Case Study—Life Insurance
While retirement income planning plays an important role in all taxpayers’ financial plans, for high net worth individuals, the rules become more complex as income and contribution limits may prevent them from building a tax-preferred retirement nest egg that can accurately support their accustomed standard of living during retirement.  This is where an overfunded life insurance policy can play a critical role, as wealthy taxpayers are able to create a supplemental stream of tax-preferred income that can be accessed to fill the gap in their retirement income needs.
The Martins are a high net worth couple who consistently contribute the maximum allowable amounts to both their 401(k) plans and traditional IRAs.  They have converted funds into a Roth account, but their high income level prevents them from directly contributing to Roths.  The Martins want to make the most of their tax-preferred retirement savings, but feel that they have not generated sufficient savings to maintain their high standard of living during retirement.  They would like to contribute at least $25,000 to tax-preferred accounts each year and will not retire for approximately ten years.  How do you advise?
Expert Analysis Using Tax Facts Online
The wealthiest taxpayers are unlikely to drop into a lower tax bracket upon retirement, so generating tax-free income should be a key element of their retirement income planning.  Direct Roth IRA contributions are off the table because of the income limits that apply, but overfunding life insurance can fill this gap in wealthy taxpayers’ retirement portfolios. 
The basic concept behind the overfunded life insurance strategy is simple: the Martins would purchase a universal (or indexed universal) life insurance policy and fund it with the highest possible premium level that will avoid classification as a modified endowment contract (MEC).  Tax Facts Online can help navigate the complex rules that must be followed in order to avoid MEC status.  

As Tax Facts Online Question 14 explains, the seven-pay test will transform a cash value life insurance policy into a MEC if a taxpayer contributes premiums in excess of the actual cost of the policy for the first seven years.  As Question 20 explains, once the policy has gained MEC status, it is generally irrevocable unless the error was inadvertent and IRS permission is obtained, and many of the tax benefits of the overfunding strategy will be lost.  
If MEC status is avoided, over time, the premiums generate a return that can be withdrawn through tax-free loans at some point in the future.  The Martins have a choice in determining which type of permanent life insurance policy to fund.  A fixed-rate universal life insurance policy will generate a relatively conservative return that is more predictable, while an indexed universal life insurance policy ties returns to the performance of a particular stock index (or indices) and is typically subject to both an earnings cap and floor that protects them even in a down market.  

In either case, by allowing the cash value to build up in the policy over time, the Martins can realize substantial tax-free growth, depending upon the annual premium investment, rate of return and length of time that the account value is permitted to grow.

For example, if the Martins wish to contribute an additional $25,000 annually to pay premiums on an indexed universal life insurance policy over the course of ten years, assuming a 7 percent rate of return, the account value can grow to nearly $500,000 if they allow the funds to grow for an additional ten years after premium payments stop.  At that point, they can begin making annual tax-free withdrawals of nearly $50,000, which can continue for up to twenty years into retirement.

While the primary appeal of the overfunded life insurance strategy lies in the ability to generate tax-preferred growth and, if properly structured, an eventual tax-free income source, the benefits can be far more extensive.  Importantly, the Martins are able to boost their tax-preferred retirement savings because the contribution limits that apply to traditional IRAs and qualified pensions do not apply in the case of a permanent life insurance policy—allowing them to generate retirement income that more accurately reflects their high level of pre-retirement income.

Overfunding life insurance also allow the Martins to access the accumulated funds on a tax-preferred basis before the traditional retirement age because the rules that prohibit penalty-free withdrawals from traditional retirement accounts before age 59 ½ do not apply.  Life insurance policies are also exempt from any claims from the Martins’ creditors, providing asset protection similar to that afforded to IRAs under ERISA—though, unlike in the case of IRAs, many state statutes shield an unlimited dollar amount of life insurance protection.

Thumbs up/Thumbs down

What are your thoughts on:

1. A new proposal that would allow taxpayers to contribute to Roth IRAs for dependents even if the dependent has no earned income?
a. Bloink: For taxpayers with income levels that are high enough to support the additional Roth contribution, I think funding a Roth for a child is a great idea and we should eliminate the earned income hurdle.  Roths grow more valuable with time, and if a taxpayer can fund a child’s Roth that has fifty years to grow, that child will likely end up secure in retirement—at a time when Social Security might be a thing of the past. THUMBS UP
b. Byrnes: The earned income requirement is a sham anyway, so we might as well eliminate it.  In reality, even if the child has earned income, those $3,000 in summer earnings aren’t going to be deposited into the Roth—it’s a supplement that the parents will provide, so that the child keeps the earnings anyway.  THUMBS UP
2. Using an HSA as a wealth accumulation vehicle, rather than using HSA funds to pay current medical expenses?
a. Bloink: In my mind, the most important benefit of this strategy is the ability to save HSA funds to pay for health expenses in the future, because that’s likely to be the most startling expense that taxpayers will face as they age.  Contributing to an HSA when a taxpayer is relatively young and healthy can allow them to build up a cushion against those future expenses.  Because the “cushion” grows tax-free, the accumulation strategy becomes even more valuable. THUMBS UP
b. Byrnes:  Accumulating tax-preferred funds for use in retirement is a good thing, but unfortunately, this isn’t what the IRS had in mind when they created the HSA.  While the ability to roll unused funds over from year to year within the HSA can create a benefit for taxpayers, what are the odds that the IRS is going to continue to allow this use over time?  It’s a good strategy today, but I don’t think taxpayers should get too accustomed to this treatment. THUMBS DOWN
3. The final qualified longevity annuity contract (QLAC) regulations that allow the IRS to potentially include variable and indexed annuity products in the future definition of a QLAC?
a. Bloink: I like the flexibility.  The rationale for not including variable and indexed products today might be sound, but who knows whether those concerns will be alleviated in the future.  Carriers are constantly releasing products with new features that can protect against a variety of concerns—including variable and indexed contracts that provide downside protection against the kind of instability that the IRS is worried about. THUMBS UP
b. Byrnes: As long as the taxpayer understands the product, I don’t see why these variable and indexed products can’t qualify today.  Any taxpayer is eligible to use a QLAC, so the needs of taxpayers purchasing these QLACs are vastly varied.  Certain taxpayers might be better served by using a variable or indexed product within their retirement account today.  It is, however, a positive sign that the IRS has left the door open for including these products in the future. THUMBS UP
