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If you are fortunate to have sufficient liquidity, such as cash or highly marketable securities, your heirs could 

theoretically use those assets to pay the bills, including taxes.  But is that really prudent?  Isn’t there a better way than 

paying 100 cents on each dollar and ending any potential future earning power? 

Solution 

A well planned life insurance portfolio should be in every estate.  The only possible exception is the individual that is 

totally uninsurable, but that in and of itself is a mistake, because at some point in most everyone’s life they are 

insurable.  Some just miss the boat because they didn’t understand the immense leverage power of life insurance. 

As stated previously, Term Life insurance is a vital strategic tool that should be in all estates with young children, to 

cover debt, replace income and protect other temporary needs.  But when the need for coverage ends, so should the 

policy.  In other words, the Term Life policy should end when your last child graduates from college. 

Until 2013, estate planners exclusively used low cost Guaranteed Lifetime Permanent Insurance, (Permanent Term), 

with minimum premium and maximum coverage to create the instant tax-free liquidity needed to pay estate settlement 

costs.  We refer to this type of limited cash value policy as the Wealth Creation Strategy, and for decades it was 

considered by many to be the most cost efficient form of permanent protection.  That was the case until January 1, 

2013, when the insurance commissioners of America, implemented Regulation AG-38 that required carriers to keep 

more premium in reserves.  The net effect of this law was a 25% to 40% increase in premium for new policies.  Because 

of that increase, even though the net after tax Internal Rate of Return (IRR) for the Wealth Creation Strategy is never 

lower than 8%, it only provides one financial dimension, the guaranteed death benefit, and therefore has lost some of 

its popularity. 

I have always espoused the benefits of permanent insurance.  But lately because of the closing of other available 

income tax loopholes, permanent life insurance with its unique Tax-Free qualities has moved to the top of the leader 

board. 

I consider it as a multi-dimensional “safe money” investment that should be inside every estate plan. 

The Family Bank Strategy 

A few months ago, Don a 72-year-old patriarch of a family asked me to analyze his estate.  His wife Janet was 67; 

both were in relatively good health.  After everything was tabulated, it was determined that based on current values, 

their total estate was valued at a little over $3 million.  Not a gigantic estate, but still in the top 1% of all Americans.  

I pointed out that if they didn’t spend their $800,000 IRA first, there could be an income tax levied on their three 

children of approximately $300,000, and that based on current trends, there most likely wouldn’t be a federal estate 

tax. 

I then proceeded to introduce to them the multi-dimensional Family Bank Strategy that they immediately 

implemented.  At 72, his $800,000 IRA required minimum distribution will be $31,250 this year. He wasn’t using his 

RMD to live on, so he decided to leverage this money to fund The Family Bank Strategy over 10 years. The results 

were amazing: 

• An immediate Supercharged Joint and Survivor life insurance benefit of $1,000,000. The $1,000,000 will pass 

to their children and grandchildren income and estate tax free through a special Family Dynasty Trust (IDT) that 

we arranged for them. Note: The FDT is optional as the life insurance benefit could go directly to the children, 

Tax-Free. 



28 

 

• A future Supercharged Joint and Survivor life insurance benefit of $1,000,000 that will be paid up in 10 years. 

That $1,000,000 will pass to their family income and estate tax free through their IDT.  No matter what happens 

to their investments, interest rates or to the real estate market, no matter how much of their estate they spend, The 

Family Bank Strategy will provide the cash their family can use to pay future taxes or simply guarantee an 

inheritance.   

• A tax-free cash accumulation account that will become their personal Family Bank. In the future, should they 

need or want to access funds to supplement their retirement, they would be able to do so INCOME TAX-

FREE.  Furthermore, should family members need funds for emergencies education or opportunities, etc., the 

cash withdrawals will be available, via their trustee’s authorization, totally INCOME TAX-FREE. 

Since the money to fund their Family Bank was coming from Don’s RMD, it was as if he was converting the 

RMD to a Roth, but a Roth on Steroids.  Let me explain:  Had he taken the $31,250 RMD and simply invested it, 

all he would have to show for it would be the value of the investment account.  By establishing the Family Bank 

Strategy, he created an instant and perpetual $1,000,000 life insurance benefit and a viable “safe money” 

investment. 

Don and Janet’s Family Bank Strategy Tax-Free Cash Account: 

10 years $368,304* 

15 years $499,869* 

20 years $642,716* 

*Assuming an indexed return of 7% 

Let’s fast forward 10 years.  Don and Janet’s granddaughter Abby, who is now 11, celebrates her 21st birthday by 

announcing to the family that she has been accepted to medical school.  After the congratulatory celebration she asks 

the big question, “How am I going to pay my tuition?”  Don answers with assurance, “Let’s take your annual tuition 

from our Family Bank, that’s why we created it.”  By virtue of the policy loan provision, they borrow the tuition from 

the insurance company each year, using the Family Bank’s life insurance policy cash value as collateral, and receiving 

the funds income tax-free and cost free. You read it right… income tax-free and cost free! 

Don then tells Abby, “When you graduate and begin to make a decent living you can pay the money back into the 

Family Bank if you want.”  In reality if she doesn’t pay the loan back, it would eventually be subtracted from the gross 

life insurance benefit, which would have been part of Abby’s inheritance someday in the future. 

The Family Bank Strategy can provide cash for schooling, a new business, a real estate opportunity, a down payment 

on a home, a quick start in life, etc.  By using the unique provisions, a properly designed permanent life insurance can 

afford, even your retirement income can be TAX-FREE. A true Family Bank! 

How does the Family Bank Strategy compare with other financial vehicles?  The best way to vet any financial 

instrument is to find out what the projected Internal Rate of Return (IRR) is through the years and compare it to other 

investments.  Because the Family Bank Strategy is multi-dimensional it has two IRR calculations, the guaranteed life 

insurance benefit and the Tax-Free cash accumulation.  Each case is different, but with Don and Janet, their after taxed 

IRRs are: 
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After Tax Internal Rate of Return The Family Bank Strategy 

Life Insurance Benefit Cash Value Benefit 

10 years = 20.47% 10 years = 3.02% 

20 years = 7.64% 20 years = 4.7% 

No other financial instrument compares with the IRR of The Family Bank Strategy 

What this means is that you would have to earn a gross 10.18% before tax, year after year in another investment to 

match the 20 year IRR of 7.64% that is realized in The Family Bank Strategy, an unlikely scenario. In fact, to my 

knowledge there isn’t a comparable guaranteed investment anywhere on the planet that can compare to the IRR of The 

Family Bank Strategy.  

Another client, Carl, recently asked that I set up the Family Bank Strategy for them.  To their disappointment it was 

determined that neither spouse was insurable.  Their children were well off so it was decided that we would create a 

guaranteed inheritance and Family Bank Strategy for their grandchildren.  We insured the two healthiest children for 

over $1,000,000 each by transferring Carl’s RMD and creating a tax-free Family Bank that can be used in the future 

for family emergencies or opportunities.   

Should either child pass away, the grandchildren’s Family Dynasty Trust would receive a cash infusion of $1,000,000, 

income tax and estate tax free. But that wasn’t why Carl transferred his RMD into The Family Bank Strategy. Carl 

wanted to create a tax-free bank for him and his family, so that tax-free cash would be available in the future. 

Important Notice: There can actually be a fourth dimension to The Family Bank Strategy.  You can add a Long Term 

Medical Benefit rider that will generate a tax-free long term care benefit up to $11,000 per month that is derived from 

the life insurance benefit. This is referred to as the Life Legacy/LTC Plan in Mistake 6.  

Should you ever be in a position where you cannot perform 2 of the 6 Activities of Daily Living or you become 

cognitively impaired you can access the life insurance benefit for a period of 50 months, tax-free.  Should you dodge 

the LTC bullet throughout your life, which is everyone’s goal, your beneficiaries would eventually receive the life 

insurance proceeds, creating a win – win opportunity for you and your family. 

Neither The Family Bank Strategy nor The Wealth Creation Strategy should be looked at as an expense.  Both 

strategies should be viewed as simply the transferring of a portion of your assets into a different investment.  This 

leveraged investment will produce a return that pales any other “safe money” investment.   

Call to action: To understand The Family Bank Strategy or Wealth Creation Strategy more fully, call Estate Planning 

Specialists toll-free at 1-888-892-1102 and request my best-selling book, The Family Bank Strategy, view my 

YouTube MoneyShow workshop, (CLICK HERE), and order a complimentary personalized example. 

 

 

 

 

https://www.youtube.com/watch?v=gTPGBS5K8tU&t=13s
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The Family Bank Strategy 

Joint & Survivor Version 

Insured’s Age - Health $1,000,000 Tax-Free Life Insurance Benefit 

Continuous Deposits 

Male Age 55 – 

Female Age 55 Preferred N/T  

Survivorship Life Benefit Male - Female 

$6,523   

10th Yr. CV DB IRR 20th Yr. CV DB IRR 

$56,554 48.11% $194,762  17.06% 

Male Age 65 – 

Female Age 65 Preferred N/T 

$11,867 

10th Yr. CV DB IRR 20th Yr. CV DB IRR 

$112,470 37.37% $350,471  12.35% 

Male Age 75 – 

Female Age 75 Preferred N/T 

$23,989 

10th Yr. CV DB IRR 20th Yr. CV DB IRR 

$231,442 25.05% $530,394  6.57% 

 

Insured’s Age - Health $1,000,000 Tax-Free Life Insurance Benefit 

10 Deposits 

Male Age 55 – 

Female Age 55 Preferred N/T 

Survivorship Life Benefit Male - Female 

$12,370   

10th Yr. CV DB IRR 20th Yr. CV DB IRR 

$137,816 36.63% $264,330 13.93% 

Male Age 65 – 

Female Age 65 Preferred N/T 

$21,200 

10th Yr. CV DB IRR 20th Yr. CV DB IRR 

$242,235 27.20% $445,419 10.25% 

Male Age 75 – 

Female Age 75 Preferred N/T 

$38,525 

10th Yr. CV DB IRR 20th Yr. CV DB IRR 

$435,864 16.84% $661,455 6.24% 

(CV – Cash Value    DB – Death Benefit    IRR – Internal Rate of Return   NT – Non-Tobacco) 
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The Family Bank Strategy 

Individual Life Version 

 
Insured’s Age-Health $1,000,000 Tax-Free Life Insurance Benefit 

Continuous Deposit 

Age 55 – Preferred N/T Male Female 

$11,018   $9,285 

10th Yr. CV DB IRR 20th Yr. CV 10th Yr. CV DB IRR 20th Yr. Cv 

$94,276 38.68% $230,079 $81,442 41.73% $203,834 

Age 65 – Preferred N/T Male Female 

$20,119 $16,751 

10th Yr. CV DB IRR 20th Yr. CV 10th Yr. CV DB IRR 20th Yr. Cv 

$154,851 28.11% $342,639 $142,313 31.30% $325,990 

Age 75 – Preferred N/T Male Female 

$41,592 - Protective $35,915 - Protective 

10th Yr. CV DB IRR 20th Yr. CV 10th Yr. CV DB IRR 20th Yr. Cv 

$238,912 15.51% $597,305 $231,794 18.06% $567,210 

 

Insured’s Age-Health $1,000,000 Tax-Free Life Insurance Benefit 

10 Deposit 

     Age 55 – Preferred N/T Male Female 

$22,328   $19,274 

10th Yr. CV DB IRR 20th Yr. CV 10th Yr. CV DB IRR 20th Yr. Cv 

$94,276 26.30% $373,444 $72,996 28.85% $183,834 

   Age 65 – Preferred N/T Male Female 

$35,105 - AIG $29,984 - AIG 

10th Yr. CV DB IRR 20th Yr. CV 10th Yr. CV DB IRR 20th Yr. CV 

$320,646 18.45% $506,006  $290,093 21.18% $463,644 

  Age 75 – Preferred N/T Male Female 

$62,036 - Principal $54,924 - Principal 

10th Yr. CV DB IRR 20th Yr. CV 10th Yr. CV DB IRR 20th Yr. CV  

$550,885 8.53% $760,126  $530,357 10.66% $716,893 
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Mistake 9: Estate Shrinkage due to investments losses. 

If one of your goals is to actually leave your heirs an inheritance, you should consider the overall safety of your 

investment portfolio. Too often we see sizeable estates reduced to ashes overnight because of risky investments. 

Back on March 10, 2000 the NASDAQ composite reached its all-time high of 5,132. By October 10, 2002 it had fallen 

to just 1,108. A hypothetical $100,000 invested during its high and held to its low, would have fallen to a dismal 

$21,590. That’s a loss of more than 78%! To make matters worse, it would require a return of 463% growth just to 

break even. Assuming 8% return, it would take nearly 20 years to recoup the loss. 

It has been a full ten years since the 2008 market crash, which wiped out $2 trillion, or 20% of American’s retirement 

savings.  Since then, the market has returned to historic highs.  And now, with the election of President Trump, there 

is a sense of euphoria, mingled with an enormous amount of fear. 

The truth is that Americans have lost 49% of the value of their stock portfolios, TWICE since 2000.  Knowing that 

and seeing where the market is today, it is only a matter of time before a major correction happens. 

Financial advisors generally recommend that the older we are the more we should have in safe investments. For every 

year of age an equal corresponding percentage should be in non-risk investments. For example, a 70-year old’s 

investment mix should be 70% in safe guaranteed investments and 30% at risk.   

Today, that 70% “safe money” investment is becoming harder and harder to find.  With bond rates near all-time lows, 

is it really considered “safe” to take the traditional route and invest in bonds?  Remember the value of your bonds 

decrease as interest rates rise.  With the 10-Year Treasury Note hovering around 3%, there is only one direction rates 

can go…up. Conversely, only one direction for your bonds. 

So where can you invest today that provides true safety on the downside, should we experience severe market 

corrections, yet offers enough upside growth potential to combat the eroding purchasing power caused from inflation? 

I’ll give you a hint:  You won’t find it at your local bank.  CDs paying 1% and money markets paying 0.05% aren’t 

going to help. 

Solution 

Fortunately, today the financial industry has created new investment opportunities installed with safety guardrails that 

allow you to participate in market linked returns without the risk of plummeting into peril.  

These “safe money” vehicles are Indexed Annuity and Indexed Universal Life. With both products you’ll earn income 

tax-deferred stock market-linked interest returns if the market goes up. But if the market goes down, you are guaranteed 

to never lose a dime. This guarantee is made possible because of four specific guardrail features:  

• First, your principal is backed by the assets of the insurance company issuing your Indexed Annuity or Indexed 

Universal Life.  

• Second, you are contractually guaranteed to never participate in any downturn of the market. Some plans provide 

a minimum interest of 2%. While most guarantee that your earning for the year will never be below zero in a 

negative market.  

• Third, all upside growth is locked in periodically (you select the time frame, usually on an annual basis) with no 

possibility of ever losing any gains you previously earned. 

• Fourth, recent improvements have been made to both strategies, offering the option to generate a lifetime income 

stream for both you and your spouse.  These new provisions can be set to guarantee a growth rate as high as 7% 
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on the balance that determines your future income payments.  Even if you live to the age of Methuselah, your 

pension like guaranteed income will continue to pay, month after month as long as you live! 

Indexed Annuities and Indexed Universal Life are the only products that provide both a guarantee to never lose on the 

downside, with the ability to participate in the upside. It is for this reason Mark Skousen, editor of Forecast and 

Strategies recently stated, “In my opinion, now would be a great time to take some of your chips off the table and 

lock-in your gains with an Indexed Annuity or Indexed Universal Life.” 

Call 1-888-892-1102 and ask the President of our firm, Todd Phillips for a copy of his book: The Future of Retirement 

Savings and to receive information on his recommended “Annuity of the Month.” 

Mistake 10: The improper use of jointly held property. 

For some reason, many feel that if they transfer ownership of their holdings to a close relative, the transaction will 

side step probate.  Perhaps they saw this strategy on some movie or heard about it on a talk show.  Don’t be tempted!  

If your joint tenant or co-owner is sued or files bankruptcy, creditors will attack your valued asset and you will lose it, 

even if it is your home.  Furthermore, a spouse from a second marriage could totally disinherit children from a previous 

marriage.  Again, proper prior planning avoids these mishaps, but it does require thought and action. 

Solution 

A professionally drafted Revocable Living Trust (estates under $500,000) and a Revocable Family Dynasty Trust 

(estates in excess of $500,000) will not only avoid probate, they will give you control of the asset distribution after 

you depart this world.  Of course you have to transfer your assets into your trust, but if it is properly crafted it will not 

be contested, and that makes for a clean, effective estate plan.  

A will, no matter how intricately designed, is always subject to probate and the associated costs.  In addition, a will 

can be contested and becomes public knowledge.  Drafted correctly, a RLT and a RFDT can be totally insulated.   

The Durfee Law Group, a national estate planning law firm has designed an extremely economical, easy-to-implement 

system that provides the basic tools virtually every estate should have in place.  Tools such as a Revocable Family 

Dynasty Trust, Credit Shelter Trust, QTIP Trust, Pour-Over Will, Medical Power of Attorney, Durable Power of 

Attorney, IRA Dynasty Trust, Irrevocable Life Insurance Trust, Spousal Support Irrevocable Trust, Multi-

Generational Trust, Integrated Dynasty Trust etc.  To receive further information and/or to receive their Client Profile 

Form, simply contact them at 1-480-324-8000 or by email to rick@durfeelawgroup.com. Mention this book to receive 

the Estate Planning Specialist Discount. Estate planning really can be that easy. 

Conclusion: Procrastination will be dangerous to your wealth! 

Why is it that the vast majority of America’s affluent fail to successfully distribute their assets to the next 

generation?  Why haven’t you properly planned your estate? 

There isn’t just one answer.  Fear, lack of education, cost, denial, etc., all contribute to one human trait – procrastination. 

Webster defines procrastination as: “postponing or deferring taking action.” I must admit I have fallen victim to 

procrastination just like any other human being.  I even have daily, weekly, monthly and annual checklists and so often 

the item in question has been on my list for ages.  It happens to all of us. But when you procrastinate your estate 

planning… eventually there isn’t a tomorrow to turn to. 

mailto:rick@durfeelawgroup.com
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Estate Planning Specialist, LLC was established in 1988 to make ESTATE PLANNING EASY!   Visit our website:  

www.epmez.com to review comments from experts and a few of our clients.  They, along with thousands of other clients, 

all started their estate plan at the beginning by sending in our easy-to-complete one-page Estate Analysis Profile which 

provides us the information necessary to produce your professional, personalized Estate Analysis.   

To get started and obtain your Estate Analysis Profile form, simply log on to www.epmez.com, or call our toll-free 

number 1-888-892-1102.   

It’s that easy! 

5 Easy Chair Portfolios to Fund Your Retirement Dreams 

At Retirement Watch we offer an array of portfolios for our readers. Unlike some, we don’t pretend there is a one-size-

fits-all portfolio, and we don’t put forward a menu of investment ideas and leave you to build a portfolio. Instead, I 

craft portfolios that are appropriate for different investors. Our strategies have been successful. You don’t have to take 

my word for it. The Hulbert Financial Digest tracked our portfolios for many years before closing in 2016. It 

consistently ranked us among the top mutual fund newsletters and found that our returns exceeded the S&P 500 over 

that time with one-third less risk than the index. It also found that Retirement Watch is one of the best bear market 

performers. Higher returns with lower risk. Those are our goals, and we’ve been able to deliver them for a long time. 

We don’t beat the index all the time, but in the long-term our strategies earn higher returns with less risk. 

Let’s review how you should select from this choice of portfolios. 

There are three different investment approaches that can work: strategic, tactical, and momentum. Most investors 

should use at least two of these strategies: strategic and tactical. 

A strategic approach basically is a long-term buy-and-hold portfolio. Our strategic approach is the True Diversification 

strategy. True Diversification means that parts of the portfolio do well in almost any market environment. Investors 

can earn higher returns with lower risk using this portfolio instead of traditional portfolios.  

A tactical strategy involves increasing the holdings of some assets and reducing others as economic and market 

conditions and valuations change. This reduces risk, because you are selling or reducing assets that have done well and 

are approaching excessive valuations. With timely purchases of undervalued assets the strategy also can earn higher 

risk-adjusted returns than buying and holding. It’s not a market timing or short-term trading strategy. We buy assets 

with the expectation of holding them for one to three years, though it doesn’t always work out that way. 

We offer four different tactical strategies that I call our Managed Portfolios because investors have different risk 

tolerance and return goals. The Sector, Balanced, and Income Growth strategies usually hold the same or most of the 

same assets, but in different proportions. The Sector strategy carries the most risk or volatility and sometimes holds 

assets that aren’t in the others. The Income Growth portfolio carries the least risk. The Retirement Paycheck strategy is 

for investors who primarily want above-average income with some capital gains to protect purchasing power.  

The Invest with the Winners strategy is our momentum or short-term strategy. We invest in the best-performing 

exchange-traded funds. How an investor chooses among these three basic investment approaches depends largely how 

much time and energy he’d like to spend on investing and how much risk he’s willing to take. I believe every investor 

should have at least a portion of his portfolio in a strategic approach, and I recommend our True Diversification 

strategy. Someone who wants to minimize the time spent investing can put his or her entire portfolio in that strategy. 

 

http://www.epmez.com/
http://www.epmez.com/
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Allocating Your Assets 

I believe a typical or average investor should have about half his investment portfolio in a strategic approach. Investors 

who are willing to put some time into their investments each month and are willing to take higher risk in pursuit of 

higher returns can use one of our tactical or managed portfolios for a third to half of their assets. As I mentioned, they 

have different levels of risk, and the Income Growth strategy is designed to generate more income than the other two. 

Finally, for someone willing to take more risk and put more time into their portfolios, there is our Invest with the 

Winners (IWW) strategy. Because it buys the hottest recent performer, it has the potential to earn high returns but also 

the potential to suffer sharp declines when market trends change quickly. I don’t recommend more than 10% of your 

investments be in a strategy such as IWW unless you have a substantial amount of guaranteed income through Social 

Security, pensions, annuities and other sources.  

Investors have different goals, including the amount of time they want to spend investing. They’re in different stages 

of life and have different needs. We have a diverse readership at Retirement Watch, and I regularly am in touch with 

readers. I try to provide portfolios that meet the needs and goals of the main types of investors. 

At one end of the spectrum are the buy-and-hold investors, those who say, “Don’t make me spend too much time on 

it.” For them, there’s our True Diversification mutual fund portfolio. You can put all of your investments in this 

portfolio or use it for a portion of your assets. 

There’s also the “give me income” investor. He or she wants regular cash distributions that don’t require selling shares 

and tapping principal. They should consider the Retirement Paycheck portfolio.  

There also are investors who say, “Earn me more, but don’t risk losing a lot.” They tried the traditional portfolio 

strategies and don’t like the way those strategies rack up big losses in bad markets. For them, not losing money in 

tough times is more important than earning the highest returns in good markets, but they still want to take advantage of 

market opportunities for higher returns.  

These investors should use our Managed Portfolios. They can choose from the Sector, Balanced, and Income Growth 

portfolios, depending on how much risk they are willing to take. We don’t take a lot of risk in any of these portfolios, 

but we take more risk in Sector and the least risk in Income Growth.  

These investors also can invest part of their portfolios using the Invest with the Winners strategy. This involves more 

trading and risk than the others, but it still is risk-controlled. 

You aren’t restricted to using only one of these strategies. A typical investor would have about half his portfolio in the 

True Diversification portfolio and 40% to 45% in a Managed Portfolio. The rest would be in the IWW strategy. Let’s 

look at the portfolios and strategies in more detail. 

The Core or Foundation Portfolio 

The large bottom section of the investment pyramid is the Core or Foundation. For most investors, I believe this 

should be the largest portion of the total investment portfolio or at least half of the portfolio. For a number of 

investors, the Core Portfolio will be their entire investment portfolio. The Core Portfolio is a fixed, diversified, and 

balanced portfolio.  

The Core Portfolio is constructed with the idea that the primary goal of every investor is to avoid large losses. Even 

the more aggressive investors should want to avoid large losses. Large losses matter to investors in or planning for 
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retirement. Capital preservation over the intermediate term is a goal of every portfolio, though many investors can 

withstand some shorter-term losses. The aim of the Core Portfolio should be steady, solid returns, and there always 

should be a margin of safety in the portfolio.  

The best Core Portfolio is my True Diversification portfolio of mutual funds. This is a collection of diversified mutual 

funds that use strategies or investments typically used by the best institutional investors. It’s a portfolio with true 

diversification, not the improper diversification present in many of today’s portfolios. 

Most portfolios, even those that are considered to be diversified, are heavily correlated to the stock market and require 

strong stock market returns to meet their goals. About 90% of the returns and volatility of these “diversified” 

portfolios depend on the stock indexes. Encounter a secular bear market or even a mediocre market the 10 years before 

retirement or early in retirement, and you have a problem. 

That’s why at Retirement Watch years ago we adopted a policy of balancing risks. This is a concept that pension funds 

and large institutional investors have started to consider in recent years. The idea is a buy-and-hold portfolio should be 

balanced among investments that do well in different economic environments. Most investors believe they have 

diversified portfolios, but the bulk of their investments depend on positive economic growth, low inflation, and rising 

stock markets.  

The portfolio with what we call true diversification also balances the risk or volatility of the different investments, not 

the capital allocations. You want less capital in the investments with a lot of volatility and more in low volatility 

investments. 

The True Diversification portfolio holds no-load mutual funds with reasonable expenses. The funds either use 

investment strategies employed by the better institutional investors or invest in sectors with good long-term returns but 

a low correlation with the U.S. stock indexes. It's pretty much a buy-and-hold portfolio. The funds have low 

correlations with each other and with the stock indexes, so you don't have to make portfolio changes to avoid major 

losses. Almost always, some funds are doing well while others aren't. That's how true diversification works.  

I review the True Diversification portfolio in detail in Retirement Watch every three months and in less detail each 

month. Our regular review shows the strategy achieves its goals of beating the S&P 500 over time with much less risk 

and volatility. The performance is long term, not a short-term wonder. The portfolio had already exceeded its 2007 

peak by the end of 2010. The worst 12-month return was a negative 24.56% for the period ending February 2009. The 

portfolio's standard deviation (a measure of volatility) is about half to one-third that of the stock index. The beta (a 

measure of correlation with the stock index) is less than 0.50, roughly meaning its movements correspond with the 

stock index less than half the time. The beta also is declining as the financial crisis fades. 

As should happen with a diversified portfolio, the portfolio trails the stock indexes during major stock market rallies. 

But it still earns a solid return during those periods. Lagging during bull markets is a small price to pay for 

outperformance in down markets and flat markets, leading to higher long-term returns with less risk.   

The portfolio holds mutual funds with different styles and strategies. There are funds that invest primarily in stocks; 

funds that tactically shift their portfolios over time; funds that invest in high-yield bonds and real estate; and others 

that balance the portfolio. 

The secular bear market that began in 2000 convinced many people that buy-and-hold investing doesn't work. The fact 

is, buy-and-hold does work but it's the buy-and-hold strategy used in traditional portfolios that doesn't work. When the 

portfolio has true diversification and a low correlation with the stock indexes, buy and hold works. 
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Simple Core Portfolios 

There are alternative ways to set up a Core Portfolio for those who can’t meet minimum investment requirements or 

have other restrictions. 

The investor simply can purchase a balanced fund that invests in different assets. Balanced funds usually invest in 

stocks and bonds, though some add other assets. Some balanced funds keep a fixed allocation between stocks and 

bonds. Other funds will change the allocation based on market conditions. The balanced fund is an especially good 

choice for the small investor, the new investor, or the investor who doesn't want to spend much time managing a 

portfolio. My recommended balanced funds are Dodge & Cox Balanced, Vanguard Wellesley Income, Vanguard 

Wellington, Oakmark Equity & Income and T. Rowe Price Capital Appreciation. (Sometimes one or more of 

these funds is closed to new investors.) 

Another option is to invest in a mutual fund that makes some tactical changes on its own. We have several of these 

funds in the True Diversification portfolio. Pick one or more of them and hold them. 

Some investors might not want to look beyond the Core Portfolio. They don't want to do any more work than this 

portfolio requires and are content with its long-term returns. There's nothing wrong with that. The portfolio is designed 

to achieve solid long-term returns and to avoid big losses in bear markets. Investors who are willing to spend more 

time on their portfolios and who seek higher returns with potentially higher risk of loss, should consider the next levels 

of the pyramid. 

Managing Shifting Investment Regimes 

The next level of the pyramid is what I call the Managed Portfolio. This is where we can meaningfully increase 

investment returns and reduce risk.  

The Managed Portfolio essentially begins with a strategic portfolio allocation, but then different assets are 

overweighted or underweighted based on the investment outlook for the next one to five years and on the economic 

and investment cycles. Investments that are not included in the Core Portfolio can find their way into the Managed 

Portfolio when they seem to be undervalued.  

Market timing does not work. This portfolio does not involve market timing and is not a frequently-traded portfolio, 

though it does involve more changes than are made in the Core Portfolio. The intent is not to try to capture short-term 

trends in the markets or to respond to the latest headlines and market noise. Instead, the strategy for this portfolio is to 

sell assets that are overvalued and buy assets that are undervalued or that are likely to benefit from what seems to be 

the next phase of the valuation cycle. 

The economic cycle is the most important factor in investment success. Each asset has a long-term cycle during which 

investors swing from extreme optimism to extreme pessimism and back. In U.S. stocks, a full cycle can take decades. 

For other assets, the cycle might be shorter. The cycle exists for all types of investments. In addition, the cycle exists 

within sectors of the stock market and other markets. For example, large capitalization and small capitalization stocks 

each has a separate cycle. So do growth stocks and value stocks. All of us have seen this in action. We know that there 

will be extreme bull and bear markets of each asset in each generation. We also know that at the same time some 

investments will be in bull markets while others are in bear markets. Parts of the stock market can be in bull markets 

while others are in bear markets. 

An investor cannot determine the exact top and bottom of a cycle in advance. That is not important. What is important 

is to capture the intermediate trends lasting from one to five years. During the intermediate trends, some investments 
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will earn more than their long-term averages and others will earn less than their averages. An investor who can capture 

some of the good intermediate trends and avoid some of the bad trends will increase long-term returns with less risk. 

Valuations are an imperfect investment tool, so we use more than information than that. Over the years I’ve refined the 

data we use to what I believe are those things that matter to the markets. We filter out the white noise and superficial 

information. The things that matter to the markets are monetary policy, the economy, inflation trends, valuations, 

investor and consumer sentiment, and market momentum. 

While the Managed Portfolio should earn above-average returns, the idea is not to seek the next hot investment or 

mutual fund. Instead, the approach should be to reduce risk by limiting exposure to investments that seem overvalued 

and at risk of tumbling. Eliminating the high-risk assets and seeking those with lower risk automatically avoids the 

likely big losers. It also positions the portfolio in the assets that are likely to do well over the next few years. This 

strategy reduces the risk and volatility of the portfolio. 

Reducing risk and losses in this way increases returns in the long run. 

Additional strategies can be put in place to avoid large losses from such mistakes. One strategy I sometimes use in 

Retirement Watch is the sell signal. Most investors should try to limit losses to 5% to 7% of the initial purchase price. 

When I recommend an investment in the Managed Portfolio, I might establish a sell signal, or stop loss signal. If the 

investment, despite what appears to be a low valuation, declines too far, the investor should admit a mistake, sell the 

investment and reassess the situation. I suspended use of the sell signals in 2015, because central banks and other 

factors were causing extra market volatility and whipsaws. I’ll restore the sell signals when it seems appropriate. 

Also, in the Managed Portfolio, I rarely put 50% or more of the portfolio in one fund or asset class. I look for some 

diversification and balance to limit the effects of mistakes. The most appealing asset will get the largest portion of the 

Managed Portfolio, but other investments also will be included in the portfolio. 

For those who are willing to do the additional monitoring and trading, the Managed Portfolio can increase returns and 

reduce risk. My approach to the Managed Portfolios was best described in the lyrics of a song that was popular in the 

1990s. The lines are: "Some days you're the bug; some days you're the windshield." My goal in advising investors is to 

ensure that they and their portfolios are the windshields. Let others risk becoming bugs by seeking the highest returns, 

following the latest fads, or ignoring the risks in their portfolios. 

For More Aggressive Investors 

There are only a few ways that an investor can add value. By adding value, I mean doing better than the average 

investor or a simple buy-and-hold strategy without increasing risk. One way is to select investment managers who beat 

their indexes. Another way is to be different. By this I mean having an asset allocation that gets you into the better 

performing assets for the period and out of the lower performing assets. We try to do this in the Managed Portfolio by 

shifting out of over-valued assets and into under-valued assets. 

The final way to add value is through some form of aggressive investing. An aggressive investment strategy, if 

successful, can generate high returns. 

Many investors will not have an aggressive portion in their total portfolios. It takes significantly more time to choose 

an aggressive strategy and implement it. An aggressive strategy also will involve more short-term risk, though if 

successful it will generate higher long-term returns. Aggressive investments also might be illiquid. That means they 

cannot be sold at a day’s notice and converted to cash. 
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Whichever aggressive method is selected, it will involve more risk than the rest of the portfolio. That's why if you 

want to add this investment strategy to your mix, it should be done with a small portion of your total portfolio. An 

allocation of 5% to 10% is appropriate for most investors, though a few can justify an allocation of up to 25%. 

Retirement Watch offers an aggressive strategy called Invest With The Winners.  

This strategy has a long history, and we’ve adapted it to changing markets over time. Originally the strategy used only 

what I call Classic Mutual Funds. But as many funds began to impose trading restrictions or redemption fees, it 

became harder to execute. I added additional strategies using the Rydex and ProFunds families of mutual funds.  

We’ve now settled on using the IWW strategy only with exchange-traded funds (ETFs).  

IWW also used to implemented using a proprietary ranking of different ETFs that was based on performance over 

different periods in the last 52 weeks, with an overweight to performance over the most recent periods. After many 

years of success, that approach was less successful following the financial crisis. I think the Federal Reserve’s 

aggressive monetary policies were a major factor in the change. 

I now use several computer models. First I identify ETFs that represent key investment sectors. Then, the models use 

various formulas to identify the top-performing ETFs over recent periods and the one ETF that is most likely to sustain 

that performance. Each month I name the one ETF that has been identified, and we buy that ETF in the model 

portfolio. 

The models also have algorithms that identify bear markets or other periods when none of the ETFs is likely to earn 

positive returns. During those periods, the model IWW portfolio remains in cash.  

This automatic investing system works best when you invest through a discount broker, such as Charles Schwab, 

Fidelity or TDAmeritrade. It also is best through a tax-deferred account, such as an IRA, or tax-free accounts, such as 

a Roth IRA, so that taxes do not take away part of your gain each time there is a sale. Almost all the gains will be 

short-term gains, taxed as ordinary income. 

The Easy Chair Managed Portfolios 

Those are the basics of the Retirement Watch investment strategy. For the Managed Portfolio, I offer four different 

recommended portfolios. That allows you to choose the portfolio that is best for your goals and risk level. In each 

issue of Retirement Watch there are clear buy and sell instructions for each fund in the portfolios. After determining 

which type of investor you are, follow the recommendations for that portfolio in each issue. 

The Sector portfolio is designed for investors who won’t need to spend from the portfolio for 10 years or longer and 

who can tolerate monthly volatility while seeking above-average returns. 

The Balanced portfolio is for investors who seek above average returns over time with less monthly volatility than 

both the overall stock market and the Sector portfolio. 

The Income Growth portfolio is for investors who primarily want an annual income yield of 3% to 5% of their 

current principal, and who also want the cash income and portfolio principal to increase over time to keep pace with 

inflation. 

The Retirement Paycheck portfolio was introduced in late 2009. Our old Income Portfolio was designed for money 

you might need sometime in the next five years and need to keep safe. In this era of low interest rates that restriction 
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left few options for the portfolio. Money you may need in that time frame should be invested for safety in short-term 

treasury bonds, certificates of deposit, similar assets, and perhaps some intermediate bond funds. Safety of principal, 

rather than income, is the main goal for that money. 

The Retirement Paycheck Portfolio is designed for those who want above average interest and dividend yields with the 

likelihood that both the income payments and the principal value will increase over time. It is for people who plan to 

use the portfolio to fund their regular spending. 

If your mailbox and e-mailbox are anything like mine, you receive a series of ads for newsletters promising steady 

income yields of 10% and more annually. Of course, the only way to achieve such high yields is to put principal at 

high risk, and the recommended investments took steep dives from 2007 through mid-2009 and again in 2013. 

They’ve taken sharp dives at other times. In the Retirement Paycheck Portfolio we aren't seeking the highest yields, 

because we don't want to take the highest risks. We continue our policies of risk management and margin-of-safety 

investing. 

The Retirement Paycheck Portfolio seeks above-average yields by taking more risk than a safety-first income portfolio 

but not the high risk of "yield hogs." The primary risk in the portfolio should be that prices of the investments will 

fluctuate, but we shouldn't be risking significant permanent losses of capital the way yield hogs do. 

We have investments that benefit from different economic scenarios. Most income-oriented portfolios rely on one 

economic trend, low inflation and low or falling interest rates. When interest rates and inflation rise, their high-

yielding investments go in the tank. You'll see more diversity in this portfolio most of the time, and we'll make 

changes as the valuations and risk of the investments change as well as when the economic environment changes. This 

is not a buy-and-hold portfolio, and we won't have a core of permanent holdings. We'll make changes as necessary. 

You can expect that most of the investments in this portfolio will have volatility similar to stocks, but many of the 

investments won’t be correlated with the stock market.  

To earn the higher yields we use traditional mutual funds as well as closed-end funds, master limited partnerships, 

exchange-traded funds, and perhaps a few individual stocks. You'll pay commissions to buy some of them, so consider 

using a discount broker.  

These portfolios make it easy for investors to achieve the returns they need to meet their goals and to earn more than 

most other investors. 

A Few Questions and Answers 

There are some other aspects about our investment advice in Retirement Watch that are best addressed in a question 

and answer format. Here are the issues raised most frequently by new subscribers. 

Do you have investment advice other than the portfolios? 

I've always recommended that investors simplify matters by consolidating their mutual funds at either a discount 

broker or at one or two fund companies. Many of these firms also let investors save money by offering to trade funds 

with no transaction fees (NTF programs). I regularly list the funds I recommend in each investment category that 

participate in a major NTF program and also funds from the major fund families in my “One-Stop Recommended 

Portfolios.” 
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This way, my readers get the convenience of using one toll-free telephone number or web site and receiving one 

comprehensive account statement while getting the benefits of no load investing. And they can do all this while 

following my advice. Not all of the funds I recommend have a good alternative at each major fund family or in the 

NTF program, but I list them when they exist. 

Do you tell me when to sell my investments? 

Absolutely. There's no point in generating positive returns if you don't keep your profits. I follow each 

recommendation I make and give specific sell advice. I continue to provide updates on long-term recommendations 

until I say to sell them. When I think it is close to the time for selling an investment, in each issue I list a specific price 

at which it should be sold if it falls to that price between issues. This allows you to protect your profits in case there is 

a big market move between issues. 

How do I get started following your recommendations? Should I sell my current investments and immediately 

adopt your portfolios? 

I'm rarely in favor of wholesale changes in a portfolio. Take the time to look at how your portfolio is structured now 

and how you think it ideally should be structured. Decide which of my recommended portfolios is for you and see how 

close your current asset allocation is to my recommendations. 

If your allocation is significantly out of balance, begin by selling your worst-performing assets in each category and 

dump any below-average mutual funds you've been holding. If you are going to sell something for a capital gain, look 

for losing assets you can sell so that the losses will offset the gains and reduce taxes. If something has done well for 

you but is not on my recommended list, hold it until it starts to falter. Then consider selling. When you sell an 

investment, replace it with my recommended investments. Over time your portfolio will resemble my recommended 

portfolios and you'll be on your way to earning above-average profits with safety, simplicity, and a margin of safety. I 

recommend taking about six months to get your portfolio resembling one of my model portfolios. 

What if I have less than $10,000 to invest? 

I recommend that you get started with a Core Portfolio first, and develop a Managed Portfolio as your investment 

portfolio increases. If you don't have enough assets to assemble my True Diversification portfolio, I suggest you start 

with one of the all-weather balanced funds I recommended earlier. I don't recommend many funds in this category. 

Most balanced funds try to engage in market timing and end up taking risks that conservative balanced fund investors 

did not expect.  

Part of my investments are in my 401(k) plan at work. This plan does not offer your recommended mutual 

funds. How can I follow your recommendations with my 401(k) plan? 

The most important contributor to investment performance is your asset allocation. Usually it is more important to be 

in the right type of fund than in a specific fund. So you can follow my recommendations by using whatever funds your 

401(k) allows in each category.  

If your 401(k) does not offer consistently good funds or doesn’t offer funds in each category, decide which are the best 

and worst offerings in the plan and invest in the best. For example, if your 401(k) plan offers good U.S. stock funds 

but bad or no bond and international stock funds, do most of your U.S. stock investing through the 401(k) plan. Invest 

in the other assets outside the 401(k) plan.  
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An alternative available in many plans is a brokerage window. This allows you to pay an extra fee and invest in almost 

any fund or other investment through a brokerage account at a broker selected by the plan sponsor. Many 401(k) 

offerings are so bad that you’re better off paying the extra fees to get in different funds.  

What is the biggest mistake you see in portfolios you review? 

Most investment portfolios are much too complicated. It is not unusual for an investor to own more than a dozen 

mutual funds that were accumulated over the years and then forgotten.  

Also, most investors have their money disbursed over several mutual fund companies and brokers. In these situations, 

most of the time that is put into investing is spent simply collecting and analyzing the paperwork to find out how the 

portfolio is invested. The real work of deciding how the portfolio should be invested is given less time. Often, the time 

involved in collecting the information then shifting funds among different mutual fund companies and brokers is 

overwhelming. Procrastination sets in and nothing is done. 

I recommend that investors simplify their financial lives, as I described earlier. Invest in mutual funds through a 

discount broker or limit your investments to one or two mutual fund families. 

Alternative Funds and Share Classes 

All of the funds I recommend are not available to all investors, at least the way they want to buy them. A fund might 

have a higher minimum than you can afford or might not be available through your broker. Or you might not want to 

pay a transaction fee to buy the fund. Some funds or share closes are closed to new investors, though I’ve been 

recommending to my readers since before they were closed. 

For these and other cases I establish a list of alternative funds and share classes and maintain it on the members’ web 

site. Click on the “Member Extras” tab under the “Retirement Watch” tab on the members’ home page, and then click 

on “Alternate Share Classes and Funds.” This should guide you to a share class of the same fund or a different fund 

that is a good substitute for my recommended fund. You also can view the “One-Stop Recommended Portfolios” page 

that offers lists of NTF funds and funds at the major fund families that are alternatives to my recommended funds. Not 

all funds have good alternatives but I list those that are appropriate.  

Keeping Your Nest Egg Safe from the IRS Money Grab 

Introduction 

What happens if you outlive your money? It's the number one question on the minds of Americans in or near 

retirement. And it's the most important one at that.  

Once you stop working, the only money you can depend on is the money you have worked hard to save in your IRA, 

401 (k) and other retirement accounts. But economic forces outside your control are lining up to attack your nest egg. 

For example, Social Security benefits alone won't come close to providing you with a cushy retirement. Today, the 

maximum monthly payout is a little over $2,600 at full retirement age… no matter how much money the government 

took from your paycheck during your working years. 

With the government and employers bailing on retirees, your savings and investments will bear most of the burden of 

seeing you through your retirement years. 
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But it's not just the greedy hands of the government you need to watch out for. The ongoing scourge of rising inflation 

will continue to eat away at your nest egg. 

One of the fastest rising costs for retirees is medical costs. According to the Employee Benefit Research Institute, 

healthcare costs on average will be more than $300,000 in retirement for a couple aged 65 today. 

Meanwhile, we've already seen prices for everything from gas to oil to food to clothing soar in the past decade. 

Imagine what the basics will cost 10, 20, 30 years from now when you are established in retirement and living on a 

"fixed" income? 

Perhaps like many, you trust your investments will see you through and provide you with much needed "inflation 

protection." Yet the stock market has taken us on a pretty wild ride in recent years. It's been nearly impossible to count 

on steady profits. 

But if you were to try and sidestep this market volatility by moving your money into "safe" interest bearing accounts, 

at today’s yields, you wouldn't even be able to tread water (especially after considering inflation). 

So you have to plan on making your retirement savings last longer, as more people are living longer, healthier lives 

thanks to new medical insights and breakthroughs.  

So if you're one of those lucky folks, you'll need to stretch your portfolio even further - another 20, 30 years or more.  

That means the money you earn on your investments has to work harder than your father's ever had to. But it also 

means keeping as much of it for yourself & out of IRS’s hands as possible. 

That’s why I wrote “Keeping Your Nest Egg Safe from the IRS Money Grab.” This report is jam-packed with new 

strategies and big secrets that turn conventional tax-saving thinking on its ear.  

I've packed 25+ years’ worth of unbiased retirement answers, solutions, strategies and tactics into this report. 

So get settled into a comfortable chair and prepare yourself for some eye-opening reading! 

Secret #1 -- What to do if you roll over your IRA after the 60-day filing period expires? 

Mistakes often happen with rollovers. For example, a plan trustee might transfer an IRA to a taxable account instead of 

to another IRA. Or the trustee might issue a check to the owner instead of transferring the account to another trustee.  

In the past, the account owner had no remedy. If the rollover was not executed properly, it was treated as a taxable 

distribution. The reason for the improper rollover didn't matter. The owner was stuck with the tax bill and perhaps a 10% 

early distribution penalty.  

The IRS has the discretion to grant waivers to the 60-day rule, allowing additional time for the owner to deposit the 

funds in a qualified retirement account. Even better, in 2016 the IRS issued new rules that make it easier to claim a 

waiver.  

The IRS uses an honor system, or self-certification process. Under this process, a taxpayer who inadvertently didn’t 

meet the 60-day deadline because of mitigating circumstances can file a letter with the retirement plan administrator or 

trustee claiming a waiver from the 60-day deadline. The IRS indicated that it and the plan officials ordinarily will 

accept this self-certification.  
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The plan officials will report the rollover as meeting the 60-day deadline but also will report to the IRS that the self-

certification was made. However, the IRS can always audit the taxpayer and review the rollover.  

In Revenue Procedure 2016-47, the IRS provides 11 conditions that qualify as mitigating circumstances under which a 

taxpayer can self-certify the waiver.  

The circumstances include a distribution check that was misplaced and never cashed, the taxpayer’s home being 

severely damaged, a family member’s death, the taxpayer or a family member being seriously ill, the taxpayer being 

incarcerated, or restrictions imposed by a foreign country.  

The revenue procedure also provides a sample certification letter a taxpayer can send to the plan officials. This 

revenue procedure can be located on the IRS website at www.irs.gov.  

Keep in mind that because of a court ruling in 2014, a taxpayer is allowed only one tax-free 60-day rollover within a 

12-month period. That limit is per taxpayer, not per IRA or retirement plan.  

It is best to have rollovers made by the plan administrators or trustees. An unlimited number of these rollovers can be 

made, and there is no 60-day deadline.  

You still have to monitor the transactions to be sure the plan officials don’t make a mistake, such as depositing your 

rollover in a taxable account. But it’s less risky than trying a 60-day rollover.  

Secret #2 -- Why reaching age 70½ changes everything and could force you to deplete your IRA 

too fast. 

IRA owners over age 70½ are required to begin taking required minimum distributions (RMDs). That rule is 

longstanding. But the IRS learned that many people either don’t take their RMDs or don’t compute them properly, so it 

is cracking down on them.  

Be sure you take your RMDs and compute them properly. Generally, you take your aggregate IRA balances as of Dec. 

31 of the previous year and divide it by your life expectancy. You must use the life expectancy from one of the tables 

provided by the IRS in the back of its free publication 590-B. The publication is available on the IRS website at 

www.irs.gov. We also posted the life expectancy tables on the members’ section of our website at 

www.RetirementWatch.com.  

Secret #3 -- Thinking of naming your estate as your IRA beneficiary? 

Think again! I always advise people not to either name their estates as the IRA beneficiary or fail to name a 

beneficiary. Doing so can require the IRA to be distributed quickly, causing your beneficiaries to lose the tax deferral.  

If the estate is beneficiary or there is no named beneficiary and you had not reached age 70½ and were not taking 

required minimum distributions, the IRA must be distributed within five years after your passing. The heirs are not 

allowed to stretch the distributions over the life expectancies.  

If you had already begun RMDs, the distributions can continue on your established distribution schedule, but not 

based on the beneficiary's life expectancy.  



45 

 

In the latter case, some custodians make the problem worse. They will not make distributions to the individual 

beneficiaries. They will insist on paying the estate and let the estate distribute the money to beneficiaries. This requires 

the estate to remain open until the IRA is empty.  

These custodians do not understand that the IRA legally can be assigned by the estate to the beneficiaries named in the 

will or other documents. There is no reason to require the estate to be kept open for the stretch-out period.  

The lesson is to be sure to designate one or more individuals as primary beneficiary of the IRA and also to name 

contingent beneficiaries in case the primary beneficiary is not able to inherit the IRA. Otherwise, your loved ones will 

lose the valuable tax deferral of the IRA.  

Secret #4 -- The one simple question to ask your IRA custodian that could save your grieving 

spouse a world of anxiety and hassle. 

Some custodians will not work with the executor of an estate. The IRA passes by the terms of the IRA beneficiary 

designation form, not by the will, and the IRA avoids the probate process.  

The executor really doesn't enter into the picture, in their view. But the executor needs verification of the IRA's value 

to file the estate tax return. In addition, you might want the executor to relieve the burden of your spouse and other 

survivors by processing the paperwork. Ask your custodian if it will communicate with and provide information to the 

executor.  

Secret #5 -- Pay your IRA taxes now instead of later. 

Some of you could substantially lower your tax bill in retirement by doing so. In fact, you could avoid paying tens of 

thousands of dollars in needless taxes!  

Here's what you must consider in order to carry out this strategy.  

One of the most powerful tax-saving retirement weapons that should be in every retiree's arsenal is the Roth IRA. 

Their unique benefits are tremendous! No age limit on contributions. No required minimum distribution at age 70½. 

And the best reason ever to open a Roth IRA: not one dime you withdraw from it in retirement is ever taxed. No 

matter how much your money has grown over the years!  

Many of my readers cannot open contributory Roth IRAs, because their incomes are too high. Currently Roth IRAs are 

unavailable to higher income tax payers. This means anyone with adjusted gross income of $160,000 or more 

($110,000 for singles) is not allowed to make a contribution. (The limits are adjusted for inflation annually.)  

But since 2010, taxpayers of any income level have been allowed to convert a traditional IRA to a Roth IRA. They are 

now able to take advantage of the significant tax savings Roth IRAs offer.  

Taking advantage of this is easy. Simply build up your traditional IRA and other tax-deferred accounts as much as 

possible. Then, convert your regular IRA to a Roth IRA (and consider doing the same with your 401(k) as well if you 

can roll it over to an IRA). You will pay taxes on the conversion, but it could be considerably less than the taxes you'd 

be forced to shell out in the future.  

Many people aren’t excited about paying taxes before they have to. But, unless your income tax rate is going to be 

lower in the future than it is now, it can make a lot of sense to pay taxes now and shelter all the future gains and 
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income from taxes. I’ve explained the rationale for this in some detail in my books and in articles in Retirement Watch 

that are available in the Archive in the members’ section of the web site.  

Secret #6 -- Over 70½? How to keep your IRA pumping out cash for years -- in spite of having 

to take required minimum distributions? 

IRA owners over age 70½ need to take required minimum distributions from their traditional IRAs (as well as other 

qualified retirement plans). The first RMD must be taken by April 1 of the year after the owner turns age 70½.  

Subsequent RMDs must be taken by Dec. 31 of each year, including the year that the first RMD was required by April 

1. The owner can always take distributions exceeding the RMD. Instructions for computing the RMDs are in IRS 

Publication 590-B, Individual Retirement Arrangements-Distributions, available on the IRS website at www.irs.gov.  

It might be best to take the first RMD in the calendar year before it is required. Instead of waiting until the April 1 

deadline, take by the previous Dec. 31. That avoids having two RMDs on one year's tax return.  

After that, it is best to take an RMD late in the year. That allows the tax-deferred compounding to work as long as 

possible.  

The exception is a year when the portfolio declines. If you can anticipate that all or part of the portfolio will decline 

during the year, take the RMD early in the year, converting the investments into cash. 

 An RMD does not need to be taken in a lump sum. Periodic distributions can be taken during the year as long as the 

total by Dec. 31 equals or exceeds the RMD.  

Secret #7 -- Want to convert multiple IRAs into one Roth IRA? 

No problem. Follow these four easy steps to convert one or more IRAs or just part of an IRA into a Roth IRA.  

First, select the IRAs or the amount of each IRA you want to convert into a Roth IRA.  

Second, if you want to transfer specific assets, determine if they can be transferred to any Roth custodian, only a 

specific Roth custodian or not at all. Otherwise, be sure there is enough cash in the traditional IRAs to be transferred to 

the Roth IRA.  

Third, contact an IRA custodian and open a Roth IRA.  

Fourth, tell the Roth IRA custodian which assets or amount to convert from the traditional IRAs. The Roth custodian 

will take care of the rest of the transfer.  

Secret #8 -- How to take required minimum distributions from an IRA without liquidating a 

single share of stock or mutual funds you currently own? 

RMDs do not have to be taken in cash. Most IRA custodians allow you to set up a taxable account. Then, you can have 

specific shares or assets transferred from the IRA to the taxable account to satisfy the RMD. You will still owe taxes 

on the distribution as though it had been made in cash. The distribution amount will be the market value of the assets 

on the day they were transferred. But you won't have to liquidate an investment you like or incur expenses to buy and 

sell an investment just to make the RMD.  
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Secret #9 -- Common withdrawal mistake that makes your Roth IRA vulnerable to a massive 

IRS tax grab. 

Distributions from a Roth IRA are tax-free, but not all distributions. They must be qualified distributions. To be 

qualified, first at least five years must have passed since a contribution was first made to a Roth IRA.  

The contribution need not be to the same Roth IRA from which the distribution is taken; the taxpayer must have made 

a contribution to any Roth IRA at least five years before a distribution is taken from any Roth IRA.  

The five-year waiting period is a bit different for converted Roth IRAs. Then, there is a separate waiting period for 

each conversion.  

Second, the distribution must be taken after any of one of the following: the Roth IRA owner is older than age 59½, 

passed, away, or became disabled. Or the distribution must be no more than $10,000 and is used for a qualified first-

home purchase.  

Secret #10 -- Have a 401(k)? When it makes sense to convert it to a Roth 401(k) -- and when it 

doesn't. 

A retirement plan account, such as a 401(k), can now be converted directly to a Roth IRA. But the 401(k) has to allow 

this option, and many don’t. Check with your employer or 401(k) administrator to see if it’s allowed. If it’s not, you 

might still have an option. You might roll over the 401(k) to a traditional IRA, and then convert the IRA to a Roth 

IRA.  

Before executing this strategy, determine if a rollover from the 401(k) will be viable. Generally, 401(k) amounts can 

be rolled over to an IRA only if the employee leaves the employer due to retirement, a new job, or disability.  

Some 401(k)s allow distributions or rollovers by any employee over age 59½. Check your plan's rules and the tax law 

before deciding to ramp up contributions with an eye toward a conversion to a Roth IRA.  

Secret #11 -- One little-known rule for getting back every dime of taxes you pay on your IRA 

conversion. 

A conversion is best when the taxpayer has cash from other sources that can be used to pay the income taxes, so that 

the entire IRA can remain intact and maximize the income and gains that will compound.  

In addition, the IRA should be left alone for 10 years or longer so that the compounding can make up for the taxes paid 

on the conversion, assuming an 8% rate of return.  

A higher return means a lower payback period, and a lower return means a longer payback period. If money has to be 

distributed from the IRA to pay taxes on the conversion, then the Roth IRA should be left undisturbed for a longer 

period for the conversion to reach the break-even point.  
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Secret #12 -- The order in which you draw down the different retirement savings accounts 

affect the amount of after-tax wealth in retirement. 

Most people have more than one type of retirement account. There is usually at least one tax-deferred account, such as 

an IRA, plus a taxable account. The standard advice is to draw down the taxable accounts and leave money in a tax-

deferred account as long as possible to let the tax-deferred compounding work.  

My research shows that in many cases that traditional advice is correct. The retiree's wealth will last longer if the tax-

deferred compounding is allowed to work for as long as possible. My conclusions are supported by other research.  

The results, however, depend on the assumptions made. For some people, retirement savings will last longer if the tax-

deferred accounts are tapped first.  

I have identified two scenarios in which spending your IRA first makes sense.  

My research shows that if the annual return in your taxable account is at least four percentage points higher than the 

return in your tax-deferred account (i.e. IRA), you should drain your tax-deferred accounts first. Why? Because the 

higher return in your taxable account makes up for the lack of tax deferral. This money is likely earning more for you 

than the money in your tax-deferred account.  

It might be taxed at the lower tax rate for long-term capital gains when it is time to spend the money.  

The other scenario in which tax-deferred accounts should be drawn down first is when it makes sense to empty one's 

IRA early. Consider this strategy if your IRA is more than you'll spend during your lifetime. See details in my book, 

“The New Rules of Retirement” (Wiley). Details also are in the Archive on the members section of the web site at 

www.RetirementWatch.com. 

Secrets #13 & #14 -- The one and only time it makes sense to hold stocks in an IRA. When to 

place an equity mutual fund into an IRA -- and when not to. 

Most investors own both taxable and tax-deferred accounts. Some also own tax-free accounts, such as Roth IRAs. Few 

investors consider which investments are best held in these different accounts. Yet, properly allocating the investments 

between the accounts can change the amount of after-tax income available for retirement.  

A typical investor will hold stocks and equity mutual funds for the long term. The mutual funds will have low annual 

distributions that are subject to taxes. For this investor, the best advice is the conventional advice.  

Hold in a taxable account investments that already are tax-advantaged, such as stocks, equity mutual funds and real 

estate. Gains from these investments will be taxed at the long-term capital gains rate. If the investor incurs losses in the 

taxable account, these can offset gains from other investments in the account or other income.  

If these tax-advantaged investments instead were in a tax-deferred account, the investor would be converting tax-

advantaged income into ordinary income. That is because distributions from an IRA are taxed as ordinary income.  

Secret #15 -- The simple rule of thumb that makes it a snap to avoid needless taxes. 

Few people can hold all of their stocks and mutual funds for the very long term. They need to sell at least a few 

investments each year, or the mutual funds make some distributions. What is the break-even point? When does it make 
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sense to hold stocks and equity mutual funds in an IRA (where taxes on the gains are deferred but are imposed at the 

top ordinary income tax rate when distributed) instead of in taxable accounts?  

Here is the rule developed from my research: Stocks and equity mutual funds should be held in a taxable account 

unless at least 25% of the annual return from them is taxed at ordinary income tax rates. 

Secret #16 -- The one investment you should ALMOST ALWAYS sell when you start tapping 

your retirement accounts. 

Investments with paper losses held in taxable accounts usually should be sold first. The realized losses offset any 

capital gains for the year, including distributions from mutual funds. Losses that exceed gains offset other income up 

to $3,000 per year. Any additional losses are carried forward to future years to be used in the same way until 

exhausted.  

You'll whittle your tax liability to the bone by using this simple strategy. In addition, you give the winning investments 

more time to compound income and gains before they are tapped. The only exception to this rule is when you believe 

the losing investment is ready to turn around and begin earning a higher return than the rest of the portfolio.  

Secret #17 -- How to determine the best investment to sell for the lowest possible tax bill? 

When it is time to draw down taxable retirement accounts, care should be taken with the choice of investments to sell 

each year. Good tax management can make the accounts last longer and provide greater after-tax wealth.  

The rule to follow is to first sell the assets with the lowest tax cost. I favor selling the assets with the lowest taxes as a 

percentage of their value. To compute this, divide the taxes that would be due on the sale by the value of the asset to 

be sold. Using this simple calculation incurs the lowest taxes each year. You will have to sell a lower value of assets, 

because less of the sale proceeds will be used to pay taxes, leaving more after-tax money for spending.  

Secret #18 -- Three little-known rules for outfoxing the tax man when trading stocks in your 

taxable investment accounts. 

There are strategies that will reduce taxes on taxable investment accounts. Most retirees don't know these trading 

secrets of professional and institutional investors. They could save each retiree thousands of dollars in taxes each year, 

and make the retirement fund last that much longer.  

In the taxable account you want to minimize the number of trades made each year. Numerous trades mean short-term 

gains, taxable at the top tax rate. Sell investments only when one of these conditions is met:  

The prospects for the investment are poor or mediocre. A higher return in another investment can make up for the 

taxes you will pay to sell the first investment.  

The investments are high risk. Your nest egg should primarily have investments that have margins of safety. Most 

retirees cannot afford to see a large portion of their nest eggs decline in value.  

There will be low taxes on the trade. The best way to meet this requirement is to hold a security for more than one year 

before selling, qualifying for the long-term capital gains rate. 
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Secret #19 -- Safest retirement account for "junk" bonds. 

Interest earned on bonds is taxed as ordinary income, at the top tax rate. Junk or high-yield bonds earn higher interest 

than other types of bonds. Bonds and other investments that generate ordinary income should be held in tax deferred 

vehicles when possible. Real estate investment trusts also generate high ordinary income and generally should be 

owned through tax-advantaged accounts. If you also have a Roth IRA, generally the highest returning investments 

should be held in the Roth, because that maximizes the amount of tax-free income down the road.  

Secret #20 -- The type of retirement account you should almost always tap last. 

When deciding the order in which to withdraw money from different types of retirement accounts, my research shows 

that Roth IRAs and any other tax-exempt accounts should be tapped last.  

The combination of tax-exempt compounding and distributions maximizes wealth when the compounding is allowed 

to work for a long as possible. As a general rule, the IRAs with nondeductible contributions should be allowed to 

compound longer than fully taxable IRAs, since distributions from nondeductible IRAs will be only partly taxable  

Secret #21 -- How to avoid taking required minimum distributions after age 70½? 

Owners of traditional IRAs are required to take distributions from their IRAs each year. The amount of the required 

minimum distributions is determined by an IRS formula. For a number of older Americans, the RMDs exceed their 

spending needs.  

It means they are taking money out of their IRAs and paying taxes on income they do not need.  

A solution for some people is to withdraw money from their IRAs before they need to. Pay income taxes now so that 

future gains can compound in a taxable account and be subject to the long-term capital gains rate instead of the 

ordinary income tax rate.  

My research shows that there are people for whom it makes sense to do this instead of following the traditional advice 

of letting money compound in the tax deferred account as long as possible.  

Briefly, there are people with sufficient assets outside of their IRAs that they are not likely to need the IRAs during 

their lifetimes, or at least not need the bulk of the IRAs.  

Yet, the tax law requires them to begin distributions after age 70½. These distributions are taxable as ordinary income 

and will increase as the individual ages. When children or other heirs inherit the IRA, they will owe income taxes on 

distributions from the IRA.  

In these situations, the investor could be better off taking money out of the IRA early, paying the taxes at the current 

value, and letting the after-tax amount compound in a tax-deferred account. This is discussed more fully in the Archive 

on the web site (www.RetirementWatch.com) and in my books.  

You should consider this option if you have a large IRA or significant assets outside the IRA so that you do not need 

the IRA to maintain your standard of living. 
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Secret #22 -- Invest your IRA in real estate, privately-issued company stock, hedge funds, 

separately managed accounts and a host of other assets in your IRA. 

Most IRA custodians say that only publicly-traded securities and mutual funds can  

be purchased through an IRA. This is not part of the tax law. It is their internal policy. Their systems are not set up to 

handle assets that are not publicly-listed and traded. They also do not want to charge the additional fees they would 

have to charge to handle other types of assets.  

Yet, you are allowed to own many of these assets in your IRA. To do this, you may need a different IRA custodian 

who's willing to allow you the flexibility to set up a Self-Directed IRA. Only a small number of IRA custodians offer 

these types of IRAs. Some people call it the Super IRA. Others call it the "Secret" IRA. Its more common name is the 

Self-Directed IRA or true Self-Directed IRA.  

You can find them by going to any Internet search engine and typing in "self-directed IRA."  

Secret #23 -- Greatly expand the use of the Super IRA and reduce its costs. 

One of the disadvantages of the true Self-Directed IRA is that the custodians charge higher fees than other custodians. 

In addition, there are paperwork requirements and usually additional fees for every transaction the IRA makes. These 

factors make the true self-directed IRA impractical for small IRAs and for IRAs making a large volume of 

transactions.  

Even these disadvantages can be reduced or eliminated by taking another step that very few advisors know about. You 

can set up a limited liability company, and have that wholly-owned by the IRA. Then all your investments and other 

transactions are made through the LLC. The LLC is a separate taxpayer and investor, the IRA simply owns the LLC 

the way a conventional IRA might own Microsoft or GE.  

The LLC can buy any investment that is suitable for an IRA. But it makes the purchases through its own accounts 

using its own funds. Some people refer to this as the Checkbook IRA, because all the IRA investments are made 

through the LLC's checkbook or brokerage account. 

You might have to prepare a tax return each year for the LLC and have to pay attention to other details. You should 

not attempt it without an experienced custodian and an attorney to help set up the LLC. The LLC documents must 

have certain language to allow ownership by an IRA. Without the language, the plan could have big problems.  

By using this strategy, you'll enjoy complete control over your IRA assets. You can uncover a wide range of profit-

making opportunities that most investors never consider for their IRAs. And you can better protect your nest egg from 

the ravages of a long-term bear market by moving away from a traditional stock and bond portfolio.  

Secret #24 -- How to avoid IRA penalties for helping family members? 

Here's an example of what you can do without a penalty once an LLC IRA is created.  

Suppose you have a stepchild who is ready for college.  

Your LLC IRA can lend the tuition money to the stepchild. Over time the stepchild pays back the IRA with interest 

(perhaps using annual gifts from you). The loan plus interest goes back into your IRA, tax deferred. In addition, the 
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interest might be deductible by the stepchild. This is how your LLC IRA can be used both to earn money and help a 

loved one. The transaction also works for brothers, sisters, nieces, and nephews.  

Or suppose you help someone buy a home or other property by having your IRA write the mortgage. The person gets a 

loan. Your IRA earns interest income as mortgage payments are received. The loan is secured by the property, 

protecting your nest egg. And the borrower gets to deduct the interest payments. These are just the tip of the iceberg. 

There are many other interesting and profitable transactions IRAs are allowed to make.  

Secret #25 -- How to buy your dream vacation home using your IRA? 

While the list of prohibited transactions is extensive, it is not absolute. The law requires the Department of Labor to 

create a procedure for obtaining exemptions from the prohibited transactions rule. This has been done, and the 

Department grants a number of exemptions each year.  

Here is a sample of exemptions granted over the years:  

• An IRA owner sold real estate to his IRA.  

• An IRA owner sold stock to his IRA.  

• An IRA owner purchased stock from his IRA.  

• An IRA owner purchased real estate from his IRA.  

• An IRA owner lent money to a corporation of which he was the sole owner. That means when the loan 

was repaid, the corporation paid tax deductible interest to the IRA.  

The Department of Labor, through its Employee Benefits Security Agency, reviews applications for exemptions. The 

office also grants "class exemptions." These are available to anyone meeting the qualifications stated in the class 

exemption.  

To be granted an exemption, you have to show the office that a transaction is administratively feasible, is in the 

interest of the plan and its participants and beneficiaries, and that it protects the rights of plan participants and 

beneficiaries.  

An individual exemption is put on a fast track to approval if you show that the transaction is substantially similar to 

two or more exemptions granted in the last five years.  

The web site is revised regularly, but at the time of this writing, here’s how you can get full details of past exemptions 

at the web site www.dol.gov/ebsa/. In the right column, click on "EXPRO Exemptions," "Individual Exemptions," and 

"Class Exemptions." For full details about exemptions and procedures, get the booklet "Exemption Procedures Under 

Federal Pension Law," available at www.dol.gov/ebsa/publications/-exemption_procedures.html.  

The possibility of an exemption widens your financial options. For example, your IRA might be able to write the 

mortgage on your next home or vacation home.  

Instead of writing mortgage checks and paying interest to a bank or other lender, you will be making the payments to 

your IRA. And the interest likely will be deductible. That's a pretty good deal. When in doubt, work with a tax advisor 

who is well-versed in the rules for making nontraditional investments in IRAs.  

 

 

file:///C:/Users/melchol.fantaye/Downloads/www.dol.gov/ebsa/publications/-exemption_procedures.html


53 

 

Secret #26 -- Be sure your heirs do not make the #1 mistake with inherited IRAs. 

Heirs, often with the help of the IRA custodian, at times make a big mistake when they inherit IRAs that triggers 

immediate and large tax bills. They lose the tax deferral of the IRA.  

The mistake they make is to change the title of the inherited IRA to their names. This simple name change triggers a 

rapid distribution of all the IRA's assets.  

This means your heirs could get whacked with an enormous tax bill and have to fork over 35% or more of their 

inherited IRA in income taxes to the IRS!  

To prevent this tax tsunami from swallowing up your wealth, it's very important to tell your heirs this: An inherited 

IRA needs 3 things in its title to keep it safe from the greedy clutches of the IRS …  

1. The name of the owner who passed away  

2. The word 'IRA'  

3. The statement that it is "for the benefit of" the heir.  

So an appropriate title for an inherited IRA would be, "John Sample IRA (deceased), F/B/O Bob Sample, beneficiary."  

These three simple title changes can provide ironclad protection and the ultimate flexibility for your heirs. Now they 

can take distributions when they want to, NOT when the IRS decides. That means your heirs can stretch out their IRA 

distributions over a longer time horizon, minimizing their tax impact.  

Secrets #27 -- Don't let heirs fall into this common trap. 

Required minimum distributions are required of beneficiaries who do not take all the money out of the IRA rapidly 

and pay taxes on it. Fail to take the RMDs and there will be penalties imposed. The key deadline is Dec. 31, of the 

year after the year in which the original IRA owner died. By that date, the RMDs must begin.  

Heirs need to know this and have their distribution schedule established on time. Follow the rules and the heirs will 

have a "stretch IRA," one that allows the tax deferred compounding to work as long as the law allows. Otherwise, the 

IRA will have to be distributed within five years, or there will be penalties and taxes.  

Secret #28 -- How to be sure an IRA goes to the loved ones you want to receive it? 

One of the easiest things you can do to ensure your IRA custodian follows your wishes is to scrap their standard 

beneficiary forms. Most of the mistakes made by IRA custodians are tied to this beneficiary form, which IRA owners 

often spend a minute or less filling out.  

But a little bit more of careful planning can save a large portion of your wealth for your heirs and keep it out of the 

greedy hands of the IRS. That's why I recommend you submit your own customized beneficiary forms with detailed 

instructions. This simple step can prevent a lot of headaches and needless taxes.  

It can also help you take advantage of opportunities you might not be able to otherwise. For example, in a rare burst of 

generosity, the IRS issued regulations that provide opportunities for IRA beneficiaries to extend tax deferral.  

A customized beneficiary form can help your heirs take advantage of this opportunity to defer taxes and keep your 

IRA custodian from messing up things. Most estate planners have experience drafting customized beneficiary forms 
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and working with custodians to accept the forms. Customized forms should be considered seriously when an IRA is 

large, there are multiple beneficiaries, or it is not desired to split the IRA equally among the heirs.  

Secret #29 -- A mistake you don't want an IRA custodian to make. 

Here's another common mistake IRA custodians make. Most IRA custodians assume that multiple beneficiaries to 

your IRA are meant to inherit equal shares of it. But that may not be your plan. You may want one beneficiary to 

inherit a larger share than another.  

Most standard beneficiary forms don't even consider your wishes in this. They don't even have enough space to 

designate different portions for each beneficiary. That's why customized forms are so important in order to make your 

intentions clear.  

If you are thinking of something other than an equal split of the IRA, consider having an estate planner draft a custom 

beneficiary designation form. An alternative: split the IRA into separate IRAs for each beneficiary.  

Secret #30 -- A key issue about passing on IRAs that most estate plans ignore. 

An IRA is going to be included in the owner’s estate, and estate taxes will be incurred if the estate is large enough.  

When estate taxes are incurred, the next issue is who pays the taxes attributable to the IRA.  

Most standard wills provide that estate taxes are paid from the residuary estate or from the surviving spouse's share. 

Other estates apportion the taxes against specific assets or shares of the estate. If the IRA is a large percentage of the 

estate and taxes are paid from the residuary estate or surviving spouse's share, the taxes could really shrink those 

shares of the estate.  

Having the taxes paid by the beneficiaries of the IRA could create problems. If the beneficiaries do not have sufficient 

other assets to pay the taxes, they will have to take a distribution from the IRA to pay the taxes. The distribution will 

be included in gross income, so they will have to take an extra amount to pay the income taxes on the distribution they 

take to pay the estate taxes.  

The best solution depends on the particular estate. The IRA owner should take care to consider how much the estate 

taxes will be and which part of the estate will pay them or whether life insurance should be purchased to pay the taxes. 

Secret #31 -- A little-known tax saver that people who own employer stock in their 401(k)s must 

know. 

Many workers own shares of employer stock through 401(k) or other retirement plans. Few of these workers, or even 

their financial advisers, know the tax break that is available to substantially reduce the tax burden from selling those 

shares.  

With a little planning and by following a few steps, workers can substantially reduce the tax burden on selling the 

employer stock and increase their after-tax retirement funds.  

The tax break is known as net unrealized appreciation or NUA. The rules work like this - 
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If you sell the employer stock while it is in your 401(k) or other retirement account, you do not get the tax break. The 

proceeds from that sale eventually will be distributed to you (from either the 401(k) or an IRA rollover) and be taxed 

at ordinary income rates.  

To maximize tax breaks, you do not want to sell employer stock while it is in your 401(k). There might be non-tax 

reasons for selling the stock. If you have doubts about the long-term future for the stock or believe too much of your 

net worth is in the stock, you might want to sell some or all of it. Otherwise, the shrewd tax strategy is to hold the 

employer stock while it is in the retirement account.  

To qualify for the tax break, you also cannot take any withdrawals from the retirement plan before taking a distribution 

of the stock, even required minimum distributions after age 70½. If you do, you are ineligible for the tax break.  

Take a lump sum distribution from the 401(k) plan. This means that all of the account must be withdrawn from the 

account in the same calendar year. The rule is firm. The entire account must be withdrawn within the same year. It 

does not have to be distributed at once, but the full account must be distributed within the same tax year.  

Have the employer stock deposited in a taxable brokerage account in your name. It is usually best to have the other 

assets rolled over to an IRA. The IRA rollover means that those assets are not taxed until withdrawn from the IRA.  

If you follow these rules, the employer stock receives special tax treatment. You include in gross income in the year of 

the lump sum distribution the original value or cost basis of the shares. No other taxes are due at that time, no matter 

how much the shares appreciated since you acquired them.  

As you sell the employer shares, long-term capital gains taxes are due on the appreciation that occurred since you 

acquired the shares. The long-term gain treatment is allowed regardless of how long the shares have been owned either 

inside or outside of the 401(k).  

The treatment is the same whether you purchased the shares through your 401(k) plan or received them as a matching 

contribution from the employer.  

Suppose you treat the employer stock the same as your other IRA assets and roll it over to the IRA or keep it in the 

401(k) until it is distributed to you. Then, the value of the stock is taxed as ordinary income when distributed the same 

as your other IRA or 401(k) assets.  

The tax break is available even if the company's stock is not publicly-traded. Many private companies periodically 

determine a value for their stock. These values can be used to determine the employee's basis in the stock. When the 

employer stock is distributed to you, the employer should tell you its basis.  

The NUA treatment is also available to heirs who inherit the 401(k) account and take a lump sum distribution after the 

employee's death. And it is also available to divorced spouses if they received part of the retirement account under a 

qualified domestic relations order.  

An employee does not have to use the NUA treatment for all the stock in the plan. Shares that have appreciated a lot 

can be distributed to the brokerage account and taxes on only the basis paid today. Shares that have not appreciated 

much can be rolled over to an IRA with other account assets; taxes on those shares are deferred until the shares are 

distributed.  

If a person holds the shares until death, the heirs do not get to increase the tax basis of the shares. The heirs will owe 

capital gains on the appreciation when they sell the shares just as the employee would have.  
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The 10% early distribution penalty applies to distributions of employer shares taken as part of an NUA distribution. If 

the employee is at least age 55 and takes the distribution after separating from the employer, the 10% penalty usually 

does not apply.  

Secret #32 -- A deduction most heirs of IRAs overlook or misunderstand. 

Most taxpayers and even many tax advisers are unaware of the deduction for income in respect of a decedent. But 

many people who inherit a substantial IRA are eligible for this deduction, which essentially is a deduction for the 

estate taxes that were paid on the IRA. The deduction is best explained with an example.  

Suppose someone left a large estate with an IRA. The estate tax accountant computes that the IRA was responsible for 

36.7% of the estate tax paid, and that the IRA's share of the estate tax was $175,000. When the beneficiary takes 

distributions from the IRA, a miscellaneous itemized deduction (not subject to the 2% floor) of 36.7% of each 

distribution is allowed. This continues until the beneficiary has deducted a total of $175,000 over the years.  

The deduction can be taken only as an itemized expense on Schedule A. So, if you don’t itemized expenses because 

they don’t exceed the standard deduction, you won’t receive a benefit from the deduction. 

The estate tax accountant should determine the data for the deduction. Details can be found in the IRS Publication 559, 

Survivors, Executors, and Administrators available free on the IRS web site, www.irs.gov.  

Secret #33 -- Your heirs and executor can optimize the beneficiary selection. 

The details of who should get an IRA can be left to your executor who, along with family members, can determine 

from both a financial and tax standpoint who should be the beneficiary.  

The beneficiary does not have to be selected until Sept. 30 of the year following the year of the owner's death. The first 

required distribution does not have to be made until Dec. 31 of that year. But the designated beneficiary must be one of 

a group of primary and contingent beneficiaries named by the account owner.  

The way to take advantage of this provision is for you to name both primary and contingent beneficiaries. After your 

heirs and executor decide who should inherit, those who are ahead of that person in the beneficiary chain can disclaim 

their interests.  

There is a procedure in the tax law for making qualified disclaimers. Your heirs and executor should be aware of your 

intentions and this process, and you should give the executor guidelines for making the decision and advising the 

beneficiaries.  

Secret #34 -- An IRA can shelter some assets from creditors. 

A bankruptcy law enacted in 2005 increased protections for IRAs and other retirement funds from creditors. 

Retirement funds are exempt from the bankruptcy estate if they are exempt from federal income tax under tax code 

sections 401, 403, 408, 408A, 414, 457, and 501(a). This covers all qualified retirement plans, including IRAs, Roth 

IRAs, and 401(k) plans.  

IRAs and Roth IRAs have a $1 million limit on their exemption, which is adjusted for inflation. In addition, the 

bankruptcy court can increase this exemption at its discretion. The court generally will examine the needs of the 

account owner to decide if a higher limit is warranted. The limit does not apply to many rollover contributions from 

employer plans to IRAs. Other retirement plans are protected without limit.  
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Keep in mind that the protections of retirement plans apply only in federal bankruptcy court. Creditors might have 

access to the accounts under state law in non-bankruptcy actions. 

Secret #35 -- State income and estate taxes are a bigger threat to your plans than before. 

The most important tax audit of your life is likely to take place either in the first few years of retirement or after you 

pass away. It is a state residency audit and could befall anyone who moved to another state during retirement or who 

owns homes in at least two states during retirement.  

The residency audit is likely to occur at either of two times. One point is shortly after you stop filing income tax 

returns in the old state or start filing part-year resident returns after years of filing full-time resident returns. The other 

point is after death.  

Income taxes are not the only target of the states. While the federal government has been reducing estate taxes, 19 

states and the District of Columbia have estate or inheritance taxes in place in 2020. These taxes often have lower 

thresholds than the federal estate taxes and can be much more significant than the federal taxes.  

The problem for individuals is that residence and domicile are nebulous, complicated concepts. The rules and 

decisions often vary between the states and are reviewed only by their own courts. The states do not have to make 

consistent decisions. It is not unheard of for two states each to claim one person as a resident.  

Most states have one bright-line rule. If you are present in the state more than 183 days (half the year) you are a full-

time resident. The first step if you want to change residence is to keep a log or other proof showing that you were 

physically present in the new state more than 183 days of the year, or at least that you were not in the old state more 

than 183 days.  

While being in a state more than 183 days makes you a resident, being out of the state more than 183 days does not 

automatically make you nonresident. Contacts with a state and other subjective factors can determine your residence.  

Residency and domicile are defined as states of mind. A person is resident in the state he intends to be his permanent 

residence indefinitely. Facts and circumstances are used to determine a person's intent. You need to line up as many 

facts as possible to demonstrate your intent to change residence.  

Establishing the facts is important, because you won't be around to help in an estate tax audit.  

Here are key steps to take:  

- Change any government registration or official address. Change the address for your passport, driver's license, voter 

registration, and auto registration. File all federal, state, and local tax returns with the new address and file them with 

the office that is designated for residents at your new address.  

- Have all your financial accounts sent to the new address. These include bank accounts, brokerage and mutual fund 

accounts, credit card statements, and other loan statements.  

- Have all your mail sent to the new address. When you spend time at the other home, have mail held or forwarded 

only temporarily; do not register a change of mailing address with the post office.  

-If you travel a lot, whether between multiple homes or on vacation, keep a log or diary of the travels. Leave for 

vacations from the new permanent residence.  
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- Execute a new will in the new state.  

- Shift memberships in clubs, churches, and other organizations to the new state. Drop memberships in the old state or 

change them to associate, non-resident, or some other part-time status.  

- Sever fixed contacts with the old state. Most advisors believe it is best to sell the residence in the old state or rent it 

full time so that you are not able to stay there. If you want to maintain some kind of residence in the old state, 

downsize and do not leave personal items that indicate an intent to stay there, such as photos. Also, do not leave 

valuables or personal items in the old state. Some people leave their important documents, jewelry, and other items in 

storage or safe deposit boxes in the old state. That shows an intent not to leave permanently.  

- If you maintain a residence of some sort in the old state, have all bills sent to the new state and conduct any 

correspondence using the new address.  

- Keep the evidence of your intent to move. In an audit, the state might ask for diaries and calendars, credit card 

statements, phone bills, and other information for three years. Make sure your heirs and executor know where this 

information is.  

Secret #36 -- Maximizing the power of a Roth IRA conversion. 

Converting a regular IRA to a Roth IRA can be a shrewd financial move. Now, we're going to discuss how to establish 

a plan that will multiply the benefits of a conversion.  

Two key rules can be used to develop the most effective Roth conversion plan.  

One rule is that an entire IRA does not have to be converted, and all your IRAs do not have to be converted. You can 

convert an IRA in stages over the years, or convert only a portion of an IRA and no more.  

In fact, many people convert just enough of an IRA to keep from pushing them into the next higher income tax bracket. 

Since the converted amount is included in your gross income for the year, converted an entire IRA could increase your 

taxable income enough to move you into a higher bracket. The tax cost of converting is lower if you convert the IRA 

over several years and avoid paying taxes at a higher rate. 

The other key rule is to take steps to reduce your taxable income for the year. This might include deferring other types 

of income to the next year or increasing deductions. One step some people take is to bunch several years’ worth of 

charitable contributions into the same year as an IRA conversion. The charitable contribution deduction might offset a 

large portion of the IRA conversion. A good way to do this is to donate appreciated investments to charity, such as stocks 

or mutual funds. You won’t be taxed on the appreciation that occurred while you owned the asset and will receive a 

charitable contribution deduction for its fair market value on the date of the contribution.  

Remember that when a traditional IRA is converted to a Roth IRA, the amount converted is treated as a distribution. It 

is included in gross income for the year and taxed as ordinary income.  

Secret #37 -- How to avoid the "means-testing" surtax hike on Medicare premiums. 

In 2015 Congress passed a law that increased the premiums on some higher-income beneficiaries of Medicare 

beginning in 2019. Here's how you can use your IRA to lower its impact.  
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Medicare beneficiaries with higher incomes face higher premiums in 2007 and thereafter. The premiums are not fixed; 

future amounts can only be estimated. But beneficiaries have to factor these higher costs into their financial plans.  

The higher premiums, called surtaxes, are imposed on a sliding scale. They begin rising for single beneficiaries whose 

incomes exceed $80,000 and for married beneficiaries whose joint incomes exceed $160,000.  

Adjusted gross income, with some modifications, from tax returns is the basis for calculating the premiums. The 

modifications are that AGI is increased by tax-exempt interest, EE bond interest used for education expenses, and any 

excluded foreign earned income.  

The IRS will give your tax return information to the Social Security Administration (SSA). In turn, SSA will 

determine the year's premiums for each Medicare beneficiary from the tax return from one year earlier and inform 

them between mid-November and December how much their premiums will be. For example, 2017 premiums were 

determined using 2015 tax returns, and beneficiaries were told their premiums in late 2016.  

The premium decision can be appealed. If a person's financial situation has changed — say because of a divorce, death 

of a spouse, retirement, or reduced working hours — SSA can be asked to consider a different income figure. Details 

about the reconsideration process and reasons that will be considered valid are included with the premium notice.  

A beneficiary can choose to have the higher premiums withheld from Social Security benefits as with the regular 

premiums or can pay the premiums separately.  

Currently, the basic premium is set at a level that will cover 25% of total estimated Medicare spending for the year. 

The other 75% is paid by the program.  

The subsidy will decline under means-testing so that the highest income taxpayers eventually will pay 80% of the 

estimated per capita cost.  

The means-tested premiums are for Part B and Part D of Medicare only. Part A coverage does not have a premium. 

The Part D surtax is listed in the table below. You pay the premium set by the individual plan plus the surtax.  

The surtax can be avoided or reduced only by reducing modified adjusted gross income. For future years MAGI can be 

kept low by limiting withdrawals from retirement plans or annuities to amounts needed for spending and those 

required by minimum distribution rules. Earning tax-exempt interest does not help, since that interest is added to AGI 

to determine premiums.  

Capital gains planning becomes more important. Higher capital gains not only incur taxes but can increase Medicare 

premiums. Retirees might want to make fewer sales outside of tax-deferred accounts or be careful to offset gains by 

selling assets with paper losses whenever possible.  

Itemized deductions, such as for mortgage interest and charitable contributions, do not help. But losses from 

businesses and from capital assets do reduce MAGI. 

Secret #38 -- Why Florida may not be every retiree's dream tax haven. 

Sure, paying no state income tax is nice, but here are four overlooked states that offer you even juicier tax breaks.  
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State tax laws discriminate based on age, and that can be a good thing for some taxpayers. Even notoriously high tax 

states can be tax havens for retirees. In fact, Florida and other retiree magnets might not be the tax havens they are 

promoted as when the full tax picture is considered.  

Florida has no income tax, but it does have high sales and property taxes (at least for some property owners), and its 

high homeowner's insurance premiums can be considered a tax for living in the Sunshine State.  

What’s interesting is that retirees can be in a different category than the general population. A generally high-tax state 

can be a tax haven for retirees, while a generally low-tax state might not be a haven for retirees. 

You need to evaluate state and local taxes and stay up to date on them. They’ve changed a lot since the financial crisis. 

A few states that were tax havens for retirees no longer are, or they are less favorable to retirees than they were.  

Michigan, for example, used to exempt all pension and retirement income (including IRA distributions) from its 

income tax. After the financial crisis, however, the rules were changed. Now, those types of income are exempt only 

for taxpayers with incomes up to certain levels and only for taxpayers born before 1954.  

Likewise, Ohio used to allow tax credits for retirement plan income, including lump sum distributions, to all 

taxpayers. Now, the credits are allowed only to taxpayers whose individual or joint adjusted gross income is less than 

$100,000.  

Pennsylvania, on the other hand, is not generally a low-tax state but still can be a retiree tax haven. Most distributions 

from employer retirement plans and IRAs are tax exempt when received after age 59½. Social Security income is also 

tax exempt. But you have to keep in mind that Pennsylvania has an inheritance tax while many states have eliminated 

estate and inheritance taxes, and also real estate taxes are relatively high in Pennsylvania.  

To determine if a state is tax-friendly in retirement, you need to examine more than the income tax rate. A state might 

have low income tax rates or even no income tax but more than make up for that with steep taxes in other categories, 

such as sales and property taxes.  

That’s why you want to focus on all the taxes, including local taxes, imposed in a place you are considering for your 

retirement home. Importantly, consider your sources of income, spending and property owned and how those will be 

taxed. Don’t simply consider the general tax levels.  

State tax laws change regularly, so be sure to check the latest law and any proposed changes. 

Secret #39 -- Moving to a state with no income tax will help your nest egg last longer, right? 

Wrong! 

Five other taxes imposed by these "low-tax" states will gouge your retirement savings.  

Social Security is your base retirement income. Determine if your state is one of the few that still taxes all or part of 

the benefits. Seven states piggyback on the federal tax code and tax up to 85% of benefits. Eight states tax lesser 

amounts. The others exempt the benefits.  

Pension and retirement account income might be exempt in full or in part. A few states fully exempt retirement 

income. Many have a partial exemption, but you have to read the details.  
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It is common for a state to exempt only traditional defined benefit pension payouts, not IRA and 401(k) distributions. 

Some give government pensions a bigger break than private pensions. A minority of states gives IRA distributions or 

other non-traditional retirement savings breaks similar to those for other pensions.  

Take a look at how other income is taxed and any miscellaneous tax breaks. Some states give seniors special 

exemptions for investment income or allow deductions for various expenses, including contributions to 529 plans for 

the grandkids. Others effectively impose penalties on retirees, for example by taxing capital gains and investment 

income at higher rates than other income.  

Real estate and sales taxes can be significant expenses. Some states and localities reduce or defer property taxes for 

seniors. Others finance most of their government spending through these taxes, and they are high. In some states, taxes 

on a home can jump significantly for a new owner.  

Estate and inheritance taxes are a factor in only 19 states and the District of Columbia in 2014. The taxes can be higher 

than federal counterparts in many of these states, so study the effects carefully before moving.  

State and local tax laws change. For details on the latest tax law in a state, take a look at www.RetirementLiving.com 

and www.totaltaxinsights.org/calculator. Don't forget to look at county and city taxes before deciding where to live. 

Secret #40 -- Why taking Social Security benefits as early as possible might no longer guarantee 

you the most money from "Uncle Sam." 

What is the best age to begin taking your Social Security benefits? The answer might be changing.  

As with everything else about retirement, the right decision changes over time and isn’t the same for everyone.  

Most people know that the earlier you begin Social Security benefits, the lower the payment will be. Begin benefits 

before normal retirement age, and you receive a reduced monthly benefit. The amount the benefit is reduced depends 

on how long before normal retirement age it begins. You can begin taking benefits as early as 62. Starting the benefits 

at age 62 results in a monthly benefit equal to about 75% of the normal retirement benefit.  

But delaying receipt of benefits increases the monthly benefit. Delay benefits past normal retirement age, and the 

benefit increases by 6% to 8% per year.  

The key is that the increase and decrease rates are set so that anyone who lives to life expectancy receives the same 

lifetime payouts regardless of the age benefits begin. That makes the normal life expectancy the "breakeven point." 

Live beyond that point and you will benefit by waiting to receive benefits. Your lifetime benefits will exceed what you 

would receive by starting at age 62.  

But the increase and decrease rates were set in 1983, the last time Social Security was reformed, using life expectancy 

tables available at the time. Life expectancies have increased considerably since then. About half of men currently age 

65 will live past age 85.  

Another factor is that the annual cost of living increases also increase the initial benefit for those who delay benefits. If 

you actually wait until age 70 to begin benefits, you should receive a higher benefit than the one estimated when you 

were age 62, because of the cost of living factor.  

About two thirds of beneficiaries begin their benefits early, and for many years that made a lot of sense. But the 

change in life expectancy is a reason many should at least consider delaying benefits. If you have no reason to believe 
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your life expectancy will be below average, the delay might make sense. Since half of your age group will live beyond 

life expectancy, and that life expectancy is higher than what was assumed in 1983, most people will receive a higher 

lifetime benefit by waiting.  

Secret #41 -- When you begin Social Security benefits can affect your spouse. 

If you were the higher income earner and pass away first, your spouse's benefits after your demise likely will be based 

on your benefits. Delay your benefits, and your spouse's benefits will be based on the higher benefits you received. But 

take benefits early, and your spouse's current and survivor benefits will be reduced. If you don't need the money, 

delaying benefits is an easy way to increase your spouse's lifetime security. Many advisors view delayed Social 

Security benefits as a very low-cost form of life insurance. Your spouse receives a higher benefit that is indexed for 

inflation and guaranteed for life, no matter how long that lasts. For the cost of foregoing Social Security benefits for a 

few years that can be a good deal if you do not need the money early. 

The 20-Minute Estate Plan 

More than Money 

A little more than a decade ago this discussion would have begun with taxes. Non- tax factors in estate planning would 

have been discussed only after taxes. It’s different now. We’ll discuss tax reduction later. That’s because estate 

planning is about more than taxes, and even people without a potential estate tax burden need full estate plans. 

The focus of estate or inheritance planning is on wealth. But there are more elements to a good plan than tax reduction. 

Your plan should contain a durable power of attorney or revocable trust to ensure your assets are managed in case you 

are disabled. There should be a health care proxy or power of attorney so that it is clear who will make health care 

decisions on your behalf. You also should consider a living will or other instructions regarding your medical care. You 

need to ensure that your estate has enough cash and liquid assets to pay taxes, debts, specific bequests, and other 

obligations. Otherwise assets will have to be sold in a hurry to meet obligations. 

That's inheritance planning in a nutshell, and we’ll flesh it out in the coming pages: the 20 Minute Estate Plan. You’ll 

have an organized way of making your estate planning decisions and putting together a comprehensive plan that meets 

your goals. You’ll also know enough so that you can discuss the issues with an estate planner, and that will save you 

both time and money. Each month in Retirement Watch we discuss more about estate planning. We stay up to date on 

the latest changes and strategies and learn how to adapt to the coming fluctuations in the law. 

Estate Planning Basics 

What is estate planning? It's not avoiding taxes or probate. Estate planning is deciding how your wealth should be 

transferred to the next generation (or other heirs of your choice), then determining which legal tools to use to meet 

those goals. Only after establishing how you would like the assets distributed do you consider ways to reduce taxes, 

avoid probate, and other goals. Lawyers and others like to call the process estate planning, but it really is best to think 

of it as inheritance planning. That puts the true purpose of the process in the forefront. 

To begin the inheritance planning process you need to take these steps: 

Make a list of all your assets and liabilities. You can't prepare an effective inheritance plan without this information. 

And a professional, no matter how skilled, can't do anything without this starting point. Don't forget frequently 

overlooked assets such as pension plans, life insurance policies, trusts of which you are a beneficiary, and inheritances 
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you are likely to receive. Your heirs will inherit only your net assets, so you'll need to compile a list of all your debts, 

including whether or not the debts are secured by certain property. 

Decide how you would like the assets distributed in the future. The traditional goal is for major assets to be inherited 

first by the spouse if he or she still is alive, then by the children, usually in equal shares. Smaller amounts or specific 

items might be designated for special friends or other relatives. Of course, you don't need to follow the traditional 

route. You might want to favor one child over others, or you might want the bulk of your assets to go directly to your 

children instead of your spouse. Many people decide to give a portion of their estates to charity. The only real limits 

placed on your choices are that a spouse cannot be completely disinherited (unless there is a valid prenuptial or 

postnuptial agreement) and children can be completely disinherited if the intention is made clear in the will. 

As part of this step, you'll have to consider secondary goals. For example, would you like your spouse to inherit 

everything but only so that the property could not subsequently be inherited by a second spouse or family instead of by 

your children? Would you like to leave property to your children and grandchildren but with strings attached so that 

they don't waste the property or have to reach certain goals before getting the property? There are ways of 

accomplishing both your main and secondary goals, as long as you make the goals clear. 

How much do you want to give now, and how much later? It's easier to reduce taxes and other costs if you are willing 

to part with some of your wealth now. Some people want to do that, others don't want to or can't afford to. 

Work with one or more estate planning professionals to develop an estate plan that achieves your goals and also takes 

into account estate taxes, probate, and other concerns. An average middle class individual might need to work only 

with an estate planning attorney. Other individuals might need to add a life insurance agent, business appraiser, 

trustees, and other professionals. 

Implement the estate plan after you fully understand it. Many people have great estate plans designed by skilled 

professionals, then they fail to fully implement the plans. They don't set up trusts recommended by their planners or 

fail to transfer assets to the trusts. Maybe life insurance is not purchased as planned, annual gifts to children are not 

made, or each spouse does not have title to enough assets to take advantage of the lifetime exemption equivalent. Don't 

let any of that happen to you. 

Let your heirs know what you have decided and how things are set up. You can meet with them directly. You also 

should put together a letter of instructions that gives basic information such as where your will is kept, who your 

financial advisers are, and summarizing your assets and liabilities. This document should be updated at least annually 

and be accompanied by recent tax returns and an outline of your estate plan, at the minimum. 

As you can see, from your point of view an inheritance plan really involves people more than law, life insurance, 

trusts, and other legal tools. Your focus should be on how you want to provide for people both now and after you are 

gone, and also how you want people to remember you. Then you should communicate your decisions to the people 

involved. 

Eight Key Estate Planning Questions 

Estate planning is not only about reducing estate taxes. That always was the case, but few people realized the 

importance of the non-tax factors until recently, and many still don’t. 

Every estate plan, regardless of the estate’s size, needs to address certain issues. Ignore these issues, and your heirs 

will be worse off than they need to be. Tax issues, if there are any, should be considered only after the following issues 

are confronted. 
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What is the estate? Estate planning is getting assets to one’s objects of affection in the most efficient and lowest cost-

way possible, and in the most appropriate ownership form. The first step is to develop a complete, clear description of 

your assets and liabilities. The estate also cannot be administered efficiently unless the executor or administrator 

knows what is in the estate. Frequently, it costs too much and takes too much time to administer an estate because the 

administrator is searching for details about the estate. 

Prepare a statement of your assets and liabilities. List all your assets, including intangible assets, such as trusts of 

which you are a beneficiary and life insurance. Describe the property clearly, estimate its value, and state where your 

records on it are kept. Update the list at least annually. Be sure your estate administrator knows where to find the list. 

Who is in charge? An estate needs an administrator or executor. The name depends on the state, but the job 

essentially is the same. This person is legally responsible for getting the estate through the probate process, paying 

debts, selling assets as needed, and distributing the property as directed by the will. 

Traditionally your estate planning lawyer is named the executor. But in most states that entitles the executor to a 

percentage of the estate, regardless of the amount of work involved. To keep costs low, the best choice often is a 

responsible family member or friend of the family who will waive any fee or work for a reasonable fee. An attorney 

can be hired by the hour to handle the difficult or technical work. This is an important appointment and should be 

carefully considered. 

Who should share in the estate? Usually it is an easy choice to give the bulk of the estate to the surviving spouse and 

then to the children and perhaps grandchildren. But that isn't always the case. 

Sometimes serious thought is given to leaving a child out of the estate. Many families have a child whose behavior 

concerns the others. In most states a child can be disinherited completely. First, consider two other options. One option 

is to leave the property in a trust. Another family member or friend can distribute income and principal according to 

the trust guidelines. We have discussed such trusts in past visits. Another option is to leave the individual less than a 

full share of the estate. Provide in the will that this individual loses even that amount if he or she challenges the will 

and loses. The trick is to find an amount the individual won't want to risk losing. 

Blended families also present dilemmas. One example: Should stepchildren be included in your will? Are they already 

provided for by their biological parents or do you not want to include them in your estate? Some people consider 

putting special friends or charities in the will. In that case it is key to let other natural heirs know about the choice. 

They should not be surprised by the will, so they will not misunderstand the reasons for your actions. 

Should shares be equal? It is natural to leave children equal shares of the estate. Some parents want to leave less to 

children who have had more financial success than other children on the theory that they do not need the money. 

Unfortunately, if this intention is not clearly explained ahead of time, they often view it as being punished for success 

or an indication that the parents had more affection for the others. An option is to equally split about 80% of the estate 

and put the rest in a reserve trust. Let the trustee distribute that money according to needs or other standards you set. 

Another issue is whether higher lifetime gifts or other help for one offspring should be offset by the inheritance. 

Leaving equal shares can be difficult when a family business is involved. There often are conflicts between the 

children who are running the business and those who aren't. One solution is to provide life insurance benefits for those 

children not running the business or that enables those in the business to buy out the others. Another option is to give 

the children not in the business equal shares of equity and income but no voting interest. 

How much to give now? The old estate tax put a premium on using lifetime gifts to reduce an estate. Now, fewer 

estates need lifetime gifts to keep the estate tax bill low. 
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Lifetime gifts still can be valuable. Loved ones won't have to wait to use your wealth to improve their lives, and you 

get to see the results. Some people use lifetime gifts to see how loved ones will use the money. This can help 

determine if the estate will be given outright or in a trust. 

The traditional approach is to leave the bulk of the estate to your spouse with the children inheriting later. But the 

children might have needs in the meantime, such as wedding expenses or the down payment on a home. You might 

want to provide the children cash for such expenses if that can be done without depriving your spouse. 

Lifetime gifts take many forms other than straight gifts of cash or property. You can pay tuition bills, contribute the 

down payment on a home, help start a business, or pay medical expenses. A popular gift is to pay for all or part of a 

family vacation. When making lifetime gifts, be sure to retain enough to maintain your standard of living, including 

possible emergencies. You need to assume that at least one spouse will live well into his or her eighties. 

Should there be controls or incentives? When an heir is too young or otherwise unable to handle wealth responsibly, 

it is appropriate to give the property through a trust or with other restrictions. You need to decide which gifts and 

bequests should be made in this way, what the restrictions should be, and when, if ever, they should be lifted. If some 

heirs will receive unrestricted bequests while others do not, you should explain this in advance. 

In the last decade or so, incentive giving became more popular. Generally, property is left in trust and doled out to 

heirs as they meet certain goals. Distributions might occur upon graduating from college or staying employed for a 

minimum time. Some people believe incentive trusts resolve the dilemma of how to give while ensuring children 

become responsible citizens. 

Others, however, believe incentive trusts are too controlling or inflexible. If you use this tool, be sure the effect is not 

to channel children into activities they don't really like or that are unsuitable for them. In addition, be aware that at 

some point the children likely will resent and feel stifled by the restrictions. An incentive trust should not be set up to 

last forever. 

What about special assets? You might have a collection, personal mementoes, or other assets that mean a lot to you 

but not as much to your loved ones. Or the loved ones might not have the time or expertise to continue caring for the 

property or even to ensure receiving maximum value from selling the asset. 

Give careful thought to such assets. Some people find it best to sell the asset themselves. Others line up a charity or 

someone else who eventually will buy or receive the asset. Personal mementoes and effects, even when they have no 

real financial value, often cause the worst estate disputes. Be sure to establish a plan for how such assets will be 

distributed among your heirs. We have discussed alternatives in past visits, and these are available on the web site 

Archive. 

Is it good enough? Some people never finish a will or estate plan, because they do not find the perfect answers to these 

questions. It is better to complete an estate plan in stages than to not have nothing in place while you wait for the ideal 

solution. 

How to Leave a Legacy 

Estate planning is the process of building a legacy. When people think estate planning is about money, property, and 

death, they tend to ignore the process. When they realize it is about values and other elements of building and living a 

legacy, they are more interested in making a plan. 
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This was made clear in a survey done for Allianz Group. The survey asked Baby Boomers and their parents questions 

about inheritance and related issues. It found that the non-financial aspects of planning are at least as important to both 

groups as are the assets and finances. 

What are those nonfinancial issues that need to be considered? 

Values and life lessons are a key part of leaving a legacy. In fact, most Boomers in the survey said that this was the 

most important part of a legacy. (Yet, about 40% of the parents believed that leaving financial assets is important, even 

an obligation.) Both the Boomers and their parents believed that conveying this information occurs throughout life, not 

just in an estate plan. 

This part of legacy building is enhanced by also leaving some kind of values statement. Sometimes this is called an 

ethical will, a document in which the writer expresses hopes and values and imparts words of wisdom to loved ones. 

This can be part of the letter of instructions we discussed last month or it can be a separate document. 

Instructions and wishes also are important as we discussed last month. While it is important to leave this information 

in writing, it also is key to discuss it in advance with the affected people. That provides an opportunity to answer 

questions, respond to objections, and perhaps change the instructions. It also gives people an opportunity to get used to 

your plan. 

Personal possessions are a prime cause of estate disputes, though few people believe that when preparing their estate 

plans. Items of seemingly little financial value seem to have a strong emotional value to someone, or are an excuse to 

air unrelated, simmering grievances. 

A good estate plan provides a way to disperse the personal items without triggering a dispute. Ideally, the disposition 

of the personal items is made clear in advance. The decision can be made jointly by everyone affected, or the parent 

can decide and let people know the decision. 

Communication is vital to an effective disposition of personal property. The older generation needs to communicate 

with the younger generation its thoughts about the property and also needs to learn which items of personal property 

are of intangible value to which members of the younger generation. 

The financial assets are the final key to the plan. The parents need to decide how these will be divided and let the 

children know the general scheme. 

One interesting aspect of the survey is that both Baby Boomers and their parents in general agreed that inheritances 

should not necessarily be equal. A majority of both groups believed in some kind of performance-based allocation, 

especially for a child who took care of the parent. Parents were more likely to believe that less wealth should be left to 

the more financially secure children or to those who share fewer of the parents' value or who are less financially 

responsible. 

Indeed, over a third of the seniors believe that inheritance decisions are an important source of power and control. The 

decisions allow the estate owner to base inheritances on the achievement of certain goals, milestones, or other 

behavior. Whatever parents decide about dividing the estate, they should convey the general scheme to their children. 

Otherwise an unequal division, especially disinheritance, will trigger a dispute over the estate. 

The survey also found that Baby Boomers aren’t likely to know the extent of their parents' wealth. This might provide 

difficulty for the Boomers when the inheritance comes through. Some will end up with less than they anticipated. Most 

likely there are a number of Boomers who are basing their saving and investing decisions on an estimate of the wealth 
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they will inherit. If the inheritance falls short, these Boomers will be looking to retirement with less money than they 

anticipated. Some Boomers will inherit more than they expected and will be unprepared to manage the sum. 

A successful plan considers all the aspects of estate planning, not just the division of the dollar amount. A good plan 

also involves soliciting ideas from the heirs over some issues, and communicating in advance the basic plan to all 

involved. 

Popular Strategy Ruins Estate Plans 

Many people naively undermine their estate plans, creating nightmares for their heirs and potential bonuses for the 

taxman. The situation is easy to cause, but also is easy to fix. The problem is that few people realize the importance of 

the wording of the legal title to their assets. Yet, this simple decision, often made without much thought when an asset 

is purchased or an account is opened, can negate all the good features of an estate plan. 

Most married couples buy assets and open accounts jointly with right of survivorship. It seems fair, is convenient, and 

gives security to the spouse with lower income. But it can disrupt many of the goals of an estate plan. When a spouse 

passes away, full legal title to the property automatically goes to the surviving spouse. None of the jointly-titled assets 

go to any other beneficiaries named in the will. A jointly-titled asset also cannot be transferred to a trust through the 

will. The result can be both tax and non-tax problems. 

There can be estate tax problems for the surviving spouse in large estates. He or she will have full title to all the assets 

and will have to do all the planning once both estate tax exemptions are used. The opportunity to increase the tax basis 

of assets also can be lost. When property was held jointly, the surviving spouse retains his or her original tax basis in 

half the asset. Only the half that is inherited from the first spouse has its basis increased to fair market value. 

On the other hand, if the first spouse to die had sole title to an asset, then the inheriting spouse could increase the basis 

to its current fair market value. There would be no capital gains taxes imposed on the appreciation during the first 

spouse's lifetime. 

There also are potential non-tax problems. If the marriage is a second one, then joint title provides no protection for 

children of the first marriage. The surviving second spouse will get full ownership of the jointly-held assets. The 

children of the first marriage might end up with no assets from the estate. 

Joint title offers some protection of assets from creditors, making joint title a fairly common asset protection strategy 

for those in high-risk professions, such as doctors. But the strategy could backfire. Suppose the surviving spouse is the 

one with the creditors. Then, on the death of the first spouse the creditors can lay claim to all the assets. The 

opportunity is lost to have the first spouse leave assets in trusts so that they are protected for the next generation. 

A better strategy would have been to give the spouse without creditors full title to the assets, then in his or her will 

they would be transferred to a trust for the benefit of the other spouse, the children, or both. 

Another potential problem with joint title of financial accounts is that either owner can empty the account at any time. 

This frequently happens when a divorce is contemplated. One of the spouses decides to take title to all the assets in the 

account. It also can happen if one spouse develops a problem such as substance abuse or gambling. 

A related common estate planning strategy is for an older person to add an adult child to the account as joint owner 

with right of survivorship. These arrangements have several virtues. The assets avoid probate and are automatically 

transferred to the adult child. Also, the adult child is able to write checks and otherwise manage the finances should 

the older person become unable to. 
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Again, in these arrangements the joint owner can take the entire account whenever he or she wants. The child really 

needs to be trustworthy and sensible for this arrangement to work. Another shortcoming of the strategy is that the 

account is subject to claims of the child's creditors. The creditors are not a problem in many states when the joint 

owners are a married couple. But when the joint owners are not married, the rules are different. All or part of the 

account can be claimed by creditors of one joint owner. The rules vary from state to state. 

Also, adding a child's name to an account or asset could trigger a gift tax liability or use up part of the lifetime gift tax 

credit. This is especially true if a child's name is added to the title for a valuable asset such as real estate. 

Another titling mistake involves revocable living trusts. These generally are set up to avoid probate and also to provide 

for management of assets in case of incapacity. The problem is that many people do not transfer title of their assets to 

the trust. The living trust has no effect unless legal title to assets is shifted to the trust. The trust creator must change 

the titles on all financial accounts, real estate, automobiles, and other personal property. Many don’t do this. 

One reason joint accounts and living trusts are widely used is that people believe these tools will save estate taxes. 

They will not. We already discussed the tax effects of joint title. With a living trust, all assets in the trust are included 

in the estate of the trust grantor when he or she dies. 

Ensuring the optimum legal title for assets is an important part of an estate plan. Failure to properly title assets can 

result in assets going to the wrong person, inadvertent disinheritance of loved ones, higher estate taxes, unexpected gift 

taxes, theft, and loss of assets to creditors. Here are some guidelines to follow: 

When there are children from a first marriage, assets that are intended for them should not be held in joint title with the 

current spouse. A financial power of attorney should be used to name the adult child or other person who will take 

charge of the finances when the parent is incapable. Joint title often is not a good substitute. Joint title should not be 

used with a spouse or adult child who is at risk to creditors, gambling problems or substance abuse. 

Remember that beneficiary designations on IRAs, qualified pension plans, and other financial accounts supercede 

anything stated in a will. Whoever is named as beneficiary will inherit the assets. Highly appreciated assets probably 

are best titled in one person's name, so that whoever inherits can increase the tax basis to current fair market value. 

Reducing the Tax Burden 

Only after goals are established do you consider tax reduction, and after the 2017 changes only a very few people have 

to worry about federal estate taxes.  

Once your nontax goals are clear, an estate planner usually can give you several options to accomplish those goals and 

compute the different tax effects of each option. Then you decide how to merge the tax plan with the personal plan to 

come up with one plan that comes closest to meeting your personal goals at the lowest possible tax cost. 

The estate tax really is fairly simple. First, all the assets in which you have an ownership interest are compiled and 

valued. The total value of all the assets is known as the gross estate. From the gross estate, several deductions are 

allowed. Your debts are deducted, as are the administrative expenses incurred by the estate, such as lawyer's fees, 

probate costs, and similar expenses. Another deduction is the marital deduction. The final deduction is for charitable 

contributions. 

After the deductions are taken, the remaining amount is your taxable estate. To this you add back lifetime gifts, and 

compute the tentative estate tax on that total. Then you subtract prior gift taxes paid, the unified estate and gift tax 
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credit, and any state death tax credit (though the credit generally is repealed). The result is the estate tax payable. 

There also might be a generation skipping tax for gifts made directly to grandchildren. 

From this computation, you can see that there are several basic ways to reduce estate taxes: Get assets out of the gross 

estate or reduce the value placed on assets. Maximize the use of deductions, such as the marital deduction and 

charitable contribution deduction. Use the lifetime estate and gift tax credit. Don't reduce taxes. Buy life insurance to 

pay the taxes or provide an inheritance. 

All the estate planning tools you hear about spring from those four strategies. Some tools can combine two or more of 

those strategies. Now let's take a look at the more common strategies so that you'll be able to discuss them with your 

estate planner. 

Basic Tax Reduction Strategies 

Once you have decided on the personal goals of your inheritance plan and have estimated the estate taxes that would 

be paid if no tax reduction measures were taken, it is time to consider tax reduction strategies. Many of you won’t have 

to worry about federal estate taxes and can skip this section. If you live in an estate with estate or inheritance taxes, 

you need to plan to avoid that. If your estate is nearing $10 million (indexed for inflation since 2011) and is likely to 

grow in value over the years, you should consider estate tax reduction. Your estate planner will ask you to consider 

some of these basic strategies: 

Full use of the marital deduction. This involves leaving all the property to your spouse. The marital deduction will 

fully eliminate estate taxes. The problem with this strategy used to be that it simply deferred the taxes until your 

spouse's death. Then your spouse must decide how to reduce estate taxes without benefit of a marital deduction or your 

estate tax exemption equivalent. But since the individual lifetime estate tax exemption was made portable between 

spouses under the 2013 law, the estate tax exemption not used by one spouse can be used by the surviving spouse. So, 

leaving everything to your spouse creates problems only if the joint estate is worth more than $20 million. 

Maximize the lifetime estate and gift tax credit. Everyone gets a lifetime estate tax exemption equivalent in the form 

of a tax credit. This exempts up to $11.4 million for estates of those who pass away in 2020 and increases for inflation 

each year. Previously to take full advantage of this credit each spouse had to have property in his or her name at least 

equal to the value of the credit. The estate tax exemption was a “use it or lose it” benefit. A spouse couldn’t take 

advantage of the unused credit or a spouse who predeceased him or her. 

Now, we have portability of the estate tax credit. A surviving spouse receives the unused exemption of the first spouse 

to die, if the estate executor makes an election on the estate tax return. This portability makes it easier for a married 

couple to fully exempt $20 million (indexed for inflation) in assets without having to change title to the assets. Some 

people are saying portability means estate. 

plans no longer need to include credit shelter trusts (see below). That isn’t the case for most estates. There still are 

good tax and non-tax reasons for credit shelter trusts, even for estate that aren’t big enough to be hit with federal estate 

taxes. 

Make lifetime gifts. You can give any person up to $15,000 worth of property in 2020 without incurring gift taxes, 

and you can make these annual gifts to as many people as you want. (The amount is indexed for inflation.) If spouses 

gives jointly, the exempt amount is $30,000 annually. That means if you have three children and you and your spouse 

give jointly, you can get up to $90,000 out of your estate annually without incurring taxes or using part of your 

lifetime exemption. You can make direct gifts of the property or put it in a trust, and you can give away more if there 

are grandchildren. These gifts are in addition to the lifetime estate and gift tax exemption amount. 
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Make large lifetime gifts. The full $10 million lifetime estate and gift tax credit can be used against either estate taxes 

or gift taxes or a combination of the two. If you can afford to be without the property, it is better to use the credit now 

with large gifts than later through your estate. That's because estate and gift taxes are based on the value of property. If 

property is appreciating, your heirs get more tax free wealth if you give it away now rather than giving it away later 

when the taxes will be computed on the appreciated value. 

Use a credit shelter trust. This trust accomplishes several goals. It ensures that you take full advantage of the lifetime 

exemption equivalent if you haven't done so already. The trust also allows your spouse full use of the property and its 

income during his or her lifetime, but ensures that any remaining property will go to your children (or other 

beneficiaries you designate) rather than to a potential second family or other objects of your spouse's affection. The 

credit shelter trust simply involves leaving property up to the exempt amount to a trust of which your spouse is 

beneficiary for as long as he or she is alive, then has your children as beneficiaries after your spouse's death. 

Use irrevocable trusts. Property that is transferred to an irrevocable trust is excluded from your gross estate if you are 

not a beneficiary of the trust. You'll probably owe gift taxes when the trust is set up, but that should be cheaper than 

paying estate taxes down the road. Or you can put just enough into the trust each year to take advantage of the annual 

gift tax exemption. With an irrevocable trust, you can give gifts with strings attached. That protects heirs from 

themselves and also from being spoiled or otherwise damaged by an inheritance. 

Use life insurance to pay taxes or provide an inheritance. Life insurance benefits are included in your estate only if 

you have any ownership interests in the policy. Life insurance can avoid being included in your gross estate if the 

policy is owned by either an irrevocable trust, a limited partnership, or another individual. With life insurance you 

might be able to leave your heirs more after- tax wealth than you could otherwise, especially if you and your spouse 

are covered by a joint life or survivorship policy. 

Give to charity and heirs. There are various strategies, such as charitable remainder trusts and charitable lead trusts, 

that allow your estate to take advantage of the charitable contribution deduction while providing income or property to 

your heirs. 

Family limited partnerships for businesses. Many business owners have found that family limited partnerships let 

them reduce gift and estate taxes, keep the business intact, and still retain control of the business during their lifetimes. 

More sophisticated strategies. People with more wealth than $10 million or with complicated assets such as family 

businesses should meet with an estate planner to discuss strategies such as family loans, intentionally defective grantor 

trusts, personal residence trusts, and others. 

More Estate Planning Tips (Mostly About IRAs) 

How to make your beneficiary designation form air-tight. Mistakes and over-sights by IRA owners prevent their heirs 

from maximizing the after-tax benefits of the accounts. As we have discussed the source of many problems is the IRA 

beneficiary form, a document to which most IRA owners devote only a minute or so. This form should be an important 

element of an estate plan, and some IRA owners should skip the standard forms offered by the IRA custodian and 

submit their own customized beneficiary forms. 

Shrewd IRA owners will take the following steps: Be sure beneficiary designations and the designation form are key 

elements of your estate plan. Review the beneficiary designations regularly to determine if changes need to be made. 

Don't hesitate to have your estate planner draft a custom beneficiary form and submit it to the custodian. If the 

custodian will not accept the customized form, search for another custodian. Keep copies of the forms and be sure 

beneficiaries and the executor have access to them. 
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After making changes in a beneficiary form, ask the custodian to return the old form so that there will be no confusion 

in the custodian's records. Some advisors also recommend that you send two copies of the new form and have one 

copy stamped "received" with the date and returned to you. 

These five simple steps practically guarantee your IRA custodian carries out your instructions to the "T". The "magic" 

word you should ALWAYS put on your beneficiary form. After making changes in a beneficiary form, ask the 

custodian to return the old form so that there will be no confusion in the custodian's records. Some advisors also 

recommend that you send two copies of the new form and have the custodian stamp one copy "received" with the date 

and returned to you. Two questions to ask your IRA custodian if you want to name a trust as your beneficiary. 

If you are considering naming a trust as the IRA beneficiary, does the custodian allow this? The tax law allows it, but 

the rules are complicated. An experienced estate planner is needed to be sure the trust complies with IRS requirements. 

Some custodians don't want to bother with the details. Be sure to ask the custodian: Do you accept trusts as 

beneficiaries of IRAs? If so, what are your requirements? Many custodians want the trust agreement on file ahead of 

time, and some want their IRA experts to review it. Some want the agreement or an affirmation that the trust still is 

valid submitted each year. 

The one beneficiary you can name who NEVER pays a single dime in distribution taxes. Unlike when other assets are 

inherited, beneficiaries of an IRA pay income taxes when they take distributions from the IRA. The beneficiary pays 

the same income taxes on distributions that the owner would have paid. These taxes cannot be avoided, and the fact of 

them might influence who is named beneficiary of the IRA or how much is left to different beneficiaries. 

A non-IRA asset is more valuable to an heir than an IRA of equal value, because there will be income taxes on 

distributions from the IRA. The non-IRA asset can be sold and no capital gains taxes would be due on the appreciation 

that occurred during the owner's holding period. 

The income taxes due on IRA distributions are a reason to consider making charitable gifts with the IRA rather than 

with other estate assets. The IRA will be included in the estate, but there will be an offsetting charitable contribution 

deduction, for no net tax. A charity that is named beneficiary of an IRA will not owe income taxes when it takes 

distributions. If there is an inclination to make charitable gifts through the estate, it often is better to make the gifts 

through an IRA and maximize the non-IRA assets left to other heirs. Special exception that lets you take an IRA 

distribution before 59½ for any reason with NO penalty. 

IRA owners who take distributions from an IRA before age 59½ face two consequences. They owe income taxes on 

the distributions. In addition, they owe an early distribution penalty equal to 10% of the distributions. What many 

people do not realize is that the 10% early distribution penalty does not apply to beneficiaries of an IRA. In fact, 

beneficiaries are required to begin taking distributions from an inherited IRA. They owe income taxes but not the 

penalty, regardless of their age. Two entities you should NEVER name as your IRA beneficiaries. 

The goal of most IRA owners is to allow their beneficiaries to continue benefiting from the tax deferral power of the 

IRA. They do not want beneficiaries to be forced to take distributions on an accelerated schedule and have to pay 

income taxes on the distributions. If that is your goal, be sure to name individuals as primary and contingent 

beneficiaries. There are two beneficiaries you definitely should not name. One is the estate. Name the estate as the 

beneficiary (or fail to name a beneficiary) and distributions will be required on an accelerated schedule. The tax 

deferral power of the IRA will be lost. 

Likewise, a living trust should not be named as beneficiary. Owners of living trusts are told to put all of their assets 

into the trust. But only assets that will be subject to probate should be put in the trust. An IRA will avoid probate. If 

you name the living trust as beneficiary, the estate will be considered the beneficiary and accelerated distributions will 

be required. 
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Have a business you want to pass on? There is at least one strategy that will drastically reduce estate taxes, provide 

cash for the estate, and allow the owner to stay in control. 

Business owners often put off estate planning, and as a result the business does not survive for the next generation. 

The key issues for many business owners are that to reduce estate taxes they have to give up some ownership or 

control today. There is at least one strategy, however, that will drastically reduce estate taxes, provide cash for the 

estate, and allow the owner to stay in control. 

A strategy that probably is not used enough is the employee stock ownership plan (ESOP). The tax law provides a 

number of incentives to use an ESOP. In a typical ESOP, a small business owner creates the ESOP and a related trust. 

The company borrows money from a bank and in turn lends that money to the trust. The owner sells some or all of his 

stock to the trust. Over time, the company makes annual contributions to the trust, which are deductible. The trust uses 

the money to repay the loan from the company, which the company uses to repay the loan from the bank. 

Special tax breaks allow the company to deduct both the interest and principal it pays on the loan. It also gets to deduct 

contributions made to the trust as well as dividends paid on stock owned by the trust. The owner also gets tax breaks. 

Gain from the sale of the stock are deferred if within a year the owner uses the proceeds to purchase securities issues 

by domestic companies and meets other restrictions. Taxes are due only as the owner sells those investments. The 

owner can sell whatever percentage of his stock he wants. In many ESOPs, the owner still retains a majority share of 

the company. 

An ESOP is best for an owner whose children do not plan to run the company and do not want to own it. The ESOP 

gives a share to each employee and must meet nondiscrimination rules; the owner cannot pick and choose which 

employees get greater shares in the ownership distribution. When an employee leaves the company, he receives cash 

equal to the value of his ESOP account. Employees generally are allowed to vote on major corporate changes, such as 

mergers and acquisitions. 

The ultimate "feud fighter". The most unexpected events can cause a will to be challenged. A carefully planned estate 

becomes a mess as legal fees lay waste to the family wealth and acrimony drives members apart. It doesn't have to 

happen. In most cases, a will contest and related lawsuits could have been avoided with a few preventive steps. 

Most people believe a will is likely to be contested only if they leave significant assets to someone outside the 

immediate family, especially to a mistress, or to a second spouse instead of to children from the first marriage. Those 

acts are likely to trigger a battle, but those are not the only or even most common causes of disputed wills. 

A no-contest clause is the old-fashioned way of blocking contests. Most estate planners recommend that no potential 

heir be left completely from the will. Instead, leave the unfavored heir an amount that will be meaningful to him or 

her. Then, include the no-contest clause, which states that anyone who challenges the will loses his or her inheritance 

if the contest fails. That way, the disgruntled heir has something to lose and cannot count on the modest inheritance to 

pay the legal fees. The heir has to risk losing both the legal fees and the inheritance. 

The no-contest clause is very simple. It simply states that any beneficiary who challenges any term of the will is not to 

receive any bequest under the will if the contest is unsuccessful. How to audit-proof your estate tax return. 

Planning an estate and implementing the plan don't end the job. To meet your goals, take another step and ensure that 

the estate will prevail in an audit. These steps aren’t essential for as many people now. But if your estate might be 

subject to federal or state taxes, then you’ll want to read this next section. 
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Few people realize that the audit rate on estate tax returns is far higher than the rate on income tax returns. The greater 

an estate's value, the more likely it is to be audited. An estate tax return can be 10 or 20 times more likely to be audited 

than an income tax return, depending on the individual's wealth. 

An estate audit often addresses issues beyond the estate. It is not unusual for an estate tax auditor to conclude that prior 

income or gift tax returns need to be restated. Add penalties and interest, and the stakes in an estate audit can be quite 

high. Keep the potential for an audit in mind during the planning process. There are issues that make an aggressive 

estate tax audit more likely, and steps you can take to avoid adverse results from an audit. 

Valuations. The top targets for the IRS are returns on which the value placed on property can be questioned. The estate 

and gift tax is based on the value of assets. The IRS increases tax revenue each time it successfully argues that the 

value of one or more items listed on the tax return is too low. 

When a large portion of an estate's value is in real estate or a nonpublicly-traded business, the IRS takes notice. Art, 

antiques, and collectibles also can draw the IRS's interest. For all these items, there is no public market price. The 

value is subjective unless the property is sold to a willing, independent buyer. The IRS has appraisers to challenge the 

value placed by the taxpayer's appraiser. The auditor will examine how the value was determined by the estate and 

decide if the result should be challenged. 

Gift challenges. An effective and frequently-used estate tax strategy is to make gifts of property. If property is out of 

the estate, it is not taxed. There might be gift taxes, or they might be avoided because of the annual and lifetime 

exemptions. In either case, the future appreciation is out of the estate. The IRS challenges gifts in two ways. 

One challenge is to the value placed on the gift. Suppose a corporation owner each year gives his children stock with a 

value that does not exceed the annual gift tax exclusion. Over time he is getting the value of the business out of his 

estate without owing estate or gift taxes. 

In this case, the IRS might challenge the value placed on the stock each year. It might argue that instead of giving 

$10,000 of stock to each child each year, he gave away $20,000 of stock. The owner's estate and children would have 

to establish the value of the stock for each year a gift was made. 

The second challenge is that a gift was not made. To make a legal gift, the owner might give away all beneficial 

interests in the property. Often, a wealthy individual will purport to give away property without legally giving up 

control. The IRS loves to see that. If the owner retains even partial control or some of the benefits of ownership, the 

IRS will say that the entire value of the property is included in the estate. 

For example, an individual has his lawyer change the deed to a house or vacation house so his children are listed as the 

owners. But the owner continues to make full use of the property and pays all the bills. Perhaps the children aren't 

even told the title was transferred to them. 

Another common example: A business owner gives or "sells" the business to his children. But he retains a consulting 

contract or other arrangement that requires the business to pay him most of its income each year for life. The IRS will 

say that there was no gift or sale, because there was a side deal to pay the parent most of the income for life. Often, 

there is evidence that the parent continues to make most of the significant business decisions, indicating that he 

retained control. 

Life insurance. If the insured retains any beneficial interest in a policy, the life insurance proceeds are included in his 

estate. To effectively give away a life insurance policy, not only must the gift be complete but the gift must be made 

more than three years before death. An auditor will closely examine life insurance arrangements. If there is a life 

insurance trust, the documents will be reviewed for any forbidden powers. For example, if the insured retains the right 
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to change the beneficiary, the policy proceeds might be included in the estate. If a business owned life insurance, the 

arrangement will be examined to see if the insurance benefits can be included in the estate. Many estates overlook 

group term policies offered through the deceased's employer. The benefits should be included in the estate. 

Missing property. The IRS expects that people who own assets of a certain value also will own certain other valuable 

assets. For example, if someone owns a million dollar house, the IRS expects the furnishings to be worth a significant 

amount. If a lesser amount is listed on the tax return, the auditor will want proof that really is how the house was 

furnished. The auditor will get a copy of the homeowners' insurance to check the stated value of the contents. The 

auditor also will look for riders covering other valuable property, such as art, antiques, furs, collectibles, and jewelry. 

Past income tax returns also might be examined. If property taxes for a boat are deducted, the boat better be listed on 

the estate tax return or proof of sale produced. If the auditor believes the personal assets are understated, he might even 

review the checkbook, credit card statements, and other records for evidence of purchases, repairs, or storage of 

valuable assets. 

Here are some steps that will protect your estate and heirs from an adverse estate tax audit. 

File gift tax returns. When a gift tax return is filed, the IRS normally has three years to challenge the return. If no 

return is filed, there is no statute of limitations. Don't file a return, and your heirs might be forced to defend the value 

placed on gifts made 20 years earlier. 

After making gifts, file a gift tax return. File a return even if the gift qualifies for the annual gift tax exclusion, 

especially when the value of a gift can be questioned. You might not need to file a return for gifts of cash or publicly-

traded property that are well-documented. But for business interests, real estate, collectibles, and similar assets, file a 

return to get the statute of limitations running. 

Get quality appraisals. Be sure all your appraisals are done by someone who does qualified tax appraisals and is 

experienced with IRS appraisals. The appraisal document should have an extensive explanation of how the value was 

determined. The exact format and length will depend on the type of property valued. When hiring an appraiser, pretend 

you are an IRS auditor. Question the appraiser's training and experience in detail. Don't have any broker or realtor 

appraise the real estate. 

Remember the three-year rule. Life insurance and business interests that were owned within three years of death 

generally are included in the estate. If you want the assets out of your estate, sever all ties from them. 

Keep great records. The IRS's favorite estates are those in which the owner knew everything about every item of 

property, but all the information was in his head. When he dies, the IRS has a field day finding all the assets and 

including them in the estate. It is up to the estate to prove that the assets should be excluded. Keep personal financial 

statements and past income and gift tax returns. Let your executor know where the files are that show the history of 

each asset. 

Gimme Shelter: Hidden Real Estate Tax Bombs to Avoid 

Many older homeowners are facing a problem that not long ago was considered unthinkable. These homeowners face 

taxable capital gains on the sale of their homes, despite the generous $500,000 exemption for married couples and 

$250,000 for unmarried. The real estate market cooled after 2005 and declined in 2007 and a few years after. But 

prices have recovered in many areas, and in many areas home prices were red hot for years. The bottom line is that 

today the gains of many longtime homeowners are above the exempt amount. Even after the declines of the mid-

2000s, many longtime homeowners have substantial gains. 
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Appreciation was so strong before 2005 and after 2010 that even homeowners with fairly modest incomes and average 

homes for their areas could reap gains of more than $500,000 on their principal residences. 

Before 1997, a homeowner avoided taxes on gains from a residence by rolling over the gain into a new residence. The 

tax basis of the old residence was carried forward, so that the gain eventually could be taxed if a new home of equal or 

greater value were not purchased. That rule was changed in 1997, though anyone who rolled over gains before then 

retains the low basis of the original home. 

Because of the carried forward tax basis and the unrelenting real estate appreciation in many areas (especially on the 

coasts), many people, especially those who bought their first homes before the 1990s, now have gains over the years 

that total more than $500,000. It is not uncommon for a longtime homeowner to have with a market value that exceeds 

the basis by more than $500,000. 

Current law allows an individual to exclude from income up to $250,000 of gains from the sale of a principal 

residence. This exemption can be used no more than once every two years. Married couples can exclude up to 

$500,000 of gains from a principal residence every two years. Purchasing another home of equal or greater value no 

longer is required to defer gain. Taxpayers with large gains who don't want to pay part of their home equity in capital 

gains taxes have a few options. 

Option #1 is to take any capital losses you have in other assets and use those to offset the gain. You might have some 

longtime investment dogs with sizeable losses to which you've been hanging on. This would be a good time to cut 

them loose. Let the losses offset the taxable gain from selling your home. 

Option #2 is to be sure you have detailed records of the cost of the home plus any capital improvements. A capital 

improvement is added to the cost of a property to get the tax basis. Many homeowners overlooked this in the past 

because it didn’t seem important to compute the basis accurately. Homeowners assumed they would be able to defer 

gains indefinitely or be comfortably under the exclusion limit. Now, computing the basis accurately is important to 

homeowners who are pushing the tax-free limit. 

Regular repairs are not improvements. An improvement is an expenditure that adds value to the home, prolongs its 

useful life, or adapts it to new uses. A repair maintains the home in good condition but does not add value or prolong 

its useful life. 

Examples of repairs are repainting the house, fixing gutters or floors, and repairing leaks or plastering. 

Examples of improvements are adding a recreation room or bathroom to an unfinished basement, putting up a new 

fence, putting in new wiring or plumbing, and paving an unpaved driveway. An addition to the house also is an 

improvement. 

IRS Publication 523, Selling Your Home, details the difference between repairs and improvements. It is available free 

on the IRS web site at www.irs.gov. Also be sure that your cost basis includes all the allowable costs. Settlement fees 

and other closing costs that are not related to a mortgage usually are added to the basis. These can include abstract 

fees, survey fees, legal fees, and transfer taxes. A full discussion of all the items included in the tax basis is in IRS 

Publication 523. It can be ordered free at www.irs.gov. 

Option #3 is to hold the property. If the home is not sold, it will be included in the owner’s estate. The heirs who 

inherit the house get to increase the tax basis to the current fair market value. The capital gains realized during the 

prior owners' lifetimes will escape all capital gains taxes. There might be estate taxes due on the property (though for 

only a few people after the 2017 tax law), but those can be easier to plan for and reduce then the capital gains taxes. If 

http://www.irs.gov/
http://www.irs.gov/
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the owners already have decided to move, the house can be turned into a rental property. They could hold it and rent it 

for the rest of their lives. 

Option #4 is to sell in an installment sale. This will not reduce the amount of taxable gain. But the installment sale will 

spread the gain over the years the payments are made instead of lumping it into one year. This might make the tax 

easier to pay. Spreading out the gain also might make it possible to plan ways to reduce the taxes, such as by taking 

capital losses or increasing deductions each year to offset the gains. 

An installment sale means the sellers take a note from the buyers. Some sellers might like the steady stream of income, 

and the interest might exceed what can be earned on safe investments today. A disadvantage is that the sellers depend 

on the buyers’ making the regular payments for years. If payments are missed, the sellers have to initiate a foreclosure 

procedure to get the home back so it can be re-sold. The sellers also are taking the risk that in the meantime the buyers 

have not maintained the house and have diminished its value. 

Some people sell the home on an installment basis to their children as part of an estate plan. That removes the house 

from the parents’ estates, gives the parents cash flow from the equity, and transfers the home and its future 

appreciation to the children. The children must have the cash flow to pay the loan through their own income, gifts 

from the parents, or from renting the property. 

Option #5 is to rent the home for at least a year, turning it from a principal residence into an investment property. 

Then, the house can be exchanged tax- free for another investment property. This defers the capital gains taxes again. 

The basis of the old home is transferred to the new investment property. 

If the new property is the home in which you eventually want to live, rent it to someone else for at least a year. That 

ensures the property qualifies as an investment property and that the gain is deferred. After that you can move into the 

property and establish it as your residence. 

This strategy is fairly tricky. The values of the two properties have to be equal. If the property you sell is worth more 

than the one you buy, and you receive additional cash or other property as part of the deal to make things equal, then 

the gain will be taxable to the extent of that money or property received. It also gets tricky when there is a mortgage on 

either property. 

All the rules for a tax-free exchange of investment properties must be met for this strategy to be effective. I 

recommend working with an attorney who has experience in like-kind exchanges, as well as a real estate broker who 

knows the ropes. There are many details that must be followed. 

Beat Those Higher Property Taxes 

Real estate taxes are more and more of a burden on homeowners, especially older owners. Even when residential real 

estate values aren’t rising, tax rates can rise. Local governments need revenue, and residential real estate taxes are a 

key source of revenue for many of them.  

It might be possible to cut your property taxes. Real estate taxes can be reduced by appealing your property tax 

assessment. To do, you have to act quickly. Most localities require you to object to an assessment within either 30 

days or 60 days after it is received. Miss the deadline, and you can’t challenge your tax bill for another year. Early 

spring is the time of year in most of the country when action is required, but check your locality to determine its 

timeline. 
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Some surveys indicate that 50% or more of properties are over-assessed. I think that's an exaggerated number. It is 

based on the fact that in most jurisdictions, about 50% to 60% of homeowners who appeal their assessments to the 

final administrative level get some kind of reduction. But very few people file appeals, and many of them settle before 

the final step. 

The exact appeal process differs around the country, but the basics tend to be similar. The first step is to get your 

notice of appeal in by the deadline. Most areas discourage appeals by mailing new assessments at a busy holiday time 

and requiring notices of appeal to be filed within 30 or 60 days. Fortunately, your full case for a lower assessment 

doesn't have to be prepared in that time. You only need to notify the government of your intent to appeal. Many areas 

now allow an appeal notice to be filed online and will confirm receipt by e-mail. After filing the notice, gather your 

facts. 

Determine the relationship between the assessed value and market value. Some areas use full market value as the 

assessment. Others cap the assessment at a percentage of market value or a percentage increase over the prior year's 

value, regardless of market value. You need to determine the formula your jurisdiction uses and work backwards to 

determine the estimated market value the government used. 

If you believe the home could be sold near that estimated market value, your appeal is unlikely to be successful. You 

should withdraw it. Otherwise, consider developing evidence to support the most common grounds that win appeals. 

The easiest and most important ground for winning an appeal is that there was a mistake. First check the calculations 

to make sure there was not a data input or arithmetic mistake. 

The assessor does not visually inspect each house. The government's records (such as building permits) are examined 

to determine the features of each house. Then, the market values of homes that are believed to be similar in features 

and location are estimated. Check the government's worksheet on your home. Many governments now have the 

worksheet data available online; others require that the information be requested. Some governments also provide a list 

of recent sales of what are considered to be comparable properties. 

The worksheet might say that your basement is finished, when it is not. There could be other errors such as square 

footage, number of bathrooms, size of the deck, etc. 

Also, survey your property for negative features that are not on the worksheet. Perhaps you have a bad foundation or 

some kind of damage that permanently reduces its value. Some areas will reduce your assessment if you can point out 

that the comparable sale properties had updated kitchens or other features that yours lacks. Any physical evidence you 

can present with the appeal would be helpful. Evidence could include photographs and descriptions of your property 

and the comparable properties. 

Those are your three main grounds for winning a real estate appeal: calculation errors; mistakes about the house; and 

factors about your house that make it not comparable to and less valuable than recent sales. In most areas there are 

several steps to the appeal process. The initial step often is to send some kind of writing to the assessor’s staff. This 

can be followed by an informal meeting or telephone call with the staff. If there is an obvious mistake about your 

property, you might be successful here. The next step would be a more formal appeal to a Board of Assessment or 

similar body. If that fails, the final appeal usually is to the courts. Few taxpayers appeal to the courts because the 

potential costs outweigh the savings from winning the case. 

Most jurisdictions make available statistics about real estate appeals. For example, in Arlington County, Va., in a 

recent year, of 59,000 homes assessed, only 648 filed for a review from the assessor's office. In 28% of those cases, 

the office reduced the assessment. Another 266 appealed to the Board of Equalization, and 55 of them had their taxes 

reduced. 
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Don't pay for expensive seminars or publications. The assessor's office usually is helpful and will provide all the 

information you need. Many localities have one or more taxpayer advocacy groups that provide tax appeal 

information. You also might want to check the library for books on reducing property taxes. 

Make Sure Home Sale Gains Are Tax Free 

Those of you with two or more homes might owe more taxes on the sale of a home than you thought. The rules on 

taxing home sales also might be an issue for anyone owning an RV, camper, or boat. 

Those are the consequences of a federal court case. Under the ruling, the IRS and the courts can decide that you have 

no principal residence and therefore don’t qualify to exclude the gain from gross income. 

Most people who own two or more homes assume that they will be able to sell each home in turn and owe no taxes on 

the gains. Those who own an RV or boat often assume that they can sell those homes tax-free at any time. 

A federal court ruled otherwise. In fact, it indicated that owners of multiple homes might not be eligible to exclude the 

gains from the sales of any of their homes. (Guinan vs. United States, D.C. Ariz. 2003) Homeowners could pay tens of 

thousands of dollars in capital gains taxes they did not anticipate. 

As discussed earlier, the 1997 tax law created a generous exclusion, in section 121 of the tax code, for capital gains 

realized from the sale of a principal residence. The rule allows a single taxpayer to exclude up to $250,000 of gains, 

and married taxpayers filing jointly to exclude up to $500,000 of gains. To qualify for the exclusion, the seller must 

have owned the home and used it as a principal residence for any two of the five consecutive years before the sale. The 

years of ownership and use as a principal residence need not be the same years. The rule provides some tax planning 

opportunities (but see the next section on 2008 tax law changes before implementing these strategies). 

One opportunity used to be serial homeownership. Buy a home. Fix it up or let it appreciate for two or more years 

while you live in it. Sell it at a tax-free gain, then buy another home and start the process again. But Congress 

tightened the law so the gain exclusion doesn’t apply to serial homeownership. You can’t use the exclusion if you used 

it to exclude the gain on another home within two years prior to the current sale. Also, only part of the exclusion can 

be used if the home had a nonqualifying use during the five-year qualifying period. For details, see the section below 

on the 2008 changes. 

Another opportunity is for owners of several homes. Establish one home as a principal residence for two years. Then 

sell it, pocket the appreciation tax free, and establish the second home as the principal residence. After more than two 

years, the second home can be sold, and the gains will be tax free. You can cash out of both homes without owing 

taxes on any of the gains. 

The court case, however, focuses on a result many did not anticipate. Owners of more than one home might not be 

able to establish any home as a principal residence. If that is so, none of the homes could be sold tax free. 

A taxpayer can have only one principal residence at a time. That is why it is called the principal residence. The tax 

code and regulations say that the principal residence is determined by a "facts and circumstances" test. The most 

important factor is the amount of time spent in each location. The location at which the taxpayer spends a majority of 

the time normally is considered the principal residence. 

Yet, other factors can be considered when the IRS or the courts believe they are appropriate. Some factors listed in the 

regulations are: the address on documents such as income tax returns, driver's license, automobile registrations, voter 
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registration, bills, and correspondence; where bank accounts are located; memberships in a church, club, or other 

organization; and where most of the 

taxpayer’s personal possessions are kept. Another factor is the state or locality with which local income tax returns are 

filed. 

In the case, the taxpayers purchased a Wisconsin residence in March 1993 and sold it in September 1998. They already 

owned a Georgia home when they purchased the Wisconsin home. The Georgia home was sold in 1996, and an 

Arizona home was purchased. The issue was whether the sale of the Wisconsin home in 1998 qualified for the 

exclusion of gains. 

The couple aggregated the five years before the sale and said they spent 847 days at the Wisconsin house, primarily 

from May to September but they also returned to Wisconsin for Green Bay Packers home games. They were in the 

Georgia home 563 days, and the Arizona house 375 days. That means they spent over half the days during the five 

year period at the Wisconsin house. 

The court, however, concluded that the five year period in aggregate is not considered to determine the principal 

residence. Any two-year period also is not considered. Instead, each calendar year is considered separately. The 

taxpayer has to show where he spent the majority of his time each year. To establish a home as the principal residence, 

he must spend the majority of his time there in each of two separate years. 

The court concluded that in this case the taxpayers did not have any principal residence. They did not spend a majority 

(meaning more than half) of their time in any of the homes during at least two years of the five year period. 

Looking at other factors also did not help the taxpayers. They had cars registered in each location, bank accounts in 

each location, and received mail at each location. The court also was persuaded by the fact that no income tax returns 

were filed in Wisconsin, and the taxpayers never had Wisconsin driver's licenses. 

The case was decided by a federal district court in Arizona, so its reasoning applies only to residents of that district. A 

number of tax practitioners disagree with the court's ruling that the use is looked at separately each year instead of over 

the five years. Other courts eventually might disagree with this court's interpretation. 

What is clear is that it is possible for a taxpayer who owns multiple homes to have no principal residence under the tax 

law. Keep in mind that under the tax law, a residence can be a recreational vehicle or a boat. Any facility with 

sleeping, cooking, and toilet facilities can qualify as a residence. Time spent in those locations takes away from time 

spent in the home. The situation can be especially precarious for a taxpayer who owns more than one home, an RV, 

and perhaps a boat with the appropriate facilities. Each night in the second home, RV, or boat takes away from the 

primary house’s total days used. 

Taxpayers who own a business often have much of their mail, especially mail related to their financial accounts, sent 

to their offices. To the IRS, that is another factor indicating the taxpayer has no principal residence and cannot exclude 

the gain from the sale of any house. The key for taxpayers with more than one home is to begin planning at least two 

years before they anticipate selling a home. Work with a tax professional to document a pattern of behavior that 

establishes the desired house as the principal residence. 

The days spent in the house to be sold are the primary factor, but they are not the only factor. Attention must be paid to 

tax filings, voter registration, driver's licenses, church membership, club memberships, volunteer activities, and other 

actions. The address listed on mail, especially mail for financial accounts, can be a key factor. 
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Don’t Overlook 2008 Changes 

Under the rule enacted in a 2008 law, gain cannot be excluded to the extent it is allocated to years when the home had 

a nonqualified use, meaning it was not used as a principal residence by the owner or a spouse or former spouse. 

Example: A married couple bought a beach house on Jan. 1, 2014, for $500,000. They rent the home for three years 

until Jan. 1, 2017, and then they move in and establish it as their principal residence. They plan to sell on or after Jan. 

1, 2020. Let's say the sale price is $1 million. 

Under the 2008 rules, they cannot exclude the entire $500,000 of gain. Three of the five years they owned the property 

it was a rental, which is a nonqualifying use. The home had a qualifying use for only two of the five years, so only 

two- fifths of the gain, or $200,000, can be excluded from gross income. The rest is taxable as long-term capital gains. 

The law is aimed at people called serial home sellers. These individuals exploited the 1997 law by buying and selling 

homes every few years. Some would buy homes that needed work, fix them up, and sell them for nice profits. Others 

simply relied on appreciation to generate gains when they sold. 

The law also is aimed at owners of multiple homes. Some of these owners plan to liquidate these homes by 

establishing one as a principal residence for two years, selling, and establishing another of their homes as a principal 

residence for two years. They plan to use the maximum exclusion for each of the homes over time. The law does 

provide exceptions if the owner is temporarily absent from the home for a period not to exceed two years due to a 

change in employment or health or unforeseen circumstances. The restrictions are effective for sales after 2008 and 

only for periods of nonqualified use after 2008. 

Tapping Real Estate Wealth 

Managing the equity in appreciated homes and second homes is an unexpected challenge for many, especially those 

living on the coasts 

One problem is that the residential real estate wealth is not cash. A family can be wealthy on paper but struggle to 

meet expenses. Or the family might have enough income to meet regular expenses but be concerned about the future, 

especially medical and long- term care expenses. In addition, valuable real estate uses cash. There are real estate taxes 

plus maintenance and repairs. Longtime owners can spend more on real estate taxes today than they used to spend on 

all the property’s expenses. If they continue to own the property, significant estate taxes could be incurred. 

Too often, the owners believe the only solution is simply to sell the home. A sale frees up the wealth, but it also could 

incur capital gains taxes that reduce the wealth. Many home owners have gains that exceed the $500,000 tax-free 

amount for married couples or $250,000 amount for singles. Second homes do not qualify for the exemption on gains. 

A sale also takes the enjoyment and use of the home out of the family. 

Perhaps most importantly, a sale means the family foregoes future appreciation in the property. Most areas should see 

steady appreciation over the long term of a decade or more. Fortunately, a straight sale of the real estate is not the only 

option. Here is a review of some strategies homeowners can use to continue enjoying valuable real estate while 

making use of at least some of the home equity. 

Loans are one option. Retired people generally avoid debt, though recent trends indicate more retirees than in the past 

carry debt. There are a couple of ways debt can be useful. One reason to consider a loan is that the appreciation rate on 

the home might exceed the interest paid on a loan, especially at today’s interest rates and when the loan balance is of 

only a portion of the home's value. If you borrow 50% of the home’s value at 6% interest, the home has to appreciate 

3% annually for you to break even. 
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A homeowner can set up a line of credit. There are several advantages to the line of credit. Only the amount actually 

needed is borrowed and only when the need arises. That means no interest is charged until the line of credit actually is 

tapped. When money is borrowed, generally only interest payments are required. Paying the principal can be deferred. 

The length of the deferral varies from lender to lender. 

A reverse mortgage is another type of loan we discuss regularly in Retirement Watch. The articles are available in the 

members’ section of the web site at www.RetirementWatch.com in the Cash Watch section of the Archive. 

Reverse mortgages have some flexibility. You can receive a lump sum, line of credit, monthly annuity, or other stream 

of payments. You can borrow the amount you anticipate needing during retirement to supplement other sources of 

income. No payments are due until the borrowers pass away or the home is sold. The down side of reverse mortgages 

is that they are expensive. Interest and other fees can be quite high. 

A private annuity is another option. In a private annuity, the parents sell the property to their children. The children 

promise to make a series of payments to the parents for life. The amount of the payments is determined by IRS tables 

based on the property's current value, current interest rates, and the parents' ages. The obligation to make payments 

ends when the parents pass away. The private annuity gives the parents cash flow and transfers the property to the 

children. In addition, the parents recognize capital gains on the sale only as the payments are received. 

The children have several options. Perhaps collectively they can afford to make the payments. Or, if it is a second 

home or the parents move, perhaps renting the home can help make the payments. 

Another option is for the children to sell the home. Because the children just purchased the house, they won't owe 

capital gains taxes. The entire sale proceeds can be invested, perhaps in a trust, and used to make payments to the 

parents for their lives. This does not keep the home in the family. But it does get cash to the parents and keeps all or 

most of the value of the property in the family instead of only the after-tax value. Charitable gifts can generate more 

after-tax wealth for the family, though they eventually will deprive the family of the home and its future appreciation. 

The parents can remain in the home by giving a remainder interest to a charity. The parents retain the right to live in 

the home for life. The charity receives title to the property after the parents pass away. The benefit to the parents is that 

they get a charitable contribution deduction for the value of the charitable remainder interest. The deduction is 

determined using tables in IRS regulations and is based on the value of the property, the parents' ages, and current 

interest rates. The older the parents are, the greater the percentage of the home's value that is deductible. The deduction 

reduces the parents' income taxes until it is exhausted, and that generates extra cash for the parents. 

A charitable remainder trust also is worth considering. The parents create the trust and give the property to it. The trust 

sells the property, and no capital gains taxes are due because it is a charitable trust. The full sale proceeds are invested. 

The parents receive income for life, and they have some flexibility in setting the formula for the income payments and 

whether they are fixed or will increase with the value of the trust's portfolio. The parents also get a tax deduction for 

the value of the charity's remainder interest when the trust is created. After the parents pass away, the charity gets the 

value of the trust. 

So there are three tax benefits: there are no capital gains taxes on the appreciation in the property; the parents get a tax 

deduction for making the gift; and there are no estate taxes on the property. In addition, the parents get income from 

the trust. 
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How to Inflation-Proof Your Nest Egg 

Sizing up ETFs: The Nuts and Bolts of the Expanding Universe of ETFs 

Exchange-traded funds are one of the newest investment vehicles and also one of the fastest growing. They rapidly 

found their way into many portfolios. ETFs are used by a wide range of investors, from sophisticated financial 

institutions to newcomers investing small portfolios. ETFs have many investment uses, from the sophisticated to the 

basic. 

The growth in both the number of ETFs available and the amount of money invested in them is so rapid that the 

numbers are obsolete within months. Hundreds of ETFs are on the market and billions of dollars are invested in them.  

The Mechanics of ETFs 

Much occurs in the back offices of ETFs and brokers when ETF shares are bought and sold. Investors do not need to 

be concerned about these activities when they trade shares, but knowing the process is helpful in understanding what is 

different about ETFs and their advantages and disadvantages. When an investor wants to buy or sell shares of an ETF, 

the transaction appears to the investor to be just like the sale of an individual company stock or a closed-end mutual 

fund. The investor puts in the order through a broker, and the trade is executed. In a purchase, the investor sees cash 

leave the account and the shares enter. In a sale, the shares exit the account and are replaced with cash. 

Behind the scenes, the activity is different from that of a transaction involving company stock or a closed-end fund. 

Those investments have a fixed number of shares issued. New shares are issued only through a new offering of shares. 

An ETF is more like an open-end mutual fund in that it does not have a fixed number of shares issued. Shares can be 

issued and redeemed routinely. 

ETF transactions have an additional party known as an authorized participant. These generally are major broker-

dealers, market makers and specialists. When an investor sells ETF shares, the sale is to an authorized participant who 

transfers the shares to the issuing fund in return for the underlying stocks in the ETF. The ETF cancels the shares it 

receives. The tax law allows the fund to exchange shares in this manner without treating it as a taxable sale of the 

underlying stocks. This structure allows ETFs to be more tax efficient than mutual funds, even index funds. An ETF 

has to make taxable sales of stock in its portfolio only when there are changes in the index it is tracking. A similar 

process occurs when an investor buys shares of an ETF. 

ETF Advantages 

One frustration of traditional open-end mutual funds is that shares of the funds are priced only after the major stock 

exchanges are closed for the day. No purchases or redemptions of a fund's shares occur during the trading day. Instead, 

the fund collects orders from investors during the day. After the market is closed, the fund values its portfolio and 

determines the price, or net asset value (NAV), of each share. Purchase and sale orders received during the day are 

executed at the net asset value. 

End-of-day pricing can be frustrating and occasionally costly to investors. When the markets are volatile for the day, 

an investor does not know how the funds he or she owns are affected until after the close. Though many funds now 

post their share prices on their websites each day, the net asset value might not be available until into the evening in 

the Eastern Time zone. 

More importantly, when an investor decides to buy or sell an open-end mutual fund, the price of the transaction won't 

be determined until after the market closes. The investor in an ETF, on the other hand, has the trade executed soon 
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after the order is issued. He or she knows the approximate price of the shares when the order is issued and learns the 

value at which the trade is made shortly afterward. In volatile markets when the market indexes move 1% to 2%, and 

sometimes more, during a day, continuous pricing can have a significant effect on an investor's returns. 

There is another potential advantage to continuous pricing and the unique structure of ETFs. The net asset value of the 

portfolio underlying an ETF is repriced for the authorized participants every 15 seconds. It is a factor used to 

determine the prices at which shares are issued or redeemed. Because the information is public and current, market 

participants know if the ETF shares are trading above or below the value of the underlying portfolio (that is, trading at 

a premium or discount to net asset value). Hedge funds, market specialists and other investors constantly search for 

times when premiums or discounts open up between an ETF's share price and its NAV. When such price discrepancies 

are discovered, the investors try to take advantage of them through trading strategies known as arbitrage. The investors 

bet that the discrepancies will be corrected quickly and make investments that will be profitable after the anomalies are 

corrected. 

This matters to regular investors, because the arbitrage strategies prevent an ETF from trading at a significant premium 

or discount to the net asset value of its portfolio. In a closed-end fund, on the other hand, there is no correcting 

mechanism. The shares of a closed-end fund are traded continuously, but the number of shares is fixed. Because of this 

difference, the shares of a closed-end mutual fund can trade at a significant premium or discount to the net asset value 

of the fund, and that price discrepancy can continue for a considerable time.  

In other words, continuous pricing coupled with regular increases and decreases in the supply of shares make ETF 

prices efficient during the trading day. 

Slicing and Dicing the Markets 

Before the explosion of ETFs, index or passive investors had limited choices. They generally could invest only in 

open-end mutual funds that replicated the major market indexes, such as the S&P 500, Russell 2000 and a few others. 

Vanguard offered mutual funds that divided those major indexes into their growth and value indexes. Beyond that, 

however, a passive investor could buy only broad baskets of stocks. 

This regulation restricted investors' choices. A passive investor could not overweight a portfolio to particular sectors of 

the market. Internationally, an investor could shift weights between developed country stocks and emerging market 

stocks. But individual country weights could not be adjusted. An investor who was strongly positive or negative about 

a sector of the stock market or a country's stock index could not make an efficient, easy and appropriate adjustment to 

the portfolio. 

The disadvantage of this approach became clear after the bull market ended in early 2000. At that time, the S&P 500 

was heavily weighted toward technology stocks and large company growth stocks generally. These also were the most 

highly valued sectors of the U.S. markets. The broad-based indexes declined with those sectors for the next several 

years and only returned to their prior peaks in 2007. Index investors had to ride this cycle. 

The abundance of ETFs available today opens many options to investors. While most ETFs available track 

benchmarks or indexes, the variety of benchmarks tracked provides a great deal of flexibility to the investor. Any 

positive or negative beliefs an investor has can be reflected in the portfolio using ETFs. Now using only ETFs, an 

investor can choose among the following investment categories:  

• Small-, mid-, large- and broad stock capitalization 

• Growth, value and core stocks 

• Global and international stocks, including divisions by market sector or country 
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• U.S. stock market sectors, including many subsectors 

• Fixed income 

• Commodities, both broad indexes and several individual commodities 

• Currencies 

• Leveraged versions of many types of ETFs 

• Inverse or short selling of many stock benchmarks 

The investor also is not restricted to a single benchmark provider. Investment professionals often debate which index 

provider offers the better index for investing in a particular market or sector. For example, an investor looking to 

invest primarily in large company U.S. stocks can consider the S&P 500, Russell 1000 and Dow 30 indexes, among 

others. The ETF universe reflects this diversity of index choices. In many instances, the ETF investor can choose not 

only which sector to invest in but also can choose from several benchmarks tracking that sector. 

It should be noted that in many cases an ETF does not perfectly replicate a benchmark. The idea behind index 

investing is that the index fund buys all the stocks of an index in the proportions in the published index. Often this is 

not possible. In small stock, sector and some foreign indexes, a stock might not have enough liquidity to be purchased 

in a widely held fund. Or the fund might fail the diversification requirements of the securities laws by exactly 

replicating a benchmark. The law prohibits a fund from having more than 25% of its portfolio in one stock. In these 

cases, the fund uses various techniques known as optimizing to replicate the index instead of exactly replicating it. 

Then, the ETF's returns will have some difference from the benchmark's return. The difference is known as tracking 

error, and we will discuss it in more detail later. 

Diversification 

ETFs increase diversification in several ways. An investor, of course, can purchase a broad-based index ETF such as 

one replicating the S&P 500 and get instant diversification regardless of the amount of money invested. An investor 

who wants to own fixed income securities does not have to buy individual bonds. The purchase of a fixed income ETF 

provides the yield of the index with its diversification. 

Suppose an investor knows a small number of companies well and wants to own their stocks. The small number of 

stocks does not provide enough diversification for safety. Despite the investor's confidence in the companies, he 

realizes that unknown factors could cause losses. Incurring losses in even one stock could result in poor returns for the 

entire portfolio. Instead, the investor puts part of his capital into the individual stocks and invests the rest in a 

diversified ETF. 

ETFs also provide diversification for investors who are optimistic about a particular market segment or country index. 

The investor does not have to build a portfolio of individual stocks from the segment or country or try to select the 

companies that will do well. Instead, purchasing the appropriate ETF provides diversification while allowing the 

investor to profit from the insight. 

Low Cost 

One of the appeals of passive investing is that trading costs and management fees are low. The reduction in such 

“friction costs,” also known as the direct and indirect costs of executing financial transactions, makes it easier for an 

investor to increase investment returns. Index funds have lower fees and expenses than actively managed mutual 

funds. In many cases, ETFs have lower expense ratios than comparable open-end index mutual funds. Some open-end 

mutual funds reacted by reducing their fees on some index funds, but the index funds with the lowest fees do not offer 

the range of investment choices available in ETFs.  
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Investors should remember that expense ratios are only part of the cost of investing in ETFs. Since they are bought and 

sold as stocks, each ETF transaction carries brokerage commissions or trading fees. The cost depends on the broker 

used, the size of the trade and perhaps other factors. 

Tax Harvesting 

Careful use of ETFs allows a taxable investor to lower tax liability without affecting a portfolio's performance or 

allocation. One reason this is easy with ETFs is that in many asset categories there are ETFs from different issuers that 

attempt to replicate similar indexes or assets. Traditional year-end tax planning is to sell investments with paper losses 

and deduct the losses on the year's tax return. This takes the asset out of the portfolio. The wash-sale rules prevent an 

investor from selling an investment to recognize a loss, and then immediately re-purchasing the stock. In that case, the 

loss is deferred by adding it to the tax basis of the newly-purchased stock. 

The wash-sale rules apply only if the two investments are substantially identical. Stock of the same company is 

substantially identical. But stocks of two companies in the same industry are not substantially identical. Likewise, two 

mutual funds from different fund companies and with different managers are not considered substantially identical, 

even if they have the same investment goals or track the same index. Though the IRS has not specifically ruled on this 

issue, tax advisors generally agree that ETFs from different issuers are not substantially identical even if they attempt 

to replicate the same index.  

Investors can use this aspect of ETFs to their advantage. Suppose as a year nears a close, the investor has a paper loss 

in holdings of the S&P SPDR ETF. The fund can be sold, and the proceeds used to purchase iShares S&P 500 ETF. 

The investor's portfolio positions essentially are unchanged, but the loss can be deducted on the tax return. The costs 

of taking the loss are the commissions to sell and purchase the ETFs. 

Even non-ETF investors can use ETFs to engage in tax-loss harvesting. 

Suppose an investor holds a stock with a paper loss. The investor believes the stock remains a good long-term holding 

and does not want to sell it. Because the stock is volatile, the investor is not willing to be out of the stock for the more 

than 30 days required to avoid the wash-sale rules. An alternative is for the investor to sell the stock and purchase an 

ETF that covers the sector or subsector in which the stock is listed. The ETF won't exactly track the stock, but it 

should be close. After more than 30 days have passed, the investor can sell the ETF and repurchase the stock. Or the 

investor might find that the additional diversity of the ETF is better than owning a single stock. In each case, the 

investor needs to ensure that the benefits of deducting the tax loss are greater than the costs of buying and selling the 

stocks and ETFs. 

Other Key Features 

Like most stocks, an ETF can be sold short. This can be done on either an uptick or downtick in price. An ETF also 

can be purchased on margin, leveraging the investor's capital. Also as with many stocks, brokers allow the use of stop-

loss orders to trigger automatic sales of ETFs and limit orders as part of purchase orders. Some ETFs also have option 

contracts available to further leverage investments in the ETF. 

Risks and Disadvantages of ETFs 

No investment vehicle is perfect. ETFs have their drawbacks and risks. While the risks unique to ETFs are not 

significant, investors need to be aware of them and use them to determine when it is and is not appropriate to use ETFs 

in their portfolios. There is the potential for the investor to purchase or sell an ETF's shares at a price that is different 

from its net asset value. For most ETFs, the difference is insignificant. But in times of market turmoil it could be 



86 

 

significant, at least for some funds. In addition, for ETFs that are not widely traded and have few shares issued, there 

might not be enough activity by arbitragers to keep the price close to the NAV. 

Regulations impose a diversification requirement on ETFs. Specifically no more than 25% of a fund's assets may be 

invested in a single company. For the major U.S. indexes and even a number of other indexes, this is not a problem. 

But it can hamper an ETF that tracks a market sector or any of a number of foreign country indexes. These indexes 

might have only a handful of stocks and be dominated by one or two companies. 

Another problem that leads to tracking error is when the index holds stocks that are not readily investable by a fund. 

This is most likely to happen when there are few shares issued to the public or most of the issued shares are held by a 

small number of investors who do not trade their shares. An example would be the founding family of the company.  

In these cases, the ETF seeks other ways to replicate the index. It might increase its allocation to other companies in 

the index. Or it might purchase companies that are not in the index but that are believed to be comparable. For 

example, it might buy a U.S. company that’s performance is believed to be comparable to a company in the same 

industry in a foreign country. Some ETFs might use futures or options on the index to help replicate performance. In 

some cases, the ETF simply will not purchase all of the companies in the index. This is quite common for small 

company stocks that do not have much trading volume and that are a small portion of the index. 

Many investors are surprised to learn that dividends and changes in the index result in tracking error. There often is a 

lag between when dividends are declared and when the ETF actually receives the cash and reinvests it. The published 

index assumes it received and reinvested the dividend immediately. An ETF might be able to reduce this tracking error 

through the use of futures and options. That is not possible with all stocks and is an imperfect solution. 

Publishers of indexes often change them. Some change the indexes at the same time every year. Others change the 

indexes as needed (because of bankruptcy or mergers) or when the publisher decides changes should be made. In 

almost all cases, there is a lag between when the changes are announced and when they are effective in the published 

indexes. Stock prices often move during this lag period, because investors know that the index funds must purchase 

and sell the stocks by a certain date.  

Investors try to take positions before the effective date and take advantage of the extra buying and selling that will 

occur. Studies have shown that index fund investors lose quite a bit of money over time because of the artificial 

changes in stock prices resulting from the index changes. ETFs have various methods of trying to cushion the effects 

of this turmoil, but the methods are not 100% effective. The result is that there often is tracking error when changes are 

made in an index. 

Keep in mind that tracking error can be positive. A fund might earn more than the index it attempts to replicate. When 

a fund uses futures or options to counter the effects of declared dividends or changes in the index, the positions can 

earn higher returns than simply owning the stock. Though few index funds manage their positions with this intention, 

at times they do exceed the return of the index. 

The expenses and trading costs incurred by the fund also result in tracking error. A published index does not incur 

these costs. Unless the index manager finds a way to offset them, the fund will earn less than the published index. ETF 

shares also have a bid/ask spread as many other stocks do. This roughly is the difference between what the seller 

received for a stock and what the buyer paid. With highly liquid stocks and ETFs, the bid/ask spread is quite narrow. 

The market is efficient, and the market specialists and other middlemen do not take much out of the transaction. But 

some ETFs are not traded much and have inefficient markets. The spread on these shares can be several percentage 

points. 
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Of course, the ETF investor pays brokerage commissions when buying and selling the shares. An investor in an open-

end, no-load index mutual fund purchased directly from the fund issuer would not incur this cost. The amount of the 

fee depends on the broker used, size of the trade, and perhaps other factors. One study found that an investor can take a 

long time to overcome this cost versus the cost of purchasing a no-load index mutual fund. If the investment were for 

$10,000, an investor using an online broker would take six years before the after-cost return of the ETF equaled that of 

the no-load index fund. For larger investments, the commission is a lower percentage of the total investment, so it does 

not take as long for the ETF investor to catch up with the no-load fund investor. Because of the commissions, 

generally small accounts should not consider using ETFs instead of traditional mutual funds purchased directly from 

the fund company or through a no transaction fee program of a broker. Most ETFs invest only in a market benchmark 

or index, though there are some actively-managed ETFs and plans for more to be issued. Currently, there are relatively 

few ETFs available for someone who believes there is value in active fund management and wants that value in his or 

her portfolio. 

Types of ETFs 

There are several different types of exchange-traded securities that are referred to generically as ETFs. Sometimes the 

differences matter only to the lawyers, the regulators and the people who have to administer the daily details. Other 

times, the differences have an effect on investors.  

Most ETFs are set up as either unit investment trusts or open-end ETFs. Both of these types of funds are able to 

continuously create and redeem shares through the process discussed earlier. The number of shares outstanding 

changes daily to reflect demand. Because of this feature, these funds rarely will trade at large premiums or discounts to 

their net asset values. Both types are registered with the Securities and Exchange Commission as investment 

companies, the regulatory term for mutual funds. 

Most of today's ETFs use the open-end ETF structure. But the earliest and still most popular ETFs are unit investment 

trusts, including the Dow Diamonds, Nasdaq 100 (QQQ or cubes), and S&P 500 SPDR (or spider). There are some 

minor differences between the two types. Unit investment trusts cannot reinvest dividends as they are received. They 

accumulate the dividends for quarterly reinvestment. The open-end ETF can reinvest dividends as they are received. 

This should enable the ETF to earn a slightly higher return than a comparable UIT. The greater the dividend yield from 

the portfolio, the greater the disadvantage to the UIT structure. 

Another advantage to the open-end ETF is that it can use futures contracts to invest its dividend stream and other cash. 

UITs cannot "equitize" the dividend flow in this way. That is another factor that will slightly depress the long-term 

return of the UIT. 

There was a form of ETF structured as grantor trusts. Merrill Lynch had the largest group in its HOLDRS funds but 

terminated these funds in 2011. Investors in the gold grantor trust ETFs should be aware that the gold owned by the 

trust is considered a collectible by the IRS. Therefore, sales do not qualify for the long-term capital gains rate of 20%. 

Instead, profits are taxed at a maximum rate of 28%. The IRS has issued a private ruling to the ETFs, however, that the 

ownership of bullion is not considered ownership of bullion by any IRAs. The IRAs own shares of stock, which is 

taxed the same as corporate stock.  

Another form of ETF owns futures contracts to invest in a specific asset or index, such as the United States Oil Fund 

or the PowerShares DB Commodity Index Tracking Fund. The assets of these funds will consist of treasury securities 

and futures contracts. The futures contracts are not considered securities and are not regulated by the SEC, so these 

funds are not registered as investment companies with the SEC. Instead, the futures regulators oversee the investments 

in these funds. 
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Some ETFs now are offering the ability to either leverage or sell short a given index. These funds primarily are from 

the ProFunds group. For example, a fund attempts to earn twice the return of the S&P 500. Another ETF attempts to 

earn the inverse return of that index by selling it short, while a different fund seeks to earn twice the inverse return of 

the index. ProShares has dozens of these ETFs. The funds invest in major indexes, as well as sector indexes. These 

leveraged and inverse funds use futures contracts to generate their returns. They are not registered as investment 

companies with the SEC or regulated by them.  

A version that once showed promise but quickly lost investor interest is the exchange traded note (ETN). Barclays, the 

leading issuer of ETFs, is issuing ETNs to provide investments in assets that are not appropriate for ETFs. The ETNs 

are under the iPath brand and focus primarily on commodities and some single-country stock indexes. ETNs were 

developed to present opportunities in investments that are not practical for ETFs and mutual funds, such as currencies, 

commodities and possibly emerging markets. It is possible that ETNs might be developed to invest in indexes such as 

those for residential housing and antique cars. 

An ETF is a fund that owns securities or other assets, and the ETF shares represent ownership in the securities owned 

by the fund. An ETN is debt issued by a company such as Barclays. The debt is senior, unsecured, unsubordinated 

usually with a duration of 30 years. The debt does not pay interest. Instead, it is a promise to pay the holder at 

liquidation the net return of the underlying asset or index minus expenses. 

Investors can buy and sell the ETNs just like stocks through a broker. There is an expectation that the prices of ETNs 

will closely mirror changes in the underlying assets or indexes. But this is not guaranteed with ETNs, and they do not 

have a mechanism to limit premiums and discounts the way open-end ETFs and unit trusts do.  

Investors need to be aware that with an ETN they have no underlying interest in an asset. They are buying only the 

promise of the issuer to pay a return equal to that earned by the named asset or benchmark. As investors learned in 

2008, while a bank might be considered a solid bank, a lot can change in 30 years. Sometimes, for a bank, a lot 

changes in a week or two. 

An advantage of an ETN over an ETF is that the security issuer takes the risk of tracking error relative to an index. 

The investor in an ETF suffers if the manager is unable to reduce or eliminate tracking error, and the fund earns less 

than the index. But with an ETN, the investor is promised the return of the index or asset minus a set expense ratio. 

The expenses for ETNs generally are less than those for ETFs. 

The tax treatment of ETNs was uncertain, but the IRS started to clarify the situation in late 2007. The IRS ruled on 

three specific currency-based ETNs issued by Barclays. It ruled that investors had to accrue and recognize income 

each year, even if the security was not sold, and that the gain is taxed as ordinary income. The IRS indicated that it 

was considering a broad ruling that would apply this ruling to all securities involving “prepaid forward contracts.” 

ETNs also might not make distributions, so it appears that if the IRS carries through on its initial rulings, investors will 

owe taxes on gains they have not converted to cash. This would put the currency ETNs on the same footing as other 

currency ETFs, such as the Rydex CurrencyShares ETFs. These are unit trusts that own currencies through interest-

bearing accounts at JPMorgan Chase Bank in London. The shares pay monthly interest, which is taxed as ordinary 

income to shareholders. Gains or losses in the ETF due to currency moves are taxed at a 35% rate, according to 

Rydex's literature.  

The creativity of ETF issuers gives investors access to investment opportunities previously only available to those who 

had the capital, risk tolerance and resources to invest in futures contracts or other specialized investments. This also 

complicates decisions for investors. The investor first has to decide which asset class or type of investment to put in a 

portfolio. Then, if there is a choice of different types of ETFs, the investor must decide which is more appropriate. 
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Even if there is no choice of different types, the investor still must be aware of the type of ETF in which he is investing 

and the consequences of using that vehicle. 

The ETF Indexes 

The first ETFs were set up to track established, known market indexes such as the S&P 500, Dow 30, Russell 3000 

and other traditional benchmarks. Some ETFs set up their own indexes or benchmarks and attempted to replicate them. 

In some cases, these are "managed indexes" instead of the more passive traditional indexes. The new indexes also use 

criteria other than market capitalization to decide how to weight the stocks in the portfolios. 

WisdomTree ETFs use what are called "dividend-weighted indexes." The indexes are weighted either by total cash 

dividends the companies pay or by dividend yield. The higher the cash dividends or dividend yield, the greater a 

company's weighting in the index. WisdomTree has a range of funds covering many market sectors and international 

stock markets. 

PowerShares also has its own weighting system for its indexes. The PowerShares Intellidex system uses a proprietary 

blend of 24 different company fundamentals to select stocks to include in the index and weights the stocks equally. 

The indexes are rebalanced quarterly. A separate fund, the PowerShares FTSE RAFI US 1000 Portfolio, uses a 

"fundamentals-based index." This system was developed by a firm known as Research Affiliates and weights stocks 

based on sales, revenues, book value and earnings. Powershares was purchased by Invesco and now all of its ETFs are 

under Invesco name.  

These and a few other ETFs attempt to overcome the disadvantages of capitalization-weighted indexes. We will not 

delve into the details of those arguments. They are contained in my book, “Invest Like a Fox… Not Like a Hedgehog.” 

Investors need to look beyond the name of an ETF to understand exactly how the portfolio is invested. 

How to Invest with ETFs 

ETFs are compatible with a number of investment strategies, so there are a number of ways they can be incorporated 

into a portfolio. ETFs were first used by large investors, such as pension funds, to fill specific needs. For example, a 

pension fund might have cash that needs to be invested. But the cash will be needed to pay benefits or expenses within 

a few months, so the fund does not want to give it to a money manager who will incur brokerage commissions and 

management fees to invest the money for a few months. Yet, it also wants the opportunity to earn a higher return than 

is available through short-term treasury bills and wants to maintain the asset allocation of its portfolio. The cash can be 

used to purchase one or more ETFs at low cost. The ETFs can be sold quickly and cheaply when cash is needed. 

ETFs also come in handy when a large investor is changing money managers or adding a new asset class to the 

portfolio. Initially, cash can be used to purchase one or more ETFs. When an active money manager is found who 

meets the investor's needs, the ETF is sold and the cash transferred to the money manager. An ETF can be used to 

cheaply and efficiently establish a niche position in a portfolio. Suppose an investor wants to overweight a market 

sector, either temporarily or for the long term. A diversified portfolio of stocks in that sector could be acquired. Or the 

investor could purchase the appropriate ETF. The ETF world is so vast that almost any sector or subsector that 

interests an investor can be purchased with one trade. The expanded offerings of currency and commodity ETFs 

expand an investor's ability to add a niche position that is very liquid and costs little to acquire. 
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Sophisticated Strategies 

Hedge funds and a few other investors are using ETFs in some ways that might not have been contemplated when 

ETFs were developed. But these strategies prove useful to some investors, and there is speculation that a fair amount 

of the trading activity in ETFs is the result of hedge funds and others using these strategies. 

Shares of ETFs can be borrowed from investors and used to sell short a market or sector. This tactic is a way to hedge 

an entire portfolio or a stock position. For example, a fund might have a sizeable equity position that it wants partially 

hedged. It could use futures or options to hedge, or it could sell short ETFs. Likewise, if a fund owns a particular stock 

and wants to partially hedge the position, it could sell short the ETF of that company's market sector. 

Hedge funds that take macro or big picture positions on the markets also use ETFs. They can purchase the sectors or 

markets on which they are bullish (using margin if they are very bullish). ETFs also can be sold short for sectors or 

markets on which the fund is bearish. The variety of ETFs available allows a fund to take positions in most 

international stock markets and U.S. market sectors, as well as some non-equity investments. 

Income Investing 

There are ETFs that replicate the major bond indexes, generating the yields from those indexes for their investors. In 

addition, there are ETFs that seek out the higher-yielding stocks. The bond ETFs pay interest that is taxable as 

ordinary income, while the equity ETFs pay dividends that generally qualify for the 20% maximum dividend tax. 

Inflation Hedging 

When you want one or more inflation hedges in your portfolio, take a look at ETFs. There are a wide variety of 

inflation hedges available. You can own precious metals through the iShares Gold ETF or SPDR Gold Trust, among 

others. You also can invest in currencies through a number of ETFs with different strategies. Some funds invest in 

only one currency; others own a variety or trade the currencies. Some use futures contracts while others have different 

strategies. You can focus on goldmining company stocks, Treasury Inflation-Protected Securities (TIPS), and other 

vehicles. However you want to hedge against inflation, there probably is a way to implement the strategy through 

ETFs. 

Long-Term Investing 

Both individual and institutional investors benefit from buying and holding ETFs for the long term. Purchasing ETFs 

might be cheaper for an individual investor than purchasing traditional no-load index funds through a discount broker. 

An investor whose accounts are at a discount broker will pay a much higher fee to add Vanguard's index funds to a 

portfolio than to buy ETFs that track the same indexes. The institutional investor will find that an ETF does not have 

the same restrictions as a separate account or fund at an index fund manager. For example, such investments usually 

require advance notice of additions and withdrawals. The ETFs could make it easier to rebalance the portfolio 

regularly and also to take advantage of any short-term opportunities in other asset classes the investor spies. 

Another advantage of ETFs to the long-term investor is that they do not close to new investors. Among traditional 

mutual funds and money managers, quality choices may close to new investors. This is especially true among small 

company and emerging market stock investments. A potential disadvantage of using ETFs in this manner is that 

almost all of the funds will be indexed or benchmarked. The investor often foregoes any advantage from locating and 

investing with active managers who can earn higher returns than an index over time. 
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A variation of investing long-term with ETFs is known generally as the core and satellite approach. In this strategy, the 

bulk of a portfolio is invested in a diversified collection of index funds that is held for the long term. The rest of the 

portfolio can be used in several ways to take advantage of other opportunities to earn higher returns. In most cases, the 

investor uses a few mutual funds or money managers who are likely to earn better-than-index returns over the long 

term. Or the satellite portfolio can be moved in and out of different asset classes as those become undervalued and 

overvalued. 

ETFs probably should not be used by the long-term investor who is adding to the portfolio in regular increments 

through dollar-cost averaging. The investor has to pay a brokerage commission on each purchase. On small purchases, 

the commissions can be a substantial percentage of the investments. A dollar-cost averaging investor is better off using 

traditional no-load mutual funds. An alternative is an extremely low-cost broker, also known as a fractional share 

broker. Examples of these are Sharebuilder.com and Foliofn.com. They usually charge very low commissions or fixed 

annual or monthly fees. These brokers also have trading restrictions that are not important to most long-term investors. 

Tactical Asset Allocation and Sector Rotation 

Some investors adjust their allocations to different asset classes based on intermediate-term trends. There are different 

ways investors decide when to change their allocations. Some use broad economic data, such as interest rates. Others 

use technical indicators of the markets or sectors, such as moving averages. Fundamental factors such as valuations 

also can be used. Some investors use a combination of these and other methods to make their decisions. 

ETFs are a good way to implement these strategies. The funds can be traded any time during the day, and the trading is 

inexpensive. Investors using these strategies usually do not care about active management; they use market and sector 

indexes to invest. ETFs do not have redemption fees or trading restrictions. ETFs also offer access to market sectors 

and other investment classes that are not available in mutual funds or even futures and options. An investor with an 

asset allocation system can include most markets and sectors, plus a number of asset classes other than equities. 

Trading and Momentum Investing 

ETFs also are ideal for shorter-term investing systems and for trading. The variety of choices, continuous trading on 

major exchanges, liquidity, pricing efficiency, low cost of trading and low management fees all are beneficial to a 

momentum investor or a trader.  

ETFs are an excellent because they cover a host of available asset classes and can be traded at low cost any time the 

markets are open. The pricing for most ETFs is efficient, meaning there is little difference between an ETF's price and 

the values of underlying assets. The traditional mutual funds are less appropriate because many funds have imposed 

redemption fees or trading restrictions. Trading fees at discount brokerages also are higher for mutual funds than for 

stocks, such as ETFs. Many quality mutual funds and those in several categories (such as small stocks and emerging 

markets) are closed to new investors because of capacity constraints. 

A momentum-based system such as this is the best way to trade ETFs. Such a system should not be used with the bulk 

of a person's portfolio. It should only be part of an aggressive portion of a portfolio, which for most people should be 

5% or less of a portfolio or perhaps as much as 10% of the portfolio. It usually is best to execute a trading system 

within a tax-advantaged account such as an IRA or Roth IRA. Most gains under the system are likely to be short-term 

gains taxable as ordinary income. It is best to let such gains compound within a tax-advantaged account and avoid 

taxes as long as possible. Otherwise, the excess returns earned by the system are likely to be taxed away. 
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Three Warnings 

In this section, a few of the disadvantages merit highlighting and more extended discussion. These potential problems 

do not mean that ETFs are bad investments or need to be avoided. They are problems that are likely to occur in a few 

ETFs or during brief time periods. They do mean that investors need to choose carefully among the available ETFs. 

Niches Within Niches 

ETF issuers rushed to create as many ETFs as possible. Some issuers seemed to want to be the first with an offering in 

particular market sectors or niches. The issuers became very creative and perhaps ventured into areas that are 

inappropriate for ETFs. The original idea behind ETFs was to offer low-cost ways to invest in known benchmarks or 

indexes. That provides transparency, diversification and efficiency for investors. A narrowly-focused index, such as 

one that targets an industry subsector or a single currency versus the dollar, might not be appropriate for ETFs. There 

is little diversification and the potential for inefficiency. 

Also, as ETFs cover market niches, there is the potential for the ETF to dominate that asset class. Take, for example, 

the Claymore-Sabrient Stealth ETF, PowerShares LUX Nanotech and PowerShares WilderHill Clean Energy. Each 

fund, if it exists when you read this report, covers small industry sectors, and the companies in these indexes tend to be 

small with thinly traded stocks. The ETFs probably account for much of the trading volume within those sectors. 

Trading of the ETFs can disrupt the individual stocks and distort market prices in ways that might not happen if these 

ETFs did not exist. These narrowly-focused ETFs also can lead to the problems addressed in the rest of this section. 

Fast Cash Whiplash 

Since ETFs are useful for implementing trading strategies, they often are used by hedge funds. The rapid trading of 

hedge funds and their use of 24-hour markets around the globe can distort the prices of ETFs for periods of time. 

Investors can get caught in the flow of fast money and incur losses they were not aware of. Some ETF providers 

estimate that about 80% of the trading in their securities is by large, professional investors such as hedge funds.  

The effect of these substantial pools of fast money (some of it leveraged) can be to distort prices of ETFs for varying 

periods of time. In fast-moving markets with a lot of trading volume, an ETF's share price can be meaningfully 

different from the value of the underlying assets. To date, these discrepancies have been corrected in a day or two. But 

ETF investors, especially those using trading strategies, need to know the potential for inefficient pricing and short-

term losses. 

Poor Replication 

The tracking error in some ETFs can be long-term and not just the short-term discrepancies caused by fast money. The 

long-term discrepancies are likely when a fund uses a synthetic way to try to track the price of an asset or index. 

Consider the crude oil market. Several ETFs have existed that attempt to track the price of oil. One of the largest is 

U.S. Oil Fund (USO), issued and managed by Victoria Bay Asset Management. The fund does not buy crude oil. 

Instead, it invests in futures contracts on crude oil and other oil-related securities. Unfortunately, the price of crude oil 

is not exactly mirrored in the prices of futures contracts. Trades in futures contracts are based on investors' anticipation 

of and forecasts about the direction of oil's price. As a result, sometimes the prices of crude oil and futures contracts 

can move in opposite directions. In addition, the cost of rolling over a futures contract can increase because fast-

moving speculative markets have pushed up the futures prices more than crude prices. 
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For example, on April 19, 2007, the U.S. Oil Fund was trailing the price of crude oil by about 15 percentage points for 

the year. Over shorter periods, this fund and others designed to track the price of crude oil can move in the opposite 

direction of crude prices. 

These kinds of anomalies do not occur with the largest, traditional ETFs. Those funds buy baskets of stocks that 

duplicate the indexes they track. Those funds can have smaller tracking errors, as we discussed earlier in this report. 

More significant tracking errors can occur with ETFs that cannot purchase the assets underlying the benchmarks they 

seek to track. Small company and emerging market ETFs often cannot purchase all the securities in their benchmarks. 

Leveraged funds use futures contracts, so they are unlikely to meet exactly their goals of doubling the returns of 

indexes. Many currency and commodity ETFs use futures contracts or other imprecise methods to replicate market 

prices. These funds are the most likely to have extended discrepancies between their returns and those of their targets. 

At times, they will move in the opposite direction of the prices of the assets they are targeting. 

Mutual Funds vs. ETFs 

Should an investor use index mutual funds or ETFs? The answer depends on the investor's goals. Traditional index 

mutual funds have lower costs if purchased directly through a fund company, such as Vanguard. There are no trading 

fees or commissions, and the management expenses of the funds are low, though the ETFs usually have lower annual 

expenses than the index funds. A long-term investor has no need for the continuous pricing and trading of an ETF. A 

traditional mutual fund also is likely to earn a higher return. This might change as ETF issuers become more skilled in 

the nuances of managing a portfolio to meet an index. But generally the Vanguard index funds earn higher returns than 

ETFs seeking to replicate the same indexes.  

The ETF also will be more expensive if the investor makes any trades while owning it. The ETF could be particularly 

expensive in retirement if the investor makes trades on a regular basis to obtain spending money. On the other hand, 

ETFs offer access to many indexes and assets that are not available in traditional mutual funds. These choices might be 

unimportant to most investors. If an investor is content with broad-based index funds, there is little reason to stray 

from a traditional fund family into ETFs. An investor with other goals should consider using an ETF portfolio or 

adding ETFs to supplement the traditional index funds. 

ETFs can add greater tax efficiency, as we discussed earlier. This would be important to an investor who actively 

engages in tax-loss harvesting and invests in such a diversified portfolio that there are likely to be assets with paper 

losses to harvest each year. A long-term buy and hold investor is likely to have no paper losses after holding the 

portfolio over a few years. ETFs are best for investors who want to trade the portfolio, want to add market niches or a 

broader array of assets to their portfolios, or have short-term needs that are best filled by the addition of an ETF. 

Sources & Information 

There are many details about ETFs, and the field is changing rapidly. Investors need to consult sources about ETFs to 

stay abreast of the details and the changes. Most information about ETFs is internet-based. The sources tend to fall into 

two categories. One category consists of the stock exchanges on which ETFs are listed and of independent issuers of 

comprehensive ETF information. The other category is composed of websites run by ETF issuers offering details of 

their ETFs. These sites contain prospectuses and other documents with all the information an investor could want to 

know about the securities. 

Exchanges and independent sources: 

www.etfconnect.com, www.morningstar.com, www.nasdaq.com, finance.yahoo.com 

http://www.etfconnect.com/
http://www.morningstar.com/
http://www.nasdaq.com/
https://finance.yahoo.com/
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ETF Sponsors: 

www.currencyshares.com,www.fidelity.com/goto/oneq,www.ishares.com,www.powershares.com, 

www.proshares.com,www.rydexfunds.com,www.spdrindex.com,www.streettracks.com,www.unitedstatesoil.com, 

www.vanguard.com, www.wisdomtree.com  

How to Insure Your Way to a Rock-Solid Retirement 

Stop Overpaying and Underinsuring 

Successful Americans are paying too much for insurance yet don’t have enough coverage. Those are the findings of a 

recent survey from ACE Private Risk Services (now a part of Chubb). The problem actually is worse than earlier 

surveys.  

It’s easy to see how the situation developed. Most successful people didn’t start that way. In their young adult years 

they did the responsible thing and bought the insurance they needed. The purchases generally were made through mass 

market insurers and agents. The trouble is the insurers and brokers didn’t grow in the same direction as the clients.  

Now, the clients are successful professionals and business owners with significant investable assets, homes, and 

businesses. Their needs aren’t being met by mass market insurers and agents. That’s why these clients are paying too 

much yet are underinsured.  

Insurers and brokers experienced in dealing with successful people often can reduce costs while improving coverage 

across the board, according to the ACE survey. A majority of brokers surveyed said they typically reduce a new 

client’s premiums by 5%.  

Here are the actions typically overlooked by successful people who haven’t had an experienced advisor 

comprehensively review their coverage in recent years.  

Increase deductibles. Raising deductibles reduces premiums. Low deductibles make some sense in the early adult 

years when cash is tight and there isn’t a cushion of savings. But later in life many people can handle a higher 

deductible when there is a covered incident. Unless you’re very accident prone, you’ll save more money long-term by 

raising deductibles to reduce premiums. Safety discounts. Many people have loss prevention or safety devices that 

qualify for insurance discounts, or they easily could obtain the devices. Burglar alarms and leak detection systems are 

two common examples of features in the homes of many successful people but that they don’t think to notify the 

insurer about. An insurer or broker who is used to dealing with this group will first go through a checklist of such 

devices to ask which ones the client has, and then will advise which additional features would be cost-effective to 

obtain. 

Consolidation. Discounts are available when a person or household purchases more than one policy from the same 

insurer. Some insurers that specialize in one type of coverage will form a partnership with insurers in other specialties 

to offer consolidation discounts. When you’re using more than one insurer, research the discounts available for 

consolidating coverage at one of them.  

Umbrella liability. Most people don’t have enough liability coverage. Their only coverage is the standard limit in the 

homeowner’s insurance. As a successful person, you’re a target for lawsuits based on actions taken by you and your 

family. Even inaction can result in a lawsuit that you negligently failed to remove a hazard or take other action. 

Umbrella liability insurance is relatively cheap and will protect the assets accumulated over your lifetime. Some 

http://www.currencyshares.com/
http://www.fidelity.com/goto/oneq
http://www.ishares.com/
http://www.powershares.com/
http://www.proshares.com/
http://www.rydexfunds.com/
http://www.spdrindex.com/
http://www.streettracks.com/
http://www.unitedstatesoil.com/
http://www.vanguard.com/
http://www.wisdomtree.com/
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professions are more vulnerable to lawsuits than others. The more activities you and your family engage in, the more 

likely you are to be sued for something.  

Home coverage limits. Agents report that most people have inadequate coverage limits for a full or substantial 

destruction of the home. It likely will cost more to rebuild your home than the home’s market value, especially if it is 

older and would need to be brought into compliance with current building codes.  

Personal property coverage. Standard homeowner’s policies have limited coverage for the contents of a home. The 

standard coverage formula is fine for young adults with few personal possessions to replace. But the cost of replacing 

the contents of your home is far more than its current value and probably much more than the standard policy limit 

would cover. Protection from the uninsured. You or a family member could be harmed by a person without insurance 

or assets to pay for the damages. Be sure your auto policy in particular has adequate uninsured motorist’s coverage.  

Be sure titles are correct. As part of your estate plan, you might have shifted some of your assets to a trust or limited 

liability company. Be sure these items are covered by your insurance. You don’t want to suffer a loss and discover it 

isn’t covered because legally you no longer own the car or home.  

Do you have a new business? Some people turn their hobbies into businesses during retirement. That could create a 

new list of potential liability claims. You might be able to cover these under the personal umbrella liability policy, or 

you might require separate insurance. Be sure you’re covered.  

Check directors and officers liability. One of your activities might be to serve on the board of some organization. It 

might seem harmless and good community service to serve on the board of, say, a local youth sports league. But what 

if one of the coaches made sexual advances to some players, and the parents sue the league, including the directors? 

Being on the board of any organization opens up the potential for personal liability suits. Even if the suit is frivolous, 

you need a lawyer. Be sure the organization has sufficient insurance to protect its officers and directors. If it doesn’t, 

buy your own policy.  

Now that most of your earnings years are in the past, one of the greatest obstacles to lifetime financial security is 

having a significant portion of your nest egg taken by a catastrophe or liability suit. Combine the cost-saving measures 

with the strategies for boosting coverage.  

It’s easy to fix these shortcomings. Meet with an insurance agent who is experienced working with well-off people. If 

you’re like most people, you’re likely to end up with more complete coverage at a lower cost. 

Covering the Overlooked Insurance Risk 

At the bottom of the list of insurance policies most people consider is disability insurance. It’s the last policy people 

buy and the first they cut when cash becomes tight. Yet, disability insurance is essential for a package of complete 

protection, and at many ages you’re more likely to need it than other types of insurance. On the other end of the 

spectrum are people who have too much coverage.  

Disability insurance provides cash flow to people who are unable to earn income because of physical or mental 

conditions. DI can be short-term, paying benefits for a limited period, or long-term, paying benefits for many years or 

until age 65. It’s important for those in physically-demanding jobs, because they’re most likely to lose their ability to 

earn income due to injuries or chronic conditions. But DI also covers disabilities that don’t spring from work. Your 

ability to earn income could be diminished by an auto accident or an accident while working around the home or even 

from falling. DI also kicks in when you are limited by a stroke, heart condition, other physical condition, or a nervous 
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or mental disorder. As I said, statistically at many preretirement ages you’re more likely to suffer one of these 

accidents or injuries than you are to die. DI is more likely to pay benefits than life insurance.  

Group DI policies, offered by most employers of any size, are the foundation of disability protection plans. Under the 

typical plan, the employer pays for basic coverage, and there’s an option for employees to obtain additional coverage 

by paying the additional premiums. A typical basic group benefit pays 60% of salary per month for a period of years. 

You might be able to pay additional premiums to increase the percentage of salary or the period covered. Coverage 

purchased through an employer’s group plan is likely to be substantially less expensive than an individual policy.  

When employer coverage isn’t available or isn’t adequate, consider an individual DI policy. An advantage to 

individual DI is you keep the coverage when you change employers, and you don’t have to medically re-qualify when 

you change jobs.  

Individual DI policies come in two types. Guaranteed renewable policies allow the insurer to increase the premiums 

only on a class of policyholders, but you won’t be denied renewal because of your health or other conditions. Non-

cancellable policies have fixed premiums as long as the premiums are paid on time. Most advisors prefer non-

cancellable policies, because you’re sure of the policy and its cost for the long term. But the initial premiums are 

substantially higher. For example, LIMRA, an insurance information service, said a few years ago the average 

guaranteed renewable individual policy was $600 annually while non-cancellable premiums were $2,000. Before 

buying a policy, consider the definition of disability that will trigger payment. A standard and desirable coverage is 

“own occupation,” which pays benefits for someone unable to continue his or her career even when able to pursue 

other work. For example, it would pay benefits to a surgeon who might be unable to operate but be able to teach, 

consult, or treat patients in a non- surgical setting. Another desirable provision is one that pays some benefits in case 

of partial disability. Some policies cover only total disability.  

The broader the coverage, the higher the premiums. To reduce premiums, don’t insist on “own occupation” coverage 

or partial disability riders, also known as residual coverage.  

You also can reduce premiums by lengthening the waiting period. DI policies pay only after you’ve been disabled for 

a minimum time, known as the waiting period. The longer you self-insure for temporary or initial periods of disability, 

the lower the premiums. Another way to reduce premiums is not to elect the inflation rider.  

The level of coverage also determines premiums. Instead of trying to replace all or most of your current income, you 

can buy DI that covers your essential expenses. DI also offers a catastrophic benefit rider that pays additional benefits 

in case of a severe disability. Consider whether you want to pay extra for this rider or if it duplicates coverage 

available through a long-term care policy or other coverage.  

Residual benefits and inflation coverage are valuable and worthwhile if you can afford them. But if either or both of 

those provisions make DI unaffordable, it’s better to have some coverage without those riders than to have no 

coverage.  

It’s important to consider the long-term tax effects. The rule is that disability benefits when paid are tax-free if you 

didn’t receive a tax break on the premiums. If you deducted the premiums or they were tax-free because they were 

paid by the employer or through an employer plan, then any disability benefits you receive will be included in gross 

income.  

You’re likely to be better able to handle the taxes when not disabled, so it generally makes sense to forego tax benefits 

on the premiums and ensure any disability benefits you receive are tax free.  
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You’ll want to reassess DI coverage as you near retirement. You might have accumulated enough assets when you are 

within five years or so of planned retirement that it makes sense to drop the coverage and invest the premiums. But 

carefully perform your analysis. The last few years of employment often are valuable savings years that can pump up 

the nest egg. They also are when people are most likely to become disabled. Be sure you have a substantial cushion in 

your nest egg before dropping DI coverage.  

You likely qualify for disability benefits under Social Security, but these benefits are limited. Social Security pays 

disability benefits only for total disability. If you can perform any work, you don’t qualify. The disability also must be 

permanent, which means it has lasted or is expected to last more than one year or result in your death. You also might 

qualify for workmen’s compensation benefits, but they pay only for a disability incurred as a result of your job.  

Setting Up Your Financial Protection Plan 

Turbulent weather, beginning with the monster hurricane season of 2005 and continuing through recent unusual 

weather, triggers a lot of thinking about insurance for homes, autos, belongings, and personal liability. That’s a good 

thing, because most people have a lot of their insurance wrong. They have coverage gaps or are paying too much. 

Don't wait until you need the coverage to discover there is a problem. Review your insurance every year or two.  

Before getting into policy details, first review who insures you and when the policies expire. Many insurers give 

discounts to customers who have more than one type of policy with them. Consider consolidating two or more 

policies. But don't make consolidation the prime goal. If you can get broader, cheaper, or better coverage using 

different insurers, do so.  

Your financial life also might be easier if all the policies are due for renewal at the same time each year. Consider 

shifting the policy effective dates.  

Those moves might save time and money. A detailed review also can help. We’ll start with auto insurance.  

Uninsured motorist coverage is vital. Few drivers are aware of the number of uninsured drivers on the road and the 

threat posed by them. In eight states, including Florida and California, more than 20% of drivers are uninsured, 

according to the Insurance Research Council. The group estimates that in Colorado 32% of drivers are uninsured.  

Standard auto and health policies might not cover all the damage done by an uninsured motorist. Purchasing uninsured 

motorist coverage as part of your auto policy is fairly cheap and offers solid protection. The insurer will pay for 

damages as though the uninsured motorist had the minimum coverage in the state. Without this coverage, you might 

be surprised by what your regular auto and health insurance won't cover when the uninsured driver is at fault. The 

uninsured motorist coverage usually is extended to all members of your household, even if they are in someone else's 

auto at the time of an accident.  

You know that premiums can be slashed by raising deductibles. High deductibles ensure that insurance is only for 

catastrophic losses and that regular savings or income pay for other losses. (Some states or insurers do not allow 

deductibles to exceed $1,000.) Raising deductibles is a good move if you have the financial resources to pay the higher 

deductible and are comfortable absorbing that much of a loss in case of an accident.  

Most people do not pay much attention to the bodily injury and property damage limits in the policies. Of course, the 

higher the coverage limits, the higher your premiums will be. But you don't want to slash premiums if it leaves you 

exposed to significant liabilities for any accident caused by you or a family member.  
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The better strategy is to coordinate the liability and medical expense coverage with your other policies, especially an 

umbrella liability policy. Be sure there aren't gaps, unless you are willing to cover them. For example, an umbrella 

policy usually won't kick in until a minimum liability is incurred. Be sure that minimum is not higher than the auto 

policy's maximum liability. Otherwise, you pay the difference in addition to the deductibles. 

Homeowner's insurance has a number of potential pitfalls. 

Most policies these days cover only losses from "named perils." Losses from other perils are the owner's 

responsibility.  

Flood damage is not covered in standard policies. Coverage must be purchased from the National Flood Insurance 

program. Special coverage for some perils is available only through state programs. For example, Florida residents 

generally need to get windstorm coverage through a state-sponsored program. Consider all the hazards that could 

damage your home. Then, see which are not covered by the policy. Ask the insurer or agent how to get covered for 

those perils. Coverage might not be available, at least not for a price you are willing to pay. At least then you will 

know the risk you are taking in that location.  

The replacement cost coverage in today's policies is something many people still get wrong. The covered amount 

should be the cost of rebuilding the dwelling, not its market value. There can be a dramatic difference between the 

two.  

Insurers now want the covered amount to be at least 80% of their estimate of rebuilding the dwelling. If your coverage 

amount is less than that, you will cover the difference in addition to deductibles.  

For example, suppose your home has a $500,000 replacement cost, but the covered amount is $250,000. That is less 

than 80%, so the insurer will cover only a pro rata portion of any losses, in his case 50%. If you suffer a $100,000 loss, 

the insurer will cover only $50,000. You pay the rest, plus the deductible.  

Personal property also is covered under the homeowner's policy but requires more attention than most people give it. 

Most policies exclude or put a $1,000 limit on items such as jewelry, coins, furs, antiques, and computers. When your 

holdings are more valuable, you need to purchase "scheduled coverage" for these items. A list of the scheduled items 

is attached to the policy and the premium for covering each item is separately calculated.  

You might be required to get the items appraised and to periodically have the appraisal updated. It is a good idea to 

maintain evidence of ownership of the items and to keep that evidence secure in a disaster-proof location or at least 

away from the location of the property. You should have detailed descriptions of the items, photographs, and any other 

supporting information. Some people maintain a video tour of their homes.  

Those who own property in more than one state need to discuss the ramifications with their insurers or agents. 

Personal property generally is covered under a homeowner's policy regardless of where it is damaged, lost, or stolen. 

But the rules might differ if you own more than one home. The insurer of one property might not cover personal 

property damaged or stolen at the other property. It also might matter to an insurer whether property normally was 

kept at one location or was transferred from one location to the other. Be sure you know which policy covers an item. 

Otherwise, you might find that there is a gap in your coverage.  

Liability coverage also deserves more attention than most people give it.  

A vacant property or rental home needs liability coverage. You could be responsible for any accident that happens on 

the vacant property, especially if there is some kind of attractive nuisance. Likewise, as owner of a rental property you 
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could be responsible for actions of the tenant. You can require the tenant to have insurance, but you also need separate 

coverage to protect you.  

Almost everyone should have an umbrella liability policy.  

Regular coverage for autos, homes, and other items will have liability coverage with fairly low limits. An umbrella 

policy significantly increases your coverage for a wide range of liabilities at a low cost. Often $1 million of additional 

liability coverage costs less than $300 annually. To ensure the umbrella policy does its job, first match its lowest 

payout level with the maximum coverage of other policies. For example, your auto liability might top out at $300,000. 

But a standard umbrella policy might cover only liabilities above $500,000. That puts you on the hook for the 

$200,000 difference unless one of the policies is amended.  

Also, make sure all the potential sources of liability are listed in the umbrella policy. The listings should include all 

residences and vehicles, watercraft, motorcycles, aircraft, and recreational vehicles, whether owned or rented. Also list 

every driver who resides at one or more of your homes and be sure pets are covered.  

An umbrella policy will exclude some activities for which separate coverage is available, such as serving as a director 

or officer of a business or organization. If you engage in such activities, be sure of coverage.  

Household workers, both permanent and temporary, are another potential source of liability. You could be liable to 

them for injuries they receive or to others from the workers’ actions. Be sure you have a policy that covers these 

situations.  

Finally, set the umbrella coverage limit high enough. You want to cover existing assets and also future income and 

assets. The limit to choose is a tough call. An attorney or experienced broker might be able to offer the best advice of 

the maximum potential liability you face. 

Handling the Crisis in Long-Term Care Insurance 

Headlines beginning in late 2010 and continuing point to serious problems in long-term care insurance (LTCI). The 

Wall Street Journal blared: "Long-Term-Care Premiums Soar." This shortly was followed by news that a major player 

in LTCI, MetLife, was stopping the sale of new policies, and other followed with either sharp premium increases or 

withdrawals from the market.  

The first article detailed sharp proposed premium increases on existing policies by Manulife Financial, a subsidiary of 

John Hancock, and indicated other insurers were implementing increases. The highest and most pervasive increases 

were from Hancock, and they averaged 40% for 850,000 of its 1.1 million policyholders. The article also reported on a 

couple who were given notice of a 47% premium increase from Lincoln National.  

The proposed Hancock premium increases were a surprise. Hancock went many years without premium increases on 

existing policies. Most states imposed rate stabilization laws in the early 2000s, reducing some of the volatility of 

premiums since. The laws require insurers to justify large premium increases by documenting unusual or unexpected 

circumstances, and state regulators have to approve increases. Because of the laws, not all of proposed premium 

increases go through. But most of the LTCI premium increases went through, because the insurers had financial 

problems.  

Several factors are behind the premium increases, and they all boil down to actual experience being different from the 

assumptions made when the policies were written.  
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• Interest rates are low. Rates and investment returns were much higher when the policies were written. The low 

returns of recent years led to a significant shortfall of investment income for insurers.  

• People are keeping their policies. Premiums were determined assuming a percentage of people would pay 

premiums for a few years then let the policies lapse. Fewer people than expected dropped their policies, and that 

leads to more claims than expected.  

• People are living longer. LTC is most likely to be needed by those 80 and older. As that age group increases 

faster than insurers expected, claims on policies are higher than planned.  

• Long-term care costs keep rising. Again, these increases exceed what insurers planned.  

• Some insurers did a poor job of underwriting. They issued policies to applicants without thorough medical 

reviews, underestimating the true risk that policyholders would file claims for benefits. That is fairly common in 

the history of LTCI, though it is unusual for a large, experienced LTCI carrier.  

The result of all these factors is insurance companies losing money on LTCI, or at least earning a lot less than they 

expected and can earn elsewhere.  

Despite the headlines, you shouldn't panic and dismiss the idea of purchasing LTCI. I've said in the past it's best to 

choose only from the most experienced LTCI issuers to avoid problems such as sharp premium increases.  

Not all LTCI issuers are having problems. Bob Gertie of Advisor Insurance Perspectives expressed confidence that a 

few large insurers won't have significant premium increases. The Wall Street Journal reported that New York Life and 

Northwestern Mutual hadn’t raised premiums on existing policies when others were.  

These episodes re-enforce points we've made in the past. Don't buy the lowest-cost policy; it's probably underpriced 

and will impose premium increases down the road. Choose an insurer that's been in the business for a while, and check 

its history of premium increases.  

To those we add two other criteria. Don't choose an insurer that does a lot of group or employer provided LTCI 

business. Also, buy policies in a new product line. The premiums will be higher than for an older policy line. But the 

newer policies probably have more realistic pricing and are less likely to face significant increases down the road.  

What if you have LTCI and face steep premium increases? You can shop around for a new policy. You'll need to be 

medically-qualified, and it's possible because of your age a new policy will cost more than the old, even after the 

premium increases.  

You could also reduce premiums when staying with the current policy and adjusting policy terms such as:  

• Benefit period or limit. Few people will use unlimited lifetime benefits. Accept a benefit ceiling of somewhere 

from $1 million to $5 million, or if the policy benefits are in years select a three to five year limit. Your premiums 

will drop. But you'll take the risk that you'll be among the few who need extended LTC.  

• Daily benefit. Double check the cost of long-term care in your area to determine if the daily benefit in your policy 

is in line with your policy's terms.  

• Elimination period. This is similar to a deductible. It is the period of time you pay for all long-term care before 

the policy coverage kicks in. Extend this period, and your premiums will fall.  

Here are a couple of other steps to consider.  

You could purchase one of the hybrid policies, which are life insurance or annuities with LTCI riders. These aren't for 

everybody, but can meet the needs of many people. A hybrid life policy is likely to have higher lifetime LTC coverage 

than a hybrid annuity, and a standalone LTCI usually offers more coverage than one of the hybrids. The hybrids 
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usually require a large single premium. Check the Archive on our members' web site for details of hybrid policies. 

Some insurers will let you pay for a lifetime of LTC benefits over five or 10 years, known generically as a short pay 

plan. You'll pay steeper premiums for those years, but it lowers the risk of premium increases.  

I don’t recommend reducing premiums by dropping inflation protection. The inflation protection is too important.  

Remember LTCI is only about 30 years old. It's a relatively new and fast-changing industry. You have to expect 

changes and keep up with them. But the keys to affordable, reliable coverage are the same. Stay with the most 

experienced insurers who are careful about issuing policies. Adjust your policy terms to find a comfortable trade off 

between your premiums and the coverage levels.  

Re-Evaluating Your Life Insurance 

Many people are reconsidering their life insurance coverage. The latest estate tax law and low interest rates change the 

equation for many people. But don’t make a quick decision. Make a careful review with your estate planner.  

Most permanent life insurance was purchased to help pay estate taxes. Recent tax laws moved many estates out of the 

taxable category. Despite the change, most of you should avoid irrevocably terminating the life insurance. Consider 

the broader picture, and you might decide to keep the insurance for at least a while.  

The life insurance likely has other benefits other than paying for estate taxes. For example:  

• The insurance benefits provide liquidity for the estate to pay debts, allow equal inheritance shares without 

dividing ownership of assets, and prevent the forced sale of assets.  

• Life insurance might be required as part of a shareholder agreement or other contract. The insurance benefits 

also could help with business ownership succession by providing cash that allows purchase of the business from 

the estate.  

• Life insurance can be a conservative, low return investment, so it could be a good addition to an estate that has 

primarily risky assets.  

• The insurance can increase the legacy left for heirs or a charity. You could decide it’s worthwhile to keep the 

policy in place to provide the benefits to loved ones or a charity.  

• The life insurance, especially if it’s owned through an irrevocable trust, has asset protection benefits. The benefits 

should be out of the reach of creditors of you and your heirs.  

When you decide to keep the insurance, you still might want to make some changes. Most life insurance purchased for 

estate planning reasons is held in an irrevocable trust. While the trust is irrevocable, often there is flexibility. The 

trustee might be able to transfer the trust assets to a new trust with some different terms to reflect your new goals.  

Some trusts were created with trust protectors, individuals appointed by the trust creator to monitor the trust and make 

selected changes to the terms. The trust protector could change the beneficiaries, move the trust to a state with more 

flexible laws, or change the distribution terms. You might conclude that you no longer want the insurance policy. If so, 

don’t simply stop paying premiums. Consider other options. The trustee might be allowed to distribute the policy to 

the beneficiaries. They would then own the policy and its cash value and could choose to keep it in force, cash it in, or 

borrow against the cash value.  

Don’t make rash assumptions about life insurance because you might not face an estate tax problem. There are other 

reasons besides paying estate taxes to own life insurance, and there often is some flexibility in current arrangements 

that could let you change them. Take some time to consider all the factors and discuss the options with your estate 

planner, life insurance agent, and other financial advisors before making an irrevocable decision to drop the insurance. 
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The Truth About Annuities – and How to Make Them a Lifetime Stream of Income 

Income Investing When Rates Rise 

Cash is trash, but many investors are afraid of bonds because interest rates are likely to rise. You have alternatives. 

Other vehicles offer higher yields than cash (and many bonds) and provide diversification and safety of principal. 

Even better, they won’t lose value when interest rates rise. Cash is trash these days because yields are too low. You 

lose purchasing power after inflation and taxes. Even if you shop around you’ll find that on a five-year CD you’re 

going to earn only a little over 3%.  

You earn a higher yield with longer maturity bonds, but investors fear rising interest rates. Once rates start to rise the 

value of bonds and bond funds will fall. Even a modest rate increase will reduce the value of the bonds by more than 

one year’s interest income. When you want higher yields than cash and fear what rising rates will do to bonds, 

consider putting the safe or fixed-income portion of your portfolio in certain types of annuities.  

Note that I’m recommending you consider only particular types of annuities. I’m not recommending the high-fee 

variable annuities that are roundly criticized. Unfortunately, many critics of variable annuities shorten their advice to, 

“Don’t buy annuities.” The annuity world consists of much more than variable annuities. Some of the other types of 

annuities can increase financial security and should be considered. 

Let’s focus on three types of annuities. 

Deferred fixed annuities. These are a classic, plain vanilla annuity. You make a deposit with an insurer. It’s usually a 

lump sum, but periodic deposits also are possible. Each year the insurer credits a return or yield to your account. 

Usually the yield is determined by the insurer based on its expected investment returns, expenses, and other factors. 

Yields on deferred fixed annuities usually are about equal to the yield on intermediate investment-grade or mortgage 

bonds. There usually is a modest guaranteed minimum yield.  

The interest credited to your account compounds tax-deferred until you withdraw it.  

You’re likely to have limited access to the money in the annuity. Most insurers limit withdrawals to 10% of the 

principal per year without penalty for at least a period of time. You probably won’t be able to take your money back or 

switch it to another insurer’s annuity without penalty for at least seven years. 

For example, the yield for recent top-yielding deferred fixed annuity is 3.65% for a ten-year commitment, 3.25% for 

seven years and 2.95% for five years.  Remember your income was compounding tax deferred.  

Insurers offer optional features on deferred fixed annuities, including having more access to your money. But those 

features generate higher fees and reduce your returns. They generally aren’t worth the cost. 

The advantages of a deferred fixed annuity are a healthy yield that rises over time if market rates rise, tax-deferred 

compounding, and safety of principal. Of course, the major advantage is your account’s principal value won’t decline 

as interest rates rise. The main disadvantage is restricted access to your money.  

Deferred indexed annuities. In principle, these are similar to deferred fixed annuities. The main difference is that 

with an indexed annuity the return on your account is determined by reference to an external index, such as a stock 

market index. With a fixed annuity, the insurance company sets your yield each year. 
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We discuss indexed annuities in some detail in a few pages, but let’s have an overview. You don’t earn the full return 

of the index. Instead, a formula deter-mines the amount credited to your account based on the performance of one or 

more indices. There are four main formulas and variations for each formula, but we don’t need to go into details here. 

On top of that there might be a limit to the percentage of the index return you receive, known as the participation rate. 

For example, your account might be credited 70% of the return calculated by the formula. Plus, there’s usually an 

absolute limit on your annual return, known as a cap, which usually is 8% to 10%. 

There are a lot of differences between different fixed indexed annuities on all these details. The result is that when the 

index rises 12%, some FIAs are credited with a 5% return while others receive 10% and a bunch receive something in 

between.  

An FIA has a guaranteed minimum return, which is 0% for most of them these days. So, you’re guaranteed not to lose 

money even if the index does. Then, you have the potential of earning more than a deferred fixed annuity if the index 

does well, though you could earn less than a fixed annuity if the index doesn’t do well.  

For example, one FIA recently on the market credited your account based on the return of a model portfolio 70% 

invested in the S&P 500 index and 30% in a fixed account paying 1%.  While your interest was calculated daily, gains 

earned to date weren’t locked in until two years after the contract anniversary, and a new two-year period began.  If the 

model portfolio’s performance was negative over the two years, your account was credited with 0%. If the return was 

positive, you locked in the return and potentially built on that going forward. You had a worst-case result of a 0% 

return with the best case depending on the two-year return of the model portfolio.  

There are literally hundreds of different formulas for crediting interest to FIAs.  For some perspective, the 10-year 

returns on FIA’s typically range from 2%-10%. A key point to know is that if a stock index gains 20% for the year, 

your account isn’t going to be credited with 20% interest. 

As with a deferred fixed annuity, there are restrictions on access to your money. If you want to withdraw all your 

money or transfer it to another insurer’s annuity within seven years, you’ll pay a penalty. You might have access to up 

to 10% of your account each year without penalty.  

The FIAs also can have a number of optional provisions that offer more access to your money and other features such 

as lifetime income payments and death benefits. These riders in my view usually aren’t worth the extra fees, but you 

can decide if they meet your needs. 

Immediate annuities. The deferred fixed annuity and deferred index annuity generally are for money you aren’t 

planning to spend in the next seven years or longer. When you already are retired and drawing income from your bond 

investments, these might not be the best replacements for bonds. Instead, you should consider an immediate annuity. 

These are the classic annuities. You deposit money with an insurer, and it begins making guaranteed regular payments 

to you. The payments last for the rest of your life, the joint life of you and your spouse, or a guaranteed term of years, 

whichever you select. The payments aren’t purely income. They are both income and a return of your principal. Once 

you pass life expectancy, payments are all income. 

You have limited or no access to money beyond the guaranteed annual payments, depending on the annuity you select, 

so you should have other assets or income to tap in case of unexpected spending needs. 

The payments vary considerably from insurer to insurer. My research over the years consistently shows that even 

among insurers with the highest safety ratings the payments to the same person vary by as much as 20%. That’s a 20% 

difference in your income every year for the rest of your life, so shop carefully. 
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For example, if a 70 year old male today recently deposited $1,000,000 with the top-paying insurer and chooses 

payments to last for his lifetime, he would be paid about $79,320 per year for life. (The amount is subject to change as 

interest rates change.) If he chooses the 10th highest-paying insurer instead, he would receive only $64,743 annually. 

That’s more than an 18% difference.  

Over the years immediate annuity payout options have become more flexible. Now, for example, you can choose to 

have your principal returned to your beneficiaries in the event of your premature death.  

All annuities are a trade-off. You transfer to the insurer the risks of low (or negative) investment returns, unexpected 

expenses, and, in the case of an immediate annuity, a long life. In return, you have limited access to the money on 

deposit with the insurer and give up the potential of earning a higher return with that money. In today’s investment 

world, you also transfer to the insurer the risk that rising interest rates will reduce the value of bonds. 

Because of the trade-offs, there are few people who should put all or most of their money in annuities. But the right 

annuities can be a valuable addition to the nest eggs of most people.  

If you want to learn which type of annuity and which of today’s offerings are best for you, contact my annuity expert 

Todd Phillips of Phillips Financial Services. He provided the annuity examples in this discussion. You also can buy 

Todd’s book, The Future of Retirement Savings: “How to take advantage of stock market linked growth without the 

stock market risk,” while supplies last. It normally costs $9.95, but my readers can purchase it for $4.95, which is his 

cost for shipping. For details about annuities or to purchase the book, call 888-892-1102. 

How to Increase your Annuity Payouts by 20% a Year 

Fixed annuities or immediate annuities can make a portfolio last longer. They can provide steady income for life and 

reduce the portfolio’s volatility; it won't be as subject to market fluctuations. 

Annuities are not all the same. Yields and rates of return vary considerably. Insurers have different investment 

experiences, life expectancy assumptions, and expenses. As a result, annuity shoppers should compare a number of 

annuities before making a choice.  

Every few years for more than 20 years I’ve conducted a simple survey that has the same results. Even among insurers 

that are top-rated for safety, immediate annuity payouts can differ between the highest and lowest payout by about 

20% per month. That is 20% each month for life. Over time, that is a significant amount of money. If you want to 

venture outside the safest insurers, the difference is greater. 

In this survey I compare only immediate annuities. These are annuities that begin paying you a fixed amount for the 

rest of your life. They are simple, old-fashioned, plain vanilla annuities without all the bells and whistles and high fees. 

They provide income for life, so you can’t outlive your income.  

These days it is very easy to compare the payouts from many different annuities. A number of brokers have web sites 

that provide either instant quotes or delayed quotes by e-mail or mail.  

You can find quotes on websites such as these: 

• www.annuities.direct 

• www.immediateannuities.com 

• www.AnnuityFYI.com 

• www.annuity.com 

http://www.annuities.direct/
http://www.immediateannuities.com/
http://www.annuityfyi.com/
http://www.annuity.com/
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There are other sites as well, plus you can contact in person insurance agents and brokers.  

None of the sites has relationships with all insurers or lists all annuities. So, do not use only one site if you want to 

maximize income or survey the whole market. In addition, there are annuities sold directly by insurers or financial 

services firms that are not listed on other sites. I’ve been told that as many as half of insurers won’t participate in these 

aggregation websites. Check the sites of Vanguard, Fidelity, T. Rowe Price, Charles Schwab & Co., Ameriprise and 

any other financial firm you use. You also might want to visit the sites of a few major insurers for their latest quotes. 

You also can contact my annuities expert, Todd Phillips of Phillips Financial Services at 888-892-1102. He’s in 

contact with most annuity providers.  

The National Association of Insurance Commissioners has a Consumer Alert on annuities that provides a great deal of 

information, including warnings about deceptive sales practices, at www.naic.org. 

Remember we are talking about immediate and fixed annuities, not variable annuities. Those are a completely 

different vehicle. Warnings and details about variable annuities can be found on the SEC’s web site at www.sec.gov. 

Annuity Guarantees up to 8 TIMES your money at age 85! 

Longevity insurance is the latest tool designed to relieve Baby Boomers' anxiety about outliving their income. This 

innovation spread rapidly and now is offered by a wide range of insurers. 

You know the problem. A 65-year-old today has about a 50% probability of living past 85, and a 34% chance of living 

to 90. The odds are higher for women. Yet, most financial plans do not plan for long enough lives. For a married 

couple, to be safe they should plan for at least one spouse living to age 100. Even when people believe they’ll have 

enough money, that belief depends on assumptions, such as inflation and investment returns. If reality is worse than 

the assumptions, the retiree could run out of money. 

To deal with this hazard, longevity insurance was developed. More technical terms for the contracts are advanced life 

deferred annuity or deferred income annuity. The product is simply an annuity with a twist or two. So, despite the 

name it is not really insurance with a guaranteed payout; it is an annuity. 

With longevity insurance, the policy owner deposits a lump sum with an insurer. The marketing is targeted at people 

ages 60 to 65, but the deposit can be made at any age. The insurer agrees to begin making payments after a waiting 

period of two to 45 years. The policy purchaser decides when payments will begin. Unlike other deferred annuities, 

when the contract is purchased the insurer tells the owner exactly the amount of the future payments, and the payments 

are guaranteed for life, no matter how long the owner lives.  

This makes the policy a reversal of the traditional deferred annuity in which the insurer tells the owner the interest rate 

that will be credited to the account each year. Only at the end of the accumulation period does the insured learn the 

amount of the payments the contract will generate. It also differs from a traditional immediate annuity, in which the 

owner is told the amount of the payments, but the payments begin within a year. With longevity insurance, the amount 

of the payments is guaranteed, but the payments won't begin for at least couple of years. 

Longevity annuities also can cover the joint lives of a married couple instead of an individual. 

For example, in 2020 if a 65-year-old couple deposited $100,000 with an insurer, the insurer would guarantee to pay 

$10,845 annually to them at age 75. The payments are guaranteed to continue as long as one of them is alive, no matter 

how long that is. If at least one of them lives to at least age 100, the total payouts would equal $267,125. 

http://www.naic.org/
http://www.sec.gov/
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The payout is even higher when the income payout is delayed even longer, to age 80 or 85. It also is higher when the 

payout continues for one life instead of the joint life of a married couple. A single person who waits until age 85 to 

begin payouts can receive about eight times the initial deposit over his lifetime. 

One idea behind using longevity insurance is that an individual divides the retirement portfolio into two portions. One 

portion is managed to pay for expenses through age 85 or so. A relatively small portion of the portfolio is used early in 

retirement to purchase longevity insurance that will fund the post-85 period of retirement if the owner lives beyond life 

expectancy. In addition, longevity insurance allows the rest of the portfolio to be invested for higher returns since the 

owner knows there will be guaranteed payments after age 85 if the investments do poorly. 

Another use some people make of the annuities is as a substitute for a long-term care insurance policy. They figure the 

annuity will begin payouts when they are likely to need LTC. But you can’t know when you’ll need LTC, and the 

longevity annuity isn’t likely to be enough to pay for LTC. 

As with all other insurance products, there are trade-offs to consider. 

One trade-off is that there are no payments to beneficiaries. If the insured does not live to the payout age, the insurer 

keeps the money. Likewise, the insurer comes out ahead if the annuity owner dies after receiving payments for only a 

few years.   

The insurer takes the risk that the owner lives to a very old age, while the owner and his heirs take the risk he won't. In 

this respect it is like auto or home insurance. If you never have a claim, the only benefit from the policy is the security 

of knowing that it is there if you need it. 

To counter this drawback, insurers offer "return of premium" options that pay the premium to a beneficiary if payouts 

are never made or last for only a short time. The cost of this feature is that the guaranteed lifetime income is reduced.  

The standard policies also have no inflation protection. The monthly payout at age 85 might seem like a lot of money 

today, but after 20 years of 2% inflation its purchasing power will be close to half today's purchasing power. Some 

longevity annuities do offer inflation indexing. Again, that comes at the cost of a reduced initial payout, which can be 

considerable. Also, some policies state that the inflation indexing kicks in only after the payments begin. The erosion 

of purchasing power during the 20-years of deferral is not covered. 

Another disadvantage is the opportunity foregone. By purchasing a longevity annuity, you lock in today's expected 

investment returns. If another long bull market begins or interest rates rise substantially, you might have been better 

off investing the money than buying the annuity. Of course, an extended bear market means you come out ahead and 

the insurer has to worry about how to make up the difference. 

That’s what insurance is all about. You transfer risk to the insurer and give up some potential benefits. In this case, 

you’re transferring the risk of living a long time and earning low investment returns. You’re giving up the potential to 

earn higher returns on that money yourself and taking the risk you won’t live long enough to benefit from the policy. 

Longevity insurance generally requires a lump sum premium instead of payments over time, though some offer a 

multi-year premium option. That also reduces the payout, because the insurer does not have your money to invest the 

entire period. 

Compare longevity insurance with the alternatives. 

One option is to purchase a traditional deferred annuity or an indexed annuity. These generally have a guaranteed 

interest rate of 0% (you won’t incur investment losses). Deferred annuities usually earn about the same rate as the 
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yield on intermediate bonds, and there is the potential for the return on the account to rise if market interest rates rise. 

Indexed annuities earn interest based on market indexes. They both allow you to designate beneficiaries during both 

the accumulation and payout phases. The investment is not lost if you do not live to cash it in. But you aren’t 

guaranteed a payout under most of these annuities. 

Another option is to designate part of your portfolio as money you won't touch until age 85 or some other age. You 

can invest this money more aggressively than the rest of your portfolio, knowing that you won't need it for 20 years or 

so. You still do not want to take high risks with the portfolio, but you can take a more growth-oriented approach than 

with the rest of your portfolio. 

In 2014, the IRS announced a new rules that allows IRAs to own qualified longevity annuity contracts and not have 

those count in required minimum distributions, when the annuities were no more than 25% of the IRAs value at the 

time of purchase and no more than $125,000 was invested in them. This makes longevity annuities available to more 

people. 

Finding Safe, Guaranteed Income 

Money is pouring into index annuities at a rapid rate. They’re the annuities with the highest sales in most recent years. 

It’s not surprising. An index annuity is a good place for safe investment dollars. You have the potential to earn a 

higher return than traditional safe investments but are guaranteed both a minimum return and return of your principal. 

The better the stock market does, the higher your return is, but you don’t share in stock market losses. 

But too many people are buying the wrong annuities. They’re earning lower returns than they should, paying too much 

in fees, or adding bells and whistles they don’t need or that aren’t worth the extra fees. They aren’t buying the 

annuities, they’re being sold them. 

Index annuities are a simple concept that quickly can become complicated. An investor deposits money, usually a 

lump sum, with an insurer. The insurer invests the money in its own account and promises to credit income to the 

investor’s account each year. Most index annuities now guarantee the income for a year won’t be less than 0%, but 

guaranteed annualized returns over the life of a contract can go as high as 3%. It depends on the insurer and your 

state’s rules. 

That’s only the minimum return. They’re called index annuities because your annuity has the potential to earn more, 

and the higher return is pegged to the performance of a public index, usually a stock market index. This is one of the 

places where an index annuity can become complicated. 

You don’t earn the full return of the stock index. The annuity has a formula that determines how much of the index’s 

return is credited to your account. There are four basic formulas, but a lot of variations are allowed within the 

formulas. For starters, the annuities will have different formulas for computing the index return. Then, most limit the 

amount of the index’s return you receive, known as the participation rate. An annuity, for example, might be credit 

only with 50% of the index’s calculated return. Most index annuities also have a cap, or a maximum annual return, 

regardless of how well the stock index does.  

The result is that when the index rises 12%, some index annuities will be credited 5% while others receive 10%.  

You need a basic understanding of the annuity’s formula, but more importantly you need to know the crediting rate. 

Ask what the annuity’s current crediting rate is and for examples of how much the annuity will earn (after fees and 

expenses) when the index returns certain amounts. Also, ask what the recent history is for the annuity or similar 

annuities from the insurer. 
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There are other factors to consider, such as the financial strength of the insurer, surrender penalties, bonus interest, and 

more. You also have to consider withdrawal options, including income guarantees. 

It’s easy to see the appeal of index annuities. They’re a good alternative for conservative investors or the conservative 

part of a portfolio that otherwise might be put in intermediate bonds or similar investments. 

With an index annuity, your principal is safe and a minimum income is guaranteed. But you also have the potential to 

earn more than bonds, because your account’s income increases when the stock market does well. It’s a way to 

participate (but not fully) in a bullish stock market without the risk of losing money when the market heads south. 

The complications scare people away or leave them uncertain that they bought a good annuity. 

That’s why I arranged a special deal for my readers to receive the report, The Future of Retirement Savings, by Todd 

Phillips. It’s a comprehensive, easy-to-read review of index annuities. You’ll learn the basics of the annuities, the top 

10 features to look for, how to choose the index for your annuity, the trade offs between the different crediting 

formulas, how to make a tax-free exchange, and much more. Todd is an annuity expert and works with his dad and my 

insurance expert, David Phillips, at Phillips Financial Services.  

The 40-page report normally sells for $9.95, but they will make it available to my readers free. You pay only $4.95 for 

shipping and handling. To order the report, call 888-892-1102. 

How to Avoid Getting Pressured into Buying the Wrong Annuity 

Better late than never seems to be a principle of regulators. In that spirit after decades of criticism and complaints, 

regulations finally were issued covering the sale of variable annuities. 

Variable annuities are one of the most-discussed investment vehicles of the last couple of decades. They have had 

strong sales, as investors are attracted by mutual fund investments coupled with the tax deferral of annuities and, in 

recent years, income guarantees. 

Yet critics, this newsletter among them, point out that the higher costs and other features make the annuities 

unattractive for many investors who are buying them. In the 2000s, Raymond James Financial Services was fined 

almost $3 million for failing to supervise variable annuity sales. Waddell & Reed in 2004 paid a $5 million fine to 

NASD and agreed to refund up to $11 million to over 5,000 customers as a result of annuity exchanges. Those are only 

a couple of examples. 

Regulators at the NASD finally issued comprehensive rules governing the sale of variable annuities, and these 

regulations incorporated many of the points raised over the years. While the rules apply to broker-dealers who sell the 

products, investors can use them as a good checklist for determining when a variable annuity is appropriate for them. 

The big temptation with variable annuities is that they pay high commissions to brokers. Investors need to be careful 

that the lure of a commission is not causing a broker to oversell the annuity. The rules also recognize this temptation 

by requiring multiple reviews of the suitability of a variable annuity before the sale is finalized. 

Here are some factors we have emphasized in the past that are reflected in the rules. 

Long-term investments. Variable annuities have higher expenses than straight mutual fund investments, and they 

tend to convert tax-advantaged long-term capital gains into ordinary income. To overcome these effects the investor 

must hold the variable annuity for a long time. The minimum holding period depends on the annuity's costs, but the 
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minimum break-even investment period generally is 10 years. Higher cost annuities require longer minimum holding 

periods. 

This means that if the investor is older a variable annuity is inappropriate. Also, if the investor is only a few years 

short of retirement but will need to begin withdrawals from the annuity as soon as retirement begins, a variable annuity 

likely is inappropriate.  

Tax position. The investor is not likely to need the deferral of an annuity unless he or she is in at least the 28% tax 

bracket. Also, the annuity is more valuable if the investor expects to be in a lower tax bracket in retirement than during 

the accumulation years. Distributions from an annuity before age 59½ are subject to a 10% early distribution penalty 

in addition to income taxes; anyone who might need the money early probably should not purchase a variable annuity. 

Annuity lock-ins. Most variable annuities impose surrender penalties or redemption fees if the investor withdraws 

money without waiting a minimum period. Some surrender penalties expire after seven years; others last much longer. 

Investors need to fully understand these penalties and their effects. 

Other saving options. A variable annuity should not be considered unless the investor already has exhausted other 

tax-saving investment opportunities such as 401(k)s and IRAs. These also have tax deferral and usually charge lower 

costs than annuities. 

Retirement distribution methods. Annuities generally allow several different distribution methods: lump sum, 

systematic withdrawals, periodic withdrawals, and annuitization. The investor must understand which are allowed 

under the contract, the details of how they work, and which methods are not allowed.  

Lifetime and survivor guarantees. Many investors believe that these guarantees merit the higher costs of annuities, 

even if they are included in vehicles that already are tax-advantaged such as IRAs. A lifetime payout might allow the 

investor to withdraw 4% of the original investment annually for life, regardless of how the investments performed. But 

if the investor wants to cash out the annuity in a lump sum, the guarantee does not apply. The investor could receive 

less than the original principal if the investments did not perform well. Also, the guarantees are only as secure as the 

insurer making them. 

Effects on heirs. When a variable annuity is inherited, it is included in the estate of the owner. In addition, heirs pay 

income taxes on the accumulated income and gains as they are withdrawn. Therefore, a variable annuity is not ideal 

for money that is surplus funds likely to be left to heirs. 

Investment risk. To offset their higher costs, annuities need to be invested in higher-returning investments. If the 

investor is risk averse and does not want such investments, a variable annuity probably should not be purchased.  

Retirement income needs. An annuity should be part of a full investment package that ensures enough income to pay 

for basic living expenses in retirement.  

Exchanging annuities. Critics believe some of the biggest annuity abuses occur when an annuity is exchanged tax-

free for another annuity. Often, the broker earns a sizeable commission on the exchange without changing the 

investor's position in a meaningful way. Insurers have to closely monitor annuity exchanges, especially if they extend 

or restart redemption penalty periods. 

Investors who are considering variable annuities can expect to spend more time on the process than some have spent in 

the past, and that is a good thing. The broker or agent has to document why the annuity is suitable for the investor and 

also that the investor understands the policy’s features and costs. The purchase will be reviewed by supervisors before 

it becomes final. In some cases investors might be told that the sale will not be finalized because it is inappropriate. 
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The rules provide needed protection for investors, though they come too late for many. They require checklists and 

reviews by sellers and also supply a good outline of factors for the investor to consider. 

How Long to Hold a Variable Annuity Before you Break Even 

Low tax rates significantly tarnish the appeal of variable annuities.  

A variable annuity allows the owner to select how the account is invested among mutual fund choices offered by the 

insurer. All income and gains compound tax-deferred within the annuity. When income and gains are distributed, they 

are taxed as ordinary income. One can view a variable annuity as a nondeductible IRA with no contribution limit.  

The tax deferral of variable annuities is attractive, but you pay two steep costs to get that advantage. 

One cost is that long-term capital gains and qualified dividends are converted into ordinary income. Gains from mutual 

funds that are held for more than one year in a taxable account face a maximum tax rate of 20%. Any gains distributed 

from a variable annuity are taxed as ordinary income. 

The tax cuts in place since 2003 and solidified in 2013 increased this cost by reducing the top rate on long-term capital 

gains by more than the tax rates on ordinary income are reduced. A taxpayer in the top bracket now will pay more than 

a 35% rate on ordinary income but only 20% on long-term capital gains. In addition, any dividends that would be 

taxed at the ordinary income rate when distributed from the annuity would be taxed at 20% now if earned in a taxable 

account. 

The other cost is the additional expenses imposed by the annuity. In addition to normal mutual fund management and 

trading expenses, the annuity imposes a mortality or insurance charge plus its own administrative expenses. These 

additional expenses range from less than 1% of the account on the few low-cost annuities available to over 2% on 

high-cost annuities.  The average additional cost among variable annuities is about 1.4%. A variable annuity also 

might impose a front-end load or commission or a surrender fee or both. 

Before 2003, I found that it took about 10 years of compounded returns for a low-cost variable annuity's benefits to 

overcome the disadvantages. A high-cost annuity took at least 15 years to overcome the disadvantages. After the rates 

were cut in 2003, I plugged the new numbers into my variable annuity analyzer program to see how the new rules 

affect the appeal of variable annuities. Here is what I found: 

A tax-wise investor in the top tax bracket never would benefit from investing through a variable annuity. The tax-wise 

investor earns only long-term capital gains in the portfolio, paying the 20% tax rate on accumulated gains. The after-

tax value of such a portfolio in a taxable account always would exceed the after-tax value of a variable annuity if the 

two achieved the same investment returns before expenses and taxes. This conclusion holds true whether the annuity is 

high cost, average cost, or low cost. 

Even a low-cost annuity with annual expenses of only 0.70% does not make sense for the tax-wise, top-bracket 

investor. The higher taxes on distributions and higher expenses are too big a burden for the tax deferral to overcome. 

I tried scenarios for less tax-wise investors. Even when 50% of the annual returns in a taxable account were taxed at a 

combination of long-term capital gains and ordinary income tax rates, the taxable account still is a better deal for the 

top tax bracket investor. 

Suppose an investor has 75% of the annual returns from a taxable account taxed at the 35% rate. Even then, according 

to my program, it takes 22 years for the tax deferred compounding of the variable annuity to overcome its higher 
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expenses and having the ordinary tax rate imposed on all its distributions. Remember, this result is for a low-cost 

annuity with 0.70% annual expenses. 

Suppose the investor is in the 28% tax rate, so there is a smaller gap between the long-term capital gains rate and 

ordinary income rate. Suppose also that this is not a tax-wise investor, so 75% of annual returns in the taxable account 

are taxed at the 28% rate. Even then, it takes 24 years for the variable annuity to have a higher after-tax value than the 

taxable account.  

The break-even point is much shorter for an ultra-low cost annuity with annual expenses of only 0.20%. Then, the 

annuity comes out ahead after only 13 years of compounding if the investor is not tax wise and has 75% of annual 

returns taxed at the 28% rate. But if the investor is moderately tax-wise and only 35% of annual returns are taxed at the 

28% rate, it takes the ultra-low-cost variable annuity 34 years to have a higher after-tax value than the taxable account.  

The above conclusions were reached assuming that each portfolio was fully invested in stocks and that the stocks 

returned 9% annually. Are the results different if the variable annuity is in high-yielding investments that would be 

fully taxable outside the annuity, such as high yield bonds? 

I assumed an investor in the 28% bracket earned 7% annually in ordinary income, such as might be earned from high 

yield bonds, preferred stock, corporate bonds, real estate investment trusts, and a few other investments. The after-tax 

income in the taxable account is reinvested and compounded each year.  

Here, the variable annuity makes some sense. The ultra-low-cost variable annuity with 0.20% annual expenses has a 

higher after-tax value than the taxable account after only four years. With a $100,000 investment, after 10 years the 

variable annuity's increased after-tax value is about $5,000, after 15 years the advantage is $15,000, and after 20 years 

the variable annuity is about $34,000 more valuable than the taxable account’s. 

When the annuity's expenses are raised to 1% annually, the variable annuity's advantage disappears. In that case, it 

takes the variable annuity 27 years to have a higher after-tax value than the taxable account. 

If the investor is in the top 35% bracket, the 1% expense annuity has a faster pay off — only 22 years. 

Keep in mind that even under the pre-2003 tax law, a variable annuity needed to own investments with a high return to 

overcome its additional expenses. A low to moderate return investment, such as a general bond fund, is not a good 

investment for a variable annuity. 

While variable annuities were advantageous only to select investors in the past, they make sense for even fewer 

investors today. 

Before considering a variable annuity, be sure you have taken full advantage of other tax-deferred accounts that have 

lower costs, such as IRAs and 401(k)s. Even nondeductible IRAs should be maximized before considering an annuity. 

Also, put the maximum amount in a Roth IRA if you are eligible. 

Before taking the plunge with a variable annuity, consider investing in a tax-wise way through a taxable account. Hold 

investments for the long-term so you incur only long-term capital gains taxes. Invest in individual stocks or fund you 

will own for longer than one year. Select mutual funds that make few annual distributions. 

If you buy a variable annuity, be sure it is one with no load and rock bottom expenses, such as those offered by 

Vanguard and TIAA-CREF. Other mutual fund firms and brokers such as Charles Schwab & Co. also offer variable 

annuities with low, but not rock bottom, costs.  
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In addition, try to use the variable annuity for investments that are not tax-advantaged on their own and that have 

relatively high returns. Plain vanilla bonds don’t belong in a variable annuity. 

Many of the variable annuities sold before the financial crisis included a rider that allows a lifetime withdrawal equal 

to about 3%-5% of the annuity’s original value. (The guarantees on these riders were reduced from an initial 6% in the 

mid-2000s and other restrictions have been put in place.) The riders promised that after a certain age owners would be 

able to withdraw a fixed percentage of their initial investment each year for life. If the annuity runs out of money, the 

insurer makes up the difference. A variation is to guarantee a minimum return on the annuity for the years before 

distributions begin. 

The guarantees make the analysis a little different. You’re really comparing them with deferred annuities or indexed 

annuities. Or you’re comparing them with the results of investing in a taxable account for a period of time and then 

buying an immediate annuity. This is a more difficult analysis. 

But it doesn’t really matter. After the financial crisis and the Federal Reserve’s introduction of zero interest rates, 

insurers couldn’t afford these terms. Many policies had their terms changed, and new policies have much less 

attractive terms. New guaranteed income riders, when you can find them, guarantee payouts of 3% to 4% or less. The 

same is true for minimum returns. Insurers also are limiting the dollar value of policies with these riders they’ll sell 

each year. In addition, on existing and new VAs insurers are restricting investment options, eliminating the riskiest 

investments and those that are hard for the insurer to hedge. Insurers also are mandating or limiting the asset allocation 

of the accounts, generally limiting the percentage that can be invested in stocks and other risky assets. 

How you should respond to these changes depends on your situation. 

The changes don’t make VAs unattractive to someone who wants their advantages. The lower guarantees and reduced 

investment options are consistent with what’s available elsewhere in the financial world. The era of 6% guaranteed 

safe returns is gone and not likely to return for several years. If you want the potential to earn solid returns in a tax-

advantaged vehicle with principal protection or a guaranteed minimum return, consider a VA, knowing you won’t find 

a policy as attractive as what was available a few years ago.  

The longtime buying advice still is valid. Find out what the surrender fee is and how long it is in effect. Ask what 

happens to your guarantees if you want to leave the annuity. Also ask if you’re required to take distributions in a 

certain amount or pattern to qualify for the guarantees. You’ll pay for the guarantees. Be sure you know the cost to 

determine if they’re worthwhile. Know all the other costs of the annuity. 

Three Types of Annuities That Protect You from Inflation 

As the Baby Boomers age, financial services firms are interested in meeting their needs. One need is for guaranteed 

lifetime income that replaces old-style defined benefit plans. Another need is for that income to retain its purchasing 

power over the years. Some investment advisors used to say that owning stocks for the long term met these needs, but 

the bear markets since 2000 refuted that argument. 

There are several investments available to accomplish these goals, and more are being developed by insurers. 

1.  Buy an immediate annuity and keep saving. A traditional immediate annuity achieves the goal of lifetime income. 

The income payments, however, are fixed. Over time inflation erodes the purchasing power of the income. 
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There are two major advantages of the standard immediate annuity. One advantage is that they have a long history; 

investors know how they work, and insurers know how to manage and price them. The other advantage is that the 

initial payout is higher than for the alternatives. The added features of newer annuities come with costs. 

An investor searching for reliable income should consider buying an immediate annuity but not spending all the 

payouts. To support purchasing power over time, save and invest some of the distributions. 

2.  Buy an inflation-indexed annuity. These annuities make regular payments for either life or a term of years, just like 

immediate annuities. The payments, however, are adjusted to reflect increases in the CPI. There usually is a maximum 

one-year increase of 10% or so. 

The annuity owner, however, pays for inflation indexing. The initial payment generally is 20% to 30% less than that of 

a standard immediate annuity. The initial reduction is less when there is a lower ceiling on the maximum one-year 

increase. (Inflation-adjusted annuity payments generally can rise or fall with the CPI. Payments will not decline below 

the initial payment amount, but negative CPI changes that are not reflected in the payments will offset future CPI 

increases.) 

Inflation-adjusted annuities still are not widespread. Vanguard offers an inflation-adjusted option as part of its 

Vanguard Lifetime Income Annuity. Here’s an example, but keep in mind the numbers change over time. Don’t expect 

to receive the same terms. A 70-year-old purchasing a non-indexed annuity with $500,000 would receive an initial 

$3,962.93 monthly payment. If he selected a 2% annual increase, the initial payment would be $3,375.54. After 10 

years the payment would be $4,736.07. If he selected full CPI indexing, the initial payment would be $3,039.18; the 

payment after 10 years would depend on the inflation rate. (The Vanguard annuity actually is issued by an insurance 

company that also offers the annuity through other channels.) At the Vanguard web site, you can check the payouts 

you would receive under different scenarios. 

3.  Buy a variable immediate annuity. In variable deferred annuities, the amount accumulated in the annuity account 

depends on the investment returns earned by the account's investments. There also are variable immediate annuities for 

which the distribution each year depends on the performance of the investments. 

The VIA is fairly complicated. The owner selects an assumed investment return (AIR) from among several choices 

offered by the insurer. The higher the AIR, the higher the initial payment will be. Future income payments will vary 

based on how the investments selected for the account perform relative to the AIR. If the returns are above the AIR, 

payments will rise, but if actual returns do not at least equal the AIR, the payments will decline. You should realize 

that if the account’s return is positive but less than the AIR, the next year's payments will decline. 

To avoid an income reduction, select a relatively low AIR of no more than 5%. That reduces your initial payment but 

makes future reductions less likely. Most VIAs also offer an option that eliminates income reductions, but that costs 

about 1% in extra annual expenses. 

VIAs didn’t really take off. Versions often are available through the major mutual fund companies and major insurers.  

No matter which annuity you lean toward, be sure before buying that you understand the version other than the 

standard immediate annuity. Review what the results would be under different circumstances. Also, realize that the 

additional features cost money. Review the fees and how much your income is reduced. Most important is to compare 

redemption or cancellation fees. Often, it is difficult to exit one of these investments without a steep cost. 
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How to Choose the Best Annuity Distribution Option for You 

Almost every retiree has a choice of how to receive benefits: as either a lump sum or a stream of annuity payments. 

The choice is critical, yet it doesn’t receive the critical analysis it should.  

About half of employers give these options on 401(k) and other retirement plans. You face a similar choice with an 

IRA.   You can manage the account or you can purchase an annuity with all or part of it. 

Once an annuity is selected, the decision cannot be reversed without a penalty. Select a lump sum and an annuity can 

be purchased later with the account balance.  

Here are the factors to consider when making this choice. 

A lump sum has the potential to earn a higher return and increase net worth or make the money last longer. Many 

people who take lump sums do so for this reason.  

Before choosing a lump sum, consider how you would invest it and what the likely rate of return will be. Then, 

estimate how long the account will last after spending and taxes. 

A problem in the 1990s was that many people over-estimated the long-term returns they could earn. Many invested 

very aggressively to earn the estimated returns. The bear market of 2000 caused a sharp reduction in their accounts. In 

fact, studies show that when making long-term decisions most people look at investment returns for the last six months 

or so and project them indefinitely into the future. 

To avoid big problems, you should make conservative estimates. Choose a reasonable estimated rate of return. 

Carefully estimate your spending and adjust it for inflation each year. Then, take a look at what would happen if you 

earned only 1% or 2% less each year.  

Don't underestimate life expectancy. The fastest-growing age group is ages 90 and older. Most of us will have to make 

our money last longer than our parents did. 

After making estimates for the lump sum, compare it with an annuity. 

First you have to select the type of annuity payment you would want. An annuity could pay for your life or for the 

joint life of you and a beneficiary (such as your spouse). Or an annuity could make payments for a fixed term of years. 

Some annuities will pay for either life or a period of years, whichever is longer. Once you select an option, the 

employer will tell you what the annual or monthly payments would be. 

The big advantage of an annuity is that it is guaranteed to last for the selected payment period. You cannot outlive a 

life annuity. 

There are disadvantages. Most annuity payments are fixed, meaning that they will lose purchasing power to inflation 

each year. An annuity also leaves nothing for your estate, though you can have payments continue to a beneficiary if 

you take lower lifetime payments.  

The payments from an annuity are based on a yield close to that of intermediate bonds. With a lump sum you might 

earn a higher return. 
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The security of an employer annuity depends on the financial health of the employer and its pension fund. The annuity 

might be guaranteed by the Pension Benefit Guaranty Corporation, though there is an annual limit of about $44,000 

(indexed for inflation) on the guarantee. An insured annuity depends on the insurer’s stability. 

Many prospective retirees miss one important step. After getting your employer's annuity quote, compare it with 

commercial annuities. Each employer and insurance company uses its own interest rate and expenses to calculate 

annuity payments. When an employer offers an early retirement incentive, the annuity might be subsidized. Otherwise, 

insurers might make higher annuity payments. As discussed earlier in this report, I’ve found that payouts among top-

rated insurers vary by up to 20%. That is a 20% difference in your annual income for life. Don’t settle for the first 

annuity you are quoted.  

An insurer also might allow partial withdrawals of up to 10% of the balance in the case of emergency spending needs. 

An employer annuity might not offer this feature. 

Now, you have all the information needed to make a decision. With an annuity, you probably have to live on less than 

the annual payout and invest the rest for the future. With a lump sum, you have to manage the investments and 

spending to make the money last. 

Health, family history, and heirs are other considerations. If a less-than-average life span is a probability, you might 

take a lump sum to ensure the benefit goes to heirs or charity instead of an insurer or retirement plan. Some people will 

select a lump sum just to increase the odds that their heirs get something. 

Of course, you might take both options. You could take a lump sum and buy an annuity with part of it.  

Perhaps the best strategy is to take the lump sum now and buy an immediate annuity later. The advantage is that when 

you are older the annuity payments will be higher than they would be today. This strategy also gives you the 

opportunity to build up the fund a bit through investing and careful spending. You do take the risk that the fund will be 

diminished through low investment returns or high spending. 

This article shows you how to gather and analyze the data to make this choice. The issue boils down to: Which risks 

do you want to take? A lump sum carries the risk that you will earn low investment returns, overspend, or live a long 

time. An annuity carries the risks that inflation will significantly reduce its purchasing power over time and that you 

could have earned better returns with a lump sum. 

Extend Your Portfolio With Annuities 

The greatest fear of most retirees is outliving their portfolios. The right kind of annuity can reduce the probability of 

running out of money by making a portfolio last longer.  

Retirees should consider shifting part of their portfolios to immediate annuities at some point in retirement. 

An immediate annuity is one that shortly after purchase begins making fixed payments for the life of the owner (or the 

joint lives of the owner and spouse). The retiree (and spouse) will not outlive that portion of the portfolio, as long as 

the insurance company is solvent. 

Despite this, sales of immediate annuities are low. Most retirees do not like the idea that if they die early, the annuity 

payments will stop, and there will be nothing for the estate. In addition, the annuity payments are fixed and will lose 

purchasing power over the years because of inflation. 
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Yet, shifting a portion of the retirement portfolio to immediate annuities can increase financial security. Studies done 

by Retirement Watch and by others demonstrate this. The immediate annuity replaces the old-style defined benefit 

plans that are available to fewer and fewer retirees. It provides an income floor to cover a portion of retirement 

expenses.  

A study in the Journal of Financial Planning’s December 2001 issue found that putting 25% or 50% of a retirement 

fund into an annuity increased the odds that the portfolio will last through at least 30 years of retirement. The study 

looked at four different portfolios, ranging from a conservative portfolio that was 20% in stocks and an aggressive 

portfolio that was 85% in stocks. Using Monte Carlo simulations, the study found that the initial conservative portfolio 

had a 32.6% probability of success with no annuity, but the odds improved to 53.3% when an annuity was purchased 

with 25% of the portfolio and to 81.3% when an annuity was 50% of the portfolio. The improvement was less 

dramatic for the aggressive portfolio, which already had a 90% probability of lasting at least 30 years, but still 

increased security after adding an annuity.  

Beyond the decision of whether or not to use immediate annuities, the next issue is when to buy the annuities. A study 

in the April 2005 issue of Financial Planning found that retirement security is enhanced when annuities are purchased 

over a period of years using dollar-cost averaging instead of in one purchase late in retirement.  

The study compared two strategies. In one strategy, a couple purchases annuities gradually until age 80. The other 

strategy involved a gradual shift of the portfolio from stocks to bonds until late in retirement, then annuities were 

purchased. The couple purchased variable payout annuities in each case, so the annuity payout rose with inflation. The 

study found that dollar-cost averaging into the annuities increased the amount of wealth the couple owned at age 92. 

One assumption that contributed to this result was that owning the annuities allowed the couple to invest more 

aggressively with the rest of their portfolio. The couple kept a constant percentage of its non-annuity investments in 

equities. Another assumption was that the annuities were purchased through tax-favored accounts. This allowed the 

couple to sell equities to purchase the annuities without incurring taxes, and also allowed taxable accounts to be used 

for investments that will qualify for what was then the 15% maximum tax rate on capital gains. Purchasing the 

annuities through a tax-deferred account also allowed the income from the annuities to compound tax-free until needed 

for spending. 

A third strategy that also produced good results was to shift a third of the portfolio into annuities at the beginning of 

retirement. But dollar-cost averaging did better. 

An immediate annuity provides several advantages to the retiree. Unlike the rest of the portfolio, the value of the 

annuity and its distributions will not fluctuate with changes in the stock market and interest rates. Also, the payout will 

not decline if there is a long-term decline in interest rates, as happens with bonds and CDs.  

Retirees often are not advised to purchase immediate annuities. These annuities pay agents lower commissions than 

other annuities. Also, most financial services firms that provide investment advice, such as mutual fund firms, receive 

no benefit from advising investors to include annuities in their portfolios. But retirees who seek independent advice 

and research will learn that immediate annuities in a portion of their portfolios can increase their retirement security. 

When purchased in a taxable account, the full annuity payment is not taxed. Part of each payout is a tax-free return of 

the original investment or principal. The rest of the payout is fully taxed ordinary income. To determine the taxable 

and nontaxable portion of each payment, the taxpayer uses IRS life expectancy tables to estimate life expectancy and 

the expected return from the annuity. This is used to determine the percentage of each payout that is excluded from 

income. Details are in IRS Publication 575, Pension and Annuity Income.  
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National Annuity Sources -- Websites 

annuities.direct, immediateannuities.com, tiaa-cref.org, fidelity.com, troweprice.com, quotesmith.com, vanguard.com,  

National Brokers 

Annuity & Life Insurance Shopper: 800-872-6684  

Quotesmith: 800-556-9393 

NOTE: Each broker does not offer the products of every insurer. Consumers should compare quotes from three or more 

brokers to view the full range of offerings on the market. 

A broker who deals with a national client base and almost all insurers is Todd Phillips of Phillips Financial Services. He 

can be reached at 888-892-1102. 

What Heirs Should Know About IRAs 

Dear Retirement Watch reader, 

Some of the biggest mistakes with IRAs are made after they pass to the second generation of owners. Heirs routinely 

lose a large percentage of inherited IRAs to unnecessary taxes.  

The rules are simple. But they aren’t obvious, and most heirs don’t know about them or know to ask about them.  

If you don’t want a large portion or your hard-earned wealth and careful plans wasted, be sure your heirs know how to 

manage their new IRAs.  

Here are the key points. 

• Spouses vs. non-spouses - A spouse beneficiary of an IRA has one big advantage. He or she can roll over 

the IRA to a new IRA that is his or her own.  

That means the beneficiaries and required minimum distribution schedule can be reset. This often is a good idea for an 

inheriting spouse. But non-spouses who are beneficiaries cannot rollover the IRA to a new IRA. 

• Naming the IRA - Other than a spousal rollover, heirs should not make the mistake of changing the IRA 

to their own names or allow the custodian to do so. The name change requires a rapid distribution of all 

the IRA’s assets, making them taxable at ordinary income tax rates.  

An inherited IRA needs three things in its title: the name of the owner who died; the word “IRA”; and the statement 

that it is “for the benefit of” the heir. An appropriate title is “Max Profits IRA (deceased), F/B/O Hi Profits, 

beneficiary. 

• Deadlines - IRA beneficiaries who must begin required minimum distributions, can split the IRA into 

separate IRAs for each beneficiary and exercise other options. But these actions must be taken by the end 

of the year after the year in which the owner died. 



118 

 

Failure to act by the deadline ends the right to take an action and can result in higher taxes than would otherwise be 

paid. 

• Splitting the IRA - A single IRA can be left to multiple beneficiaries. For example, Max Profits can name 

his three children as equal beneficiaries. If they decide to share the IRA, required minimum distributions 

must be based on the age of the oldest beneficiary.  

The owners would also have to agree on how to invest the IRA and on rules for taking additional distributions. An 

alternative is to split the IRA into a separate one for each beneficiary. Most IRA custodians allow the IRA to be split in 

this way. Beneficiaries need to know this option is available and how to exercise it. 

• Distributions - Most heirs tend to withdraw all the money from an inherited IRA quickly, pay taxes, and 

spend the after-tax amount. When beneficiaries prefer to use the IRA’s tax deferral, they should know 

about required minimum distributions. 

The amount of the RMDs depends on whether the original owner was already taking RMDs, and the beneficiary also 

has some flexibility. 

We’ll start with the case when the original owner was not over age 70½ and had not begun RMDs. 

The first option for the beneficiary is to begin taking at least annual distributions from the IRA using the beneficiary’s 

life expectancy. The second option is to distribute 100% of the inherited IRA to the beneficiary by the end of the fifth 

year following the year of the original owner’s death. The distributions can be taken on any schedule the heir wants.  

For example, the entire amount could be left in the IRA until the end of the fifth year. Or roughly equal amounts could 

be taken each year. Or money could be withdrawn as needed, with whatever is left in the IRA distributed by the end of 

the fifth year. 

The first option is best for an heir who wants to use the IRA’s tax deferral for as long as possible. Remember, an 

amount exceeding the RMD can be withdrawn at any time.  

The second option is for an heir who doesn’t intend to use the long-term tax deferral of the IRA. The five-year period 

gives the beneficiary time to search for ways to reduce income taxes on the distributions. 

The second case is when the original owner was older than 70½ and had begun required minimum distributions. The 

first choice again is for the heir to take annual installments over the beneficiary’s life expectancy.  

The second option does not include a five-year rule. Instead, the heir can continue the original distribution schedule 

using what would have been the age and life expectancy of the deceased owner.  

The IRS says that the second method is the default method if the beneficiary does not make a selection or the IRA 

custodian does not name the other method as the default. 

• No 10% penalty - Beneficiaries should be aware that regardless of their ages, there is no 10% penalty for 

early distributions from inherited IRAs before age 59½. This exception does not apply to other IRAs of the 

beneficiaries, but for distributions taken from the inherited IRA, there is no 10% penalty for any 

distribution.  

The distributions will be subject to income taxes to the extent they are not of after-tax contributions. 
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• An overlooked deduction - Most taxpayers and even many tax advisers are unaware of the deduction for 

“income in respect of a decedent. But many people who inherit a substantial IRA are eligible for this 

deduction, which essentially is a deduction for the estate taxes that were paid on the IRA.  

 

The deduction is best explained with an example. Suppose someone left a large estate with an IRA. The 

estate tax accountant computes that the IRA was responsible for 36.7% of the estate tax paid, and that the 

IRA’s share of the estate tax was $175,000.  

 

When the beneficiary takes distributions from the IRA, a miscellaneous itemized deduction (not subject to 

the 2% floor) of 36.7% of each distribution is allowed. This continues until the beneficiary has deducted a 

total of $175,000 over the years. To take the deduction, the beneficiary must itemize expense deductions, 

which fewer taxpayers do after the 2017 tax law.  

 

The estate tax accountant should determine the data for the deduction. Details can be found in the IRS 

Publication 559, Survivors, Executors, and Administrators available free on the IRS web 

site, www.irs.gov. 

• Disclaimers - The details of who should get an IRA can be left to your executor who, along with family 

members, can determine from both a financial and tax standpoint who should be the beneficiary.  

 

The beneficiary does not have to be selected until Sept. 30 of the year following the year of the owner’s 

death. The first required distribution does not have to be made until Dec. 31 of that year. But the 

designated beneficiary must be one of a group of primary and contingent beneficiaries named by the 

account owner. 

The way to take advantage of this provision is for you to name both primary and contingent beneficiaries. After your 

heirs and executor decide who should inherit, those who are ahead of that person in the beneficiary chain can disclaim 

their interests. 

There is a procedure in the tax law for making qualified disclaimers. Your heirs and executor should be aware of your 

intentions and this process, and you should give the executor guidelines for making the decision and advising the 

beneficiaries. 

Marital Tax Deduction: Do’s and Don’ts 

Dear Retirement Watch reader, 

The marital deduction is perhaps the best-known estate tax reducer.  

It is also among the most misused planning devices. While powerful, the marital deduction can also trigger higher 

taxes or other headaches. 

Fortunately, the marital deduction is straightforward. The estate executor totals the value of all assets owned by the 

deceased to arrive at the gross estate. From this is subtracted the value of all property left to the surviving spouse.  

The marital deduction and the charitable contribution deduction are the major deductions in determining the taxable 

estate. 

Keep in mind, there is no limit to the amount of the marital deduction. 

http://www.irs.gov/
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A married person can easily eliminate estate taxes by leaving the entire estate to his or her surviving spouse. 

Many people do just that, and it can be a mistake. 

In addition to the deductions, every person has a lifetime credit, also called the estate tax exemption equivalent.  

The credit allows an individual in 2006-2008 to avoid estate taxes on up to $2 million of property left to non-spouses. 

The amount rises to $3.5 million for 2009. 

The marital deduction only defers taxes, it does not eliminate them. All the property that was transferred to the 

surviving spouse is taxed at that spouse’s death if it remains in his or her estate.  

When the entire estate is left to the surviving spouse, the lifetime exemption amount of the first spouse is lost.  

It was not used by the estate of the first spouse to die, and it cannot be transferred to the surviving spouse.  

The surviving spouse has only one lifetime exemption to shield what is now the combined estate of both spouses. The 

surviving spouse must also do all the estate and tax planning for the combined estates. 

Loss of the life exemption is not a problem is if the combined estates are less than $2 million, but it can create 

unnecessary taxes for larger estates.  

Remember, the value of the estate at the time of the surviving spouse’s death determines the tax burden.  

An estate might be less than the exempt amount when it is inherited but be above the exempt amount when the 

surviving spouse passes away. Also, today’s estate tax laws could change at any time, if voted into law by Congress. 

Another problem with making full use of the unlimited marital deduction is the person you ultimately want to have 

property might not receive it.  

Many people assume their surviving spouses will leave their estate to the children of the marriage. Other people desire 

that some or all of the wealth eventually be given to certain charities. 

Those wishes might not be fulfilled if property is left outright to the surviving spouse. To qualify for the marital 

deduction, property generally must be given to the surviving spouse without restrictions.  

While the spouses might have been in agreement when the will was signed, things can change.  

The surviving spouse might remarry and change priorities. He or she might decide the children can take care of 

themselves and the wealth is better left to other relatives, friends, or charities. The surviving spouse also might favor 

one child over the others. 

Another problem is that the surviving spouse might not be able to manage the estate. While professional advisors can 

help, the surviving spouse might terminate them, be unable to evaluate whether they are doing a good job, or come 

under the influence of an undesirable manager. 

There are several ways to deal with these potential problems without impoverishing the surviving spouse. 
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Two Ways to Overcome Estate Planning Problems 

Qualified Terminable Interest Property (QTIP) Trust 

A popular solution we have discussed in the past is the QTIP trust, or Qualified Terminable Interest Property Trust. 

The trust qualifies for the marital deduction. 

In a QTIP trust, the surviving spouse must receive all income generated by the trust property for life, paid at least 

annually.  

The surviving spouse is also allowed to receive distributions of principal if needed to pay for necessities. After the 

surviving spouse’s death, the property passes to the remainder beneficiaries of the trust, who usually are the children 

of the couple. 

The QTIP trust only defers taxes. The amount remaining in the trust is included in the estate of the surviving spouse.  

Using the trust, however, ensures that the estate of the first spouse is not taxed, the trust remainder will be disposed of 

as the trust creator intended, and the surviving spouse will have sufficient assets. 

Credit Shelter or A/B Trust 

Another solution is the credit shelter or A/B trust. This trust normally has the surviving spouse as beneficiary for life.  

The spouse who created the trust can set lifetime payments however is desired. The surviving spouse can receive 

primarily income, supplemented by principal payments for specific purposes. Or payments can be a fixed amount or a 

percentage of the trust. The trustee can be given discretion to set or increase the distributions. 

Payments to the remainder beneficiaries are also flexible. The trust property can be distributed to them after the 

surviving spouse passes, or the annual payments can continue under a formula or at the trustee’s discretion. 

The credit shelter trust is offset by the lifetime estate tax exemption amount. The remainder of the estate can be left to 

the surviving spouse under the marital deduction. This ensures that the entire estate can be used to support the spouse, 

the estate escapes estate taxes, the exempt amount is used, and the amount in the trust eventually is disposed of as 

desired. 

However, these days it is important not to put too much property in the credit shelter trust. It used to be that the trust 

automatically was funded with assets equal to the estate tax exemption amount.  

With today’s higher exempt amount, the trust could take all or most of many estates. The result is that the surviving 

spouse would receive few or no assets outright and have to depend on the trust for income.  

It is better to state either a specific amount or a percentage of the estate to fund the credit shelter trust. 

These strategies and others can be combined to make good use of the marital deduction as in this example. 

Marital Deduction – Case Study 

Max Profits has a $5 million estate, is married to Rosie, and has several children. Max’s leaves $2 million to a credit 

shelter trust with Rosie as the lifetime beneficiary and the children as remainder beneficiaries.  
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Another $500,000 is left outright to Rosie, and the remaining $2.5 million is put in a QTIP trust with Rosie as 

beneficiary for life and the children as remainder beneficiaries.  

This arrangement uses most of Max’s lifetime exemption, leaves Rosie adequate income and access to capital, and 

ensures the property eventually goes where Max intended. 

The marital deduction is a valuable and flexible estate planning tool, but should not be overused. The deduction can be 

combined with other tools to maximize the after-tax amount left to heirs and to ensure the heirs eventually receive the 

wealth. 
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