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and taxed as ordinary income (except for 
distributions of  nondeductible contribu-
tions). Over time, the RMDs steadily 
increase gross income and adjusted gross 
income (AGI). This increases income 
taxes and can push you into a higher 
tax bracket.

Perhaps more importantly, a higher 
AGI can trigger the “stealth taxes.” These are tax provisions 
that increase your gross income, reduce tax deductions or 
impose additional taxes as income levels rise. They include 
the Medicare premium surtax, inclusion of  Social Security 
benefits in gross income (or a greater percentage thereof), 
reductions in personal and dependent exemptions and item-
ized deductions, the alternative minimum tax and more.

Retirees often don’t realize the full effects of  RMDs until 
they reach their late 70s and beyond, when they are paying 
substantial taxes on income they don’t need and realize they 
are caught in the RMD Waterfall. 

Fortunately, there are strategies to reduce or eliminate 
RMDs. The strategies can be implemented at any time during 
retirement, but the earlier you take action the more options 
you have and the better the results will be.

The conventional advice is to delay taxes for as long as 
possible. Yet, tax deferral can come back to bite some retirees 
when they reach the RMD Waterfall. That’s why most of  the 
strategies involve paying taxes early on the traditional IRA. 

In the rest of  this article, I discuss strategies you can 
consider to avoid or reduce the RMD Waterfall. 

You are forced to spend 
down traditional IRAs at a steady 
rate after age 70½, whether you 
need the cash or not.

For many people, the required 
minimum distributions (RMDs) aren’t a 
problem because they need the money 
to fund their retirement expenses. For 
others, however, RMDs increase income taxes and disrupt 
retirement and estate plans.

The RMD schedule doesn’t fit the spending patterns or 
income needs of  many retired Americans. More significantly, 
there are a number of  people who have large IRAs and also 
income and assets outside of  their IRAs that are sufficient 
to sustain their retirement standards of  living. People in this 
situation often view their IRAs first as something for their 
heirs to inherit, and as a source of  emergency spending.

The secret of  required minimum distributions—that many 
people don’t realize until they are well into retirement—is 
that under the IRS tables used to calculate RMDs, the per-
centage of  an IRA that must be distributed increases each 
year. For example, the first RMD is 3.65% of  the IRA. By 
age 76, 4.55% must be distributed, and by age 90 the RMD 
is 8.77% of  the IRA balance. Figure 1 shows how the RMD 
steadily increases, even as the IRA balance declines, through 
about age 92. This steady increase in forced distributions is 
what I call the RMD Waterfall. 

The RMD Waterfall becomes a burden because distri-
butions from traditional IRAs are included in gross income 

Strategies for Managing Required 
Minimum Distributions
By Robert C. Carlson

Article Highlights
•	 There are various strategies investors can use to avoid or manage RMDs to have greater control over distributions and better 
manage their estate plans.

•	 Converting a traditional IRA to a Roth IRA eliminates future RMDs, but variables such as how taxes will be paid and the impact on 
your tax bracket must be considered.

•	 An irrevocable trust can be combined with an IRA and charitable donations to provide for both heirs and a favorite charity.

© 2017 by the American Association of  Individual Investors, 625 N. Michigan Ave., Chicago, IL 60611; 800-428-2244; www.aaii.com.



23October 2017

Portfolio Strategies

Emptying Your IRA Early

The simplest strategy to reduce or 
eliminate RMDs is to take money out 
of  the IRA before you have to, pay the 
taxes and invest the aftertax amount 
through a taxable account. 

The strategy can increase aftertax 
wealth because of  several factors.

First, distributions from traditional 
IRAs are taxed as ordinary income, 
therefore the IRA converts tax-advan-
taged income into highly taxed income. 
That’s the price of  tax deferral. Long-
term gains and qualified dividends 
earned in the traditional IRA become 
ordinary income. Taking distributions 
before you have to ends that conversion.

Second, you have more control 
over taxes in a taxable account. You 
can choose not to invest in assets that 
pay ordinary income. You can let gains 
compound and then decide when to sell 
and incur capital gains taxes. You can 
also use tax-efficient strategies such as 
offsetting gains with losses. 

Your heirs and beneficiaries also 
reap rewards. When a traditional IRA is 
inherited, the tax basis of  the assets isn’t 
increased. The beneficiaries pay taxes 
on distributions just as you would have. 
They really inherit only the aftertax value 
of  the IRA. But when a taxable account 
is inherited, the tax basis of  the assets 
is increased to current fair market value. 
The heirs can sell appreciated assets and 
not owe any capital gains taxes. 

An IRA can be emptied early in 
a lump sum or in stages over a period 
of  years to avoid pushing you into a 
higher tax bracket. You don’t want to 
take distributions before age 59½ unless 
you qualify for one of  the exceptions 
to the 10% early distribution penalty. 
Otherwise, the earlier you implement the 
strategy the better the results, because 
it takes time for the aftertax returns of  
the investment account to make up for 
paying the taxes early. 

To determine whether early distribu-
tions are a good idea for you requires 
some careful number-crunching. I rec-
ommend constructing a spreadsheet that 
compares the projected aftertax wealth 
of  continuing the IRA to taking distribu-

tions and investing the aftertax amount 
in a taxable account. Several assumptions 
will determine which is the better route, 
so I recommend that you test the results 
under different assumptions. The key 
assumptions are current and future tax 
rates, investment returns and the rate of  
turnover in the taxable account. 

Converting a Traditional IRA  
to a Roth IRA

Converting a traditional IRA to a 
Roth IRA is likely to generate more 
aftertax wealth than simply emptying 
the IRA early, as shown in Table 1, and 
thus will benefit more people.

The basics of  a conversion are well 
known. You include the amount con-
verted in gross income just as though 
it were distributed to you (except for 
nondeductible contributions). Once the 
money is in a Roth IRA, income and 

gains compound tax-free. Distributions 
are tax-free after a five-year waiting pe-
riod. There are no RMDs during your 
lifetime. Your beneficiaries must take 
RMDs over their life expectancies and 
distributions are also tax-free to them.

While most people are aware in gen-
eral about conversions, there’s a lot of  
misinformation and misunderstanding. 
Rule number one about IRA conver-
sions is to ignore rules of  thumb and 
general advice. Each situation is unique 
and requires careful analysis. 

A number of  variables have to be 
considered when evaluating a conver-
sion. There’s a lot of  interplay between 
these factors, so don’t use an intuitive 
approach. Instead, conduct a full analy-
sis that considers as many key factors 
as possible. Also, see how the results 
vary when assumptions about the fac-
tors are changed. Look at long-term 
results, not only the next few years. I 
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Figure 1. The RMD Waterfall

Throughout retirement, the percentage of portfolio value subject to required 
minimum distributions grows. As the below chart shows, the size of RMDs peaks 
at about age 92 if a 4% annualized return is assumed. (The breakpoint can be 
extended later into life if a higher rate of return is assumed.) After this age the 
absolute size of withdrawals shrinks due to the cumulative impact of previous 
RMDs and proportionately larger RMD requirements. This drop is what Robert 
Carlson calls the RMD Waterfall.
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recommend developing a spreadsheet, 
using the many calculators available on 
websites or working with a financial or 
estate planner.

Here are the variables to consider:
•	 Length of  the post-conversion 

period. Returns should com-
pound in the Roth IRA for a pe-
riod of  time to make up for paying 
taxes early. My research shows a 
converted IRA needs at least seven 
years of  compounding at an 8% 
annual return to make up for the 
taxes. It takes longer at a lower rate 
of  return or for someone in the 
top tax bracket. Don’t conclude 
from this that people older than 
a certain age shouldn’t convert. 
Seven to 10 years isn’t a long time 
for many people, especially when 
the main goal is to leave the Roth 
IRA to children or grandchildren. 
In effect, you are prepaying taxes 
for them.

•	 The source of  paying the con-
version taxes. For maximum ben-
efit, the taxes should be paid from 
non-IRA funds. If  you use IRA 
funds to pay the taxes, you have 
to distribute money from the IRA; 
if  you are under age 59½, you will 
also owe the 10% early distribution 

penalty. (Converted amounts are 
not subject to the 10% penalty.) 
That increases the cost of  the con-
version and increases the pay-off  
period. 

•	 Changes in tax rates. A major 
factor is any difference between 
the tax rate in the year of  conver-
sion and the future rates in the 
distribution years. Conversions of-
ten make sense when your tax rate 
will be the same or higher in the 
future. They are less profitable or 
take longer to pay off  when you’re 
likely to pay a lower tax rate in the 
distribution years. 

•	 Amount of  all conversion taxes. 
If  you convert a sizeable amount, 
it could push you into a higher tax 
bracket or trigger the stealth taxes, 
decreasing or eliminating the ben-
efits of  the conversion. Don’t for-
get to consider state income taxes 
on both ends of  the conversion, 
keeping in mind that some states 
tax Roth IRA distributions.

•	 Investment rate of  return. The 
higher the rate of  return on the 
investments, the shorter the pay-
off  period and the more sense a 
conversion makes. If  you plan to 
invest conservatively for a low rate 

of  return, the payoff  period will be 
longer or might not exist. 

•	Don’t forget the RMD. When 
you’re age 70½ or older, you need 
to take the RMD for the year be-
fore converting any amount. 

•	 Tax diversification. A conversion 
can be a good idea even when the 
financial analysis doesn’t show a 
clear benefit, because the conver-
sion gives you tax diversification. 
You can’t know what the tax law 
will be in 10 or 20 years. Tax di-
versification gives you more flex-
ibility and better control over your 
tax bill in the future and can reduce 
the damage from major tax law 
changes. It’s probably safer to have 
some money in taxable accounts, 
tax-deferred accounts and tax-free 
accounts. 

Maximizing the Benefits  
of a Conversion

There are actions that can improve 
the probability that a conversion will 
increase aftertax wealth. 

An IRA doesn’t have to be con-
verted all at once. You can convert an 
IRA in stages over a period of  years 
in whatever increments work for you. 

For example, you can convert just 
enough each year to avoid rising into 
the next tax bracket or triggering 
stealth taxes. 

The traditional IRA can be 
converted into multiple Roth IRAs, 
placing a different type of  asset 
in each Roth. If  any of  the Roth 
IRAs decline in value substantially, 
recharacterize them and leave the 
others alone. After a while, you 
can consolidate all the Roth IRAs 
into one.

Monitor your situation after a 
conversion. You have until October 
15 of  the year following the conver-
sion to reverse, or recharacterize, 
it. You’ll want to recharacterize if  
there’s a substantial decline in the 
Roth IRA’s value, you move into a 
higher-than-expected tax bracket 
for the year or for some reason the 
conversion no longer makes sense. 

The table shows how converting a traditional IRA to a Roth IRA can increase the after-
tax wealth inherited by a beneficiary. It assumes positive investment returns and that 
the current owner is age 60 and passes away at age 85. The beneficiary is currently 
age 35. The side account is money invested outside the traditional IRA that would 
be used to pay the income taxes for the conversion to a Roth IRA. The cumulative 
tax-free distributions are the RMDs the beneficiary takes after inheriting the IRAs.

	 Age of	 Cumulative	 Remaining	 Total	 Traditional IRA	 Advantage
	 Roth IRA	 Tax-Free	 Roth IRA	 Roth IRA	 Plus	 of Roth
	 Beneficiary	 Distributions	 Balance	 Benefit	 Side Account	 IRA
	 65	 $120,718	 $533,167	 $653,885	 $330,457	 $323,428
	 70	 $274,873	 $540,653	 $815,526	 $396,236	 $419,290
	 75	 $465,732	 $509,301	 $975,033	 $458,306	 $516,727
	 80	 $689,427	 $430,073	 $1,119,500	 $522,408	 $597,092
	 85	 $925,726	 $309,088	 $1,234,813	 $589,994	 $644,819

This calculation assumes the original owner does not need the account to pay for liv-
ing expenses and does not take any distributions not required by law. The beneficiary 
inherits the IRA and takes only required minimum distributions.

Table 1. A Roth IRA Conversion Increases Aftertax Wealth
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someone who’s already taking or about 
to take RMDs.

First, name your spouse as the pri-
mary beneficiary of  the traditional IRA 
and a charity (or a donor-advised fund) 
as the contingent beneficiary. 

Second, take out a permanent life 
insurance policy owned by an irrevocable 
trust with your children or grandchildren 
as beneficiaries. A joint and survivor 
policy issued to you and your spouse 
is likely to have the best results and a 
benefit about equal to the current value 

of  the IRA. 
Third, take RMDs or other distri-

butions from the IRA each year and 
contribute them to the trust to pay the 
premiums. Use additional funds to pay 
the taxes or pay taxes out of  the distri-
butions by coordinating the insurance 
benefit and distributions. The gifts to 
the trust likely will qualify for the annual 
gift tax exclusion, so there shouldn’t be 
any gift tax consequences.

After one spouse passes away, the 
surviving spouse continues to use dis-

If  a conversion doesn’t make sense 
this year, don’t consider that a final de-
cision. In a future year, you might fall 
into a lower tax bracket because of  a job 
change or some other factor. You might 
have unusually large tax deductions or 
have more cash to pay conversion taxes 
than this year. Revisit the decision any 
time there’s a change in your finances.

Buying Life Insurance  
With RMDs

An alternative strategy is to convert 
a traditional IRA into a permanent 
insurance policy. In addition to being 
guaranteed, the life insurance benefit 
could very well be higher than the start-
ing IRA balance, depending on your 
age and health and the type of  policy. 
Someone who is a good candidate for 
conversion to a Roth also should con-
sider life insurance strategies.

There are many different ways to 
convert a traditional IRA to permanent 
life insurance. I’ll review a few. 

In the first strategy, take distribu-
tions from the traditional IRA each year 
for a period of  years and use them to 
pay insurance premiums. For example, a 
65-year-old man in average health with a 
$500,000 traditional IRA can distribute 
$166,000 each year for three years to pay 
the premiums on an indexed universal 
life insurance policy with a benefit of  
just over $2 million. The policy will also 
have a cash value account the owner 
can tap through either distributions or 
tax-free loans. 

The distributions of  course will be 
included in gross income and taxed as 
ordinary income. The taxes can be paid 
from the distributions, reducing the 
amount available to pay premiums and 
the policy benefit amount, or the taxes 
can be paid from other funds or from 
borrowing from the cash value account. 
Loans will be tax-free, but will reduce 
the benefit eventually paid to policy 
beneficiaries if  they aren’t repaid. The 
advantage of  paying the taxes with a loan 
is that you convert the traditional IRA 
to life insurance without using any cash.

The second strategy is good at 
any age, but it is especially good for 

Factoring Tax Reform Into IRA  
Conversion Decisions 

The potential for comprehensive tax reform, or simple income tax rate 
cuts, should be factored into your IRA planning decisions. Strategies to reduce 
future RMDs might be less attractive after such a change.

Future income tax rates compared to current tax rates are a major factor 
in determining whether it makes sense to pay taxes early on a traditional IRA. 
When your future income tax rate is likely to be lower than this year’s rate, 
there are fewer advantages in distributing a traditional IRA early or convert-
ing it to a Roth IRA or life insurance policy.

How should a taxpayer act when talk of  tax reform or rate cuts is in the 
air? First, as discussed in the article, perform a careful analysis of  the profit-
ability under different assumptions. If  the strategy is likely to be profitable 
at the income tax rates you might pay under the changes being discussed, go 
ahead with the plan. If  the strategy isn’t profitable or is borderline profitable, 
consider these options.

One option is to wait. Don’t take action regarding your IRA at least until 
the outlines of  a likely law are clear or a final law is enacted. Then, conduct 
a fresh analysis and make decisions. Waiting might not make sense when a 
conversion is attractive this year because of  unique circumstances, such as 
higher-than-usual deductions or a one-time decline in income.

Another option is to be prepared to use the recharacterization rule. After 
converting to a Roth, you have until October 15 of  the following year to 
reverse, or recharacterize, the conversion. You return the converted amount, 
plus or minus the losses or returns, to a traditional IRA. You’ll be taxed as 
though you never initiated the conversion. 

With the recharacterization option, you can convert a traditional IRA 
to a Roth IRA now if  that makes sense. After a tax law change is enacted, 
re-analyze the move. If  the conversion isn’t profitable under the new law, 
recharacterize it. Note that the “redo” is available only if  you convert to a 
Roth IRA, not with the other strategies discussed in the article.

Remember that you also have the opportunity to redo a conversion after 
recharacterizing it. There’s a waiting period for reconverting. You must wait 
until the later of  30 days after the recharacterization and the following calendar 
year. For example, if  you recharacterize a conversion in December 2017, you 
have to wait until early 2018 to reconvert (30 days). If  you recharacterize in 
March 2018, you have to wait until 2019 to convert again (the following year).
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tributions from the IRA to make gifts 
to the trust to pay the premiums.

After both spouses die, the charity 
receives the IRA balance. The life insur-
ance policy pays its benefit to the trust, 
and the trust makes income and principal 
distributions to the beneficiaries accord-
ing to the terms you put in the trust. 

The beneficiaries should receive a 
tax-free amount that was at least equal 
to the initial value of  the IRA. After 
taxes, they receive more from the trust 
than they would have from inheriting 
the traditional IRA. They also avoid 
any reduction in the value that might 
have occurred from RMDs during the 
parents’ lives and from poor investment 
returns. In addition, the IRA remains 
intact during the parents’ lives, giving 
them access to the money if  needed. 
They also are able to benefit charity by 
naming it the contingent beneficiary 
of  the IRA.

A third life insurance strategy is 
sometimes known as the Family Bank 
Strategy.

The IRA is distributed to the 
owner, who uses the aftertax amount 
to make a single-premium deposit on 
a permanent life insurance policy. The 
cash value portion of  the policy should 
earn interest each year of  about 5% to 
8% that will compound tax-free. Eventu-
ally, the policy beneficiaries receive the 
life insurance benefit free of  income 
taxes. During the owner’s lifetime, if  
money is needed, he or she can borrow 
against the cash value of  the policy. The 
cash value loans are tax-free. If  they 
aren’t paid back, the loan amount and 
accumulated interest reduce the death 
benefit paid to beneficiaries. [Editor’s 
note: The loans of  cash value are tax-
free as long as the policy stays in force. 
If  you surrender the policy or it lapses 
for any reason—such as nonpayment of  
premiums or borrowing too much of  
the cash value—the outstanding loans 
will be treated as income paid to you 
under the tax code. Always check with 
your insurance agent or insurer before 

taking a loan.]
A variation of  this strategy is to 

make annual premium payments instead 
of  a lump-sum premium. Each year 
distribute only enough of  the IRA to 
avoid rising to the next tax bracket.

The major advantages of  each of  
these strategies are that the life insur-
ance benefit is likely going to be worth 
substantially more than the money 
transferred into the policy and, unlike 
an IRA, market changes aren’t going 
to cause the insurance policy’s value to 
decline. If  loved ones inherit a traditional 
IRA, they’ll really inherit only the after-
tax balance, and the balance will change 
with the markets.

Life insurance strategies can be 
customized for your situation. The 
premium payment schedules can vary. 
Also, the amount of  the cash value 
and your access to it can vary by the 
type of  policy selected. These are not 
do-it-yourself  strategies; you will need 
to talk to a professional who is well-
versed in them. 

Qualified Charitable Distribution

The charitably inclined who are age 
70½ or older might avoid the negative 
effects of  RMDs by using the qualified 
charitable distribution (QCD). 

Normally, when a charitable contri-
bution is made from a traditional IRA, 
the contribution is treated as a distribu-
tion and included in your gross income. 
You receive a charitable contribution 
deduction if  you itemize expenses. 

With the QCD, however, the 
charitable contribution is not included 
in gross income, yet it counts as all or 
part of  the RMD for the year. You don’t 
take a deduction for the contribution, 
so there effectively are no income tax 
consequences to the QCD.

You must be over age 70½ at the 
time of  the contribution for it to be a 
QCD. The contribution also must be 
made directly from the IRA custodian to 
the charity, or you can be given a check 

made out to the charity and deliver the 
check. The QCD is available for up to 
$100,000 of  charitable contributions 
annually.

Qualified Longevity Annuity 
Contracts

A qualified longevity annuity 
contract (QLAC) can defer RMDs. A 
QLAC is an annuity that defers income 
payments to you for two years or longer. 
IRS rules say that when an IRA owns 
a QLAC, the amount invested in the 
QLAC isn’t counted when calculating 
your RMD for the year. The QLAC 
must begin paying you income by age 85. 

In a QLAC, you give a lump sum 
to an insurer and tell it when to begin 
making regular payments to you. The 
insurer tells you what the amount of  
the payments will be and promises to 
continue them for the rest of  your life. 
Once the payments begin, they are in-
cluded in your gross income.

Choosing RMD Reduction 
Strategies

RMDs can disrupt a lot of  financial 
planning, especially for IRA owners who 
don’t need the bulk of  their IRAs to 
fund retirement expenses. Fortunately, 
a range of  strategies is available to re-
duce the negative effects of  RMDs. The 
strategies have the potential to leave you 
and your heirs with more aftertax wealth 
than simply holding the traditional IRA 
and taking the RMDs.

Choosing the best strategy for 
you requires some rigorous financial 
analysis. Don’t rely on rules of  thumb 
or someone else’s decision. There are 
many variables that interact with each 
other, making each situation unique. 
Use all the resources available to de-
termine whether you should stick with 
the traditional IRA, distribute the IRA 
early, convert to a Roth IRA, convert 
to a life insurance policy or use another 
strategy. 


