Tax Deferred Danger
I write this against an interesting backdrop in the middle of 2020. Heading into the new year the economy looked primed
to springboard off a terrific year in the domestic stock market with no apparent headwinds. It felt that NBA superstar,
Kobe Bryant’s death in January was going to be the tragic story in an otherwise upbeat year. Whispers of a corona virus
in China also started to show up in the headlines, becoming a loud roar just two months later. On March 11th, Utah Jazz
center Rudy Gobert tested positive for Covid-19. Within minutes of the announcement the NBA had suspended the
season. On that same day President Trump banned travel from Europe to the United States, and Academy Award winning
actor Tom Hanks announced that he too had Covid-19.
We all know where the story goes from there. Millions of jobs lost, over 100,000 lives lost and counting, millions infected,
the economy shut down, and trillions of dollars in federal stimulus to keep our nation’s head above water.
The virus has become a polarizing political issue. We argue whether we should have to wear masks or alter the lives we
have enjoyed living in the leading country of the free world. Politicians argue over how to help those struggling with our
new reality, participating in the popularity contest that is an election year.
As we head toward the November election, we will hear about how we should have responded to the pandemic and the
candidate’s vision for the United States. Issues such as minimum wage, corporate taxes, and rebuilding the middle class
will be discussed. Each candidate laying out their plan to bury the U.S. further in debt.

A Growing Problem
Heading into 2020 the United States government
public debt was more than $22 trillion. Despite
recently experiencing the second longest economic
expansion since the post-World War II boom, the
U.S. is projected to rack up annual deficits and incur
national debt at rates not seen since the 1940’s.
Deficits tend to grow during recessions, when tax
revenue declines and demand for government
assistance rises, then falls during good times.
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A rising deficit at a time of strong economic growth and
low unemployment represents a break with that historical
pattern.
At the outset of fiscal year 2020 the Congressional Budget
Office projected a $1.015 trillion deficit. The CBO reported
that the federal government ran a deficit of $864 billion in
June alone, the ninth month of the fiscal year, largely due to
a $1.105 trillion outlay for government pandemic response
programs. The budget deficit through June has surged to
$2.7 trillion, $2 trillion more than at the same point last year.
With declining tax receipts and increased governmental
spending the US budget deficit was projected to grow to $1.742 trillion by 2030 prior to the pandemic response.

Your Business Partner in Retirement
The American worker began living longer and the declining worker to retiree ratio has changed the math on pensions. As
a result, we have seen Corporate America embrace defined contribution plans, shifting the risk of retirement from their
balance sheet to the balance sheet of the worker.
The IRS and retirement plan participants have a social contract. Participants can defer taxes on income used for
their contributions, delaying taxation until the participant takes a distribution, with account growth receiving the same
treatment. As attractive as delaying today’s taxes to be paid tomorrow may sound, it does present challenges. What are
the unintended consequences of this social contract?
Contributing to a tax deferred account is like going into business with the IRS. The problem is every year the IRS gets
to vote on what percentage of your profits they keep. You could have $1 million in your IRA today, but unless you can
accurately predict what tax rates are going to be in the year you take a distribution, you really have no idea how much
money you have. This reality makes it difficult to plan for retirement.
According to the Investment Company Institute, 401(k) plans hold an estimated $5.6 trillion in assets, 19 percent of the
$28.7 trillion in U.S. retirement assets. In 2019 an IRS publication reported the top one percent (continued)
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of taxpayers paid an average federal income tax rate of 26.76 percent. The top half of taxpayers paid an average rate of
15.99 percent, with the typical retirement plan participant falling somewhere in the middle. American workers and retirees
have a $28.7 trillion asset on their collective balance sheet, of which up to 27% percent belongs to the United States
government, a $7.749 trillion outstanding obligation that could increase at any time.

Uncle Sam, Loan Shark
Let’s frame the conversation in a different way. You walk into your bank one day seeking a loan. The banker says,
“Mr./Mrs. Client, you have been a valued customer for many years and are trustworthy. We would be more than happy
to extend you the loan. We don’t need the money now; your loan won’t have a term or an interest rate at this time.
However, at some unknown point in the future we will need our money back and will charge an interest rate to be
determined then. Thank you so much for your business.”
How many of us would sign for that loan? That is the reality of our tax deferred retirement accounts. According to the
Congressional Budget Office, if Social Security, Medicare and Medicaid go unchanged, the government could be forced
to adopt a three-bracket system with tax rates that would be an unforgiving change for taxpayers and savers.
If this sounds outlandish, there is precedent. From 1960 to 1963, the lowest marginal tax rate was 20%, the middle
bracket 69%, and the highest marginal tax rate was 91%. In our loan scenario, we don’t know the financial condition of
the bank, but we do know the financial condition of our government. With $22 trillion in debt and growing, the United
States has a $7.749 trillion outstanding loan of which the terms can be changed at any time. This loan shark does not
need to show up at your door with a menacing look, Uncle Sam simply passes legislation that can materially change your
retirement plan.

Solutions to the Problem?
The dark side of tax deferred retirement accounts is larger than an IOU to the IRS eroding away at your net worth. A
modest taxable retirement income, also known as provisional income, can lead to 85 percent of your Social Security
benefit being taxed and higher Medicare premiums as well.
(continued)
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Most tax-free alternatives have constraints and may have a limited impact on your efforts to reduce your retirement tax
liability. The interest of a popular tax-free option, municipal bonds, is even included in provisional income.
In 1997 congress introduced the Roth IRA through the Taxpayer Relief Act. The Roth allows for after tax contributions that
grow tax deferred. If you follow a couple simple rules you can take your gains out of the account tax free. This alleviates
many of the concerns regarding tax deferred retirement accounts with two caveats.
Congress and the IRS realize this is a powerful and tax efficient savings vehicle which takes them out of the loan shark
business. In turn, they have created income limits that phase out a participant’s ability to contribute. The contribution
limits also curb a participant’s ability to amass a sizable account balance. Both restrictions significantly impact a highincome earner’s ability to use Roth IRAs to create a tax-free income replacement vehicle.
In recent years a Roth option has been added to 401(k) plans which allows for higher contribution limits and no income
phase outs, but the current 401(k) limits are not sufficient for a high income earner looking to replace a significant portion
of their employment income.
This is not a new problem. In 1988 Congress passed The Technical and Miscellaneous Revenue Act. This act was passed
in response to high net worth individuals using cash value life insurance as a tax shelter. Prior to TAMRA these policies
were being marketed to contribute large sums of money to accumulate tax deferred and withdrawn tax free. This created
the modified endowment contract, or MEC. The MEC changed the favorable tax treatment of cash value life insurance
policies if certain thresholds were not met. If an individual appeared to be using life insurance as a tax deferred savings
vehicle as opposed to covering a risk, it was felt that they should not receive the tax benefits traditionally afforded in a life
insurance policy.
Does this sound hopeless? It’s not. Ceres Wealth has the solutions and experience to mitigate or eliminate the risk of
taxation in retirement, but it is important to address it as soon as possible. We can leverage the tax-free alternatives
discussed, the important thing to remember is that everyone’s financial situation is unique. It is important to engage a
wealth manager adept at navigating the complex tax deferred universe. Ceres has helped clients all over the age and
income spectrum address this risk efficiently and effectively. We invite you to a consultation to understand your financial
situation and goals, and to share how we can help you do the same.
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