Case Study—Health Insurance
Postretirement healthcare expenses can surprise even the most prepared taxpayer—and while most taxpayers are eligible for Medicare coverage during retirement, many do not have a realistic expectation of what Medicare premiums will cost.  In fact, Medicare imposes an income-based premium surcharge that can cause even a middle class taxpayer’s premiums to increase dramatically, especially in the first years of eligibility.  Fortunately, there are methods that a taxpayer can use to reduce the impact of these surcharges.
Your client, Malcolm, is a married 63 year old who is contemplating retirement within the next five years, but thinks that he likely will not retire until he is closer to age 70 because of his wife’s age (55).  He currently has employer-sponsored health insurance, but, since this coverage will not continue postretirement, he is looking ahead to ways that his current situation can impact his future health expenses.  
Most of Malcolm’s retirement assets are spread between an IRA and employer-sponsored 401(k)s maintained by both he and his wife, as well as taxable investments that he maintains personally.  He also owns a home that he plans to sell upon retirement in order to move to his vacation home in Florida.  Malcolm and his wife have a combined income of approximately $250,000 annually, and have been maximizing contributions to their IRA and 401(k)s since their children finished school.  Malcolm plans to wait to claim Social Security until he is 70.  Malcolm comes to you for advice on minimizing his future Medicare premium payments.  How do you advise? 
Expert Analysis Using Tax Facts Online
The complex rules governing Medicare income-based premium surcharges can increase higher income taxpayers’ health insurance costs by more than 200 percent during retirement—but even middle class taxpayers like Malcolm may be surprised when they eventually see their monthly Medicare costs.  Medicare’s income-based surcharges are not currently indexed for inflation, and, because they often take income earned in the years prior to retirement into account, a growing number of taxpayers will find themselves facing higher than expected premium costs in retirement.  
Fortunately, there are ways to alter a Malcolm’s investment mix to generate income that is excluded from Medicare’s income calculation and Tax Facts Online can help.  Income received on tax-free basis in retirement is not included in the calculation and, as Tax Facts Online Questions 3626, 3717 and 8744 explain, there are a variety of savings vehicles that can help reduce a taxpayer’s income so as to avoid Medicare’s income-based surcharges.  
Medicare income-based surcharges essentially increase the cost of premiums for Medicare Parts B and D for those taxpayers that have modified adjusted gross income (MAGI) that exceeds $85,000 for individuals or $170,000 for married taxpayers filing jointly.  The surcharge is imposed based on a sliding scale, with the highest surcharge imposed upon single taxpayers with MAGI exceeding $214,400 and couples with MAGI that exceeds $428,000.  Malcolm and his wife, therefore, fall within the range of taxpayers that will be subject to the Medicare income-based surcharge.
While these income levels may seem relatively high for most retirees, they have not been adjusted for inflation since 2007, and have begun to impact a growing number of Medicare applicants—especially those, like Malcolm, who will not have retired when they qualify for Medicare at age 65.  Importantly, Medicare uses a two-year look-back period that is often overlooked.

The two-year look-back period means that the Malcolm’s MAGI from two years prior is used in determining whether he will be subject to the income-based surcharges in the current year.  Because MAGI includes most types of traditional income—including wages, Social Security, IRA and 401(k) distributions, dividends, earned interest and capital gains—the risk that Malcolm will be liable for Medicare surcharges, at least in the early years of retirement, is very high.

Medicare Part B premiums and income-based surcharges are deducted from taxpayers’ Social Security checks—meaning that without proper planning, the income that even middle class taxpayers have been counting on for retirement may be diminished.

The MAGI calculation used by Medicare to determine whether income-based surcharges will apply includes a wide range of income—for example, if Malcolm sells his house or receives a bonus prior to Medicare qualification, he may be pushed further over the threshold.  There are, however, types of tax-preferred products and vehicles that can help him reduce overall MAGI and potentially avoid the Medicare surcharges.

Income received on tax-free basis in retirement is not included in calculating a taxpayer’s MAGI.  This means that income drawn from after-tax retirement savings vehicles, such as Roth IRAs or Roth 401(k)s, is excluded from a taxpayer’s MAGI.  Similarly, income drawn from a health savings account (HSA), which also allows tax-free savings to accumulate over the years, is excluded.  Malcolm may be interested in converting a portion of his traditional IRA and 401(k) balances to Roth accounts in order to minimize his MAGI in future years, thus minimizing the Medicare surcharge.
Further, income from tax-preferred financial products—such as annuity payments received from a non-qualified annuity or loans taken from a whole life insurance product—will not increase his MAGI for Medicare means testing purposes.  Malcolm may also be interested in investing a portion of his retirement assets in a qualified longevity annuity contract (QLAC)—a newly available annuity that is held within a traditional retirement account and can reduce the taxpayer’s required minimum distribution (RMD) requirements (and associated tax liability).
While Medicare costs may surprise some taxpayers, with proper planning, the income-based surcharges that would otherwise apply can be minimized to reduce the taxpayer’s overall costs.
Thumbs up/Thumbs down

What are your thoughts on:

1. The president’s proposal to eliminate capital gains step-up basis rules?  
a. Bloink: The step-up basis rules increase the basis of an inherited asset to its fair market value as of the original owner’s death.  Even putting policy considerations aside, this tax “loophole” won’t be eliminated anytime soon because it would create the administrative nightmare of trying to determine the value of every inherited asset at the time it was purchased years in the past.  Of course, there are many cases where the task would be simple enough, but the longer the deceased owned the asset, the more difficult it would become.  THUMBS DOWN
b. Byrnes: The proposal positions this as a way to capture more estate taxes from the wealthy, but if stepped-up basis was eliminated, the rich would move highly appreciable assets into trusts to benefit their children and grandchildren so that the issue becomes a moot point.  The very rich are rich enough that they likely don’t need current access to these assets.  Over the long term, I don’t think the proposal would generate the revenue that the President expects. THUMBS DOWN
2. Proposals to require that annuities be an option in employer-sponsored retirement plans?
a. Bloink: I think we’re headed down that road—in the past year, we’ve seen significant regulatory movement toward encouraging annuities held in retirement plans, whether as a QLAC or in target date funds. THUMBS UP
b. Byrnes: The requirement will give lower and middle class taxpayers the option to purchase some type of annuity product to protect themselves in the future, so yes, I think it would be beneficial to require employer-sponsored plans to offer some type of annuity option because this is usually the only retirement planning vehicle available to these taxpayers.  THUMBS UP
3. Proposals to permanently extend the tax-free charitable IRA rollover rules?
a. Bloink: This is one of those provisions where last-minute extensions really hurt the upper middle class taxpayer who might want to take advantage of the tax-free rollover to reduce his or her RMDs, but doesn’t have the time at year-end to make the transfer happen.  Higher income taxpayers who are more likely to communicate with financial advisors regularly were probably able to make their IRA charitable contributions in the brief window Congress allowed for 2014—but permanently extending the treatment would really equalize the availability of the option. THUMBS UP
b. Byrnes: As with most other extenders, the uncertainty definitely influences a taxpayer’s behavior and planning—and with charitable giving, most taxpayers will be especially concerned with structuring the gift so as to maximize tax value.  In some years, Congress has given a grace period to carry out these transactions, but if the taxpayer isn’t extremely wealthy, it’s unlikely that he or she will wait to see what happens. THUMBS UP
