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Are Extended RMDs A Gold Mine Or Tax Trap?

The SECLIRE Act 2.0 extended required minimum distributions. For couples, it might not

make sense to wait

HE FIRST SECURE ACT EXTENDED THE BEGINMING DATE
for waking required minimum distribotons from e
vear after the acoount owner reaches age 70% antil they
reach age T Just three years kater, "SECURE Act 2.07
has extended this age to 73, and offers a further provi-
300 For extending it again, to age 75, beginning in 2033,

The guestion for Anancial advisors s whether these
new “extensions” are a godd mine for their clients or a

trap for the unwary {or at least unwary married couples).

The most important principle to consider hiere i the difference in the
way Congress taes couples and single individuals, The income level at
which singles reach their tax bracket thresholds is half thae of married peo-
ple filing jointly, while the standard deduction for singles i also halfas high.

Let's take, for example, a retired couple who have reached 70% this year,
They will eventually have o required minimum distribution of $89,450
from their combined 82 million-plus in TRAs (We're using the 2023 tax
brackets and standard deductions and assuming these don't change in the
future). The couple also receive 527,700 in interest and dividend income
during the year, which is exactly equal to the standard deduction for a mar-
ried couple filing jointly. In this scenario, which is not at all unusual, the
federal income rax liability of the couple, had they voluntarly withdrmwn
the 389 450 this year, would be $10,2%4 (not taking into scoount the mwes
on their Social Security benefitst,

Mow ler’s sxy the couple elect not wo withdraw the 389,450 during 2023,

The guestion for financial advisors is whether these new
“extensions” are a gold mine for their clients or a trap for
the unwary {or at least unwary married couples).
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Instead, they wait until one spowse dies.
The surviving spouss then withdraars
that $89,450 a vear after becoming wid-
owed. Look at what happens: The survi-
vor's federal income tax liability, on the
samme SE9 450 amount, rises o S18,192,
or almost 77% higher than what the tax
|i'.|.|:|i-|'||:':.I wonld hoive heen had the l;l:l-upl_e:
not taken advantage of the new exten-
sion rules {again, not taking into ac-
count xes on Social Secarity],

Moww multiply this almost S8,000 dii-
ference in federal tax liability by three
years, beginning this vear (or by up 1o five
vears;, beginning in 2033). The point is
that the surviving spouse would be sub-
pect o federal income mxes on IRA diste-
butions at a rate that's higher than what
the couple would have been subject to
while both spouses were still alive. This is
sometimes called the “single filer penalty.”

G:i'l.l:n ‘r|1: fact I|'|i-|l ST '.'|:||.1I|.|.'au:- fup-
vive their partmer by 10 years or more,
anad the fact that RMD percentages in-
crease as one pers older, the towal dif-
ference in income tax liability resalting
from the single fler penalty can be cons
siderable, bafore state meome rages are
even considered.

What's more, 35 a result of "SECURE
Act 10, the couple's children are also like-
Iy to Face & higher Encosme s rate on wihat
15 deft in their parents’ TRA when Deth
pass on. Thar's because the children are
likeby to be in their peak earning years at
that podoe as a resuly of SECURE Act 105
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requirement that survivors will generally
have only 10 years max to take the entire
payout after the couple passes, [This rule
ended the so-called “stretch TRA” thar al-
lowed prolonged pretax growth.)

Finally, if the married couple rtake
their IRA withdrawals earlier rather
than later, theyll see a step-up in basis
for all the afrer-tax funds they've allowed
to appreciate for the rest of their lives,
That completely eliminates 31l income
tax on the appreciation. This is an im-
portant income tax benefit you don't get
from IRA receipts after the death of the
account owner, and it's likely something
Congress had in mind when it extended

Couples can now roll early
withdrawals from their
IRAs into nontaxable Roths
longer than they previously

could have.

the beginning date for RMDs= (not once
but three times). Alternatively, couples
can now roll early withdrawals from
their IRAs into nontaxable Roths lenger
than they previously could have, since
the required distribution date has been
extended until they reach 73.

One might argue that singles, in-
cluding widowed spouses, will see their
IRAs grow more if they put off their dis-
tributions even longer, since the mon-
ey isn't being taxed yet. But that bigger
amount may push individeals or their
tamilies into 2 higher income tax brack-
et later on, and the undistributed [RA
amount would then not get a step-up
in income tax basis when the account
holders die. Also, the undistributed IRA
amount can't be rolled into a Roth IRA,

Note also that the “tax bracket strat-
egies” outlined here can be improved
if the couple takes withdrawals before
they turn 7043, as long as the couple is
retired at that point and not in a signif-
icant income tax bracket. [t's important
to remember that by taking increas-

ing required distributions later in life,
the couple will not only potentially in-
crease their federal meome tax bracket,
out they will also trigger the single filer
penalty on the widowed spouse.

Income taxes on Social Security ben-
efits obviously also play a role here, For
example, let's assume the couple we dis-
cussed earlier waits until age 70 to begin
withdrawing Social Security benefits, and
that these work out to 340,000 a year. Be-
cause the couple is also receiving §27,700
in non-IRA income each year, they
have §137,150 in so-called "provision-
al income,” which is equal o their out-
side income (including the IRA receipis)
plus 50% of their income from Social Se-
curity (889,450 + $27,700 + $20,000 =
$137,150), With tax on Social Security
benefits taleen into account, we have now
reduced the tax advantage of the early
withdrawals we took in our previous ex-
ample by approximately $5,500, or from
approximately $8,000 to approximately
£2,500. If the couple in our example in-
stead had approximately $30,000 more
in non-IRA income (or $57 000 toral),
they would have already maxed out on
how much of their £40,000 annual So-
cial Security benefits are included in tax-
able income, so they would not be hurt
by taking IRA distributions early. Under
the initially assumed $27,700 number,
however, the advisor might recommend
that the couple take IRA withdrawals be-
fore the age 70 deferred Sodal Security
beginning date, and then wait until af-
ter they are age 73 to begin taking larg-
er-than-required RMDs,

Although the circumstances will obwvi-
ously vary in each instance, the point for
advisors to consider in each client’s case
15 that taking maximum advantage of the
new SECURE Act 1.0 and 2.0 extensions
in their clients’ required minimum diseri-
bution beginning dates may not always
make financial sense when the after-tax
money is taken into account. FA
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