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The Titanic Shift That Just Occurred for 401(k) and IRA Savers

Executive Summary

Over the past four decades, retirement savings plans became attractive vehicles for high-
income savers looking to pass wealth on to their heirs. An adult child inheriting a 401(k) or 
Individual Retirement Account could withdraw that money in small bites over their lifetime, 
paying minimal taxes along the way and allowing the bulk of it to continue growing tax-
deferred, often for decades.

Passage of the SECURE Act in 2019 put an end to this so-called “stretch IRA” for many 
beneficiaries. Now, most taxpayers who inherit an IRA, with a few exceptions (e.g., a spouse or 
minor child of the decedent), must cash out those assets within 10 years. Because taxes are 
due the year withdrawals are taken, this dramatically accelerates the tax bill associated with 
an inherited IRA. The same rules apply to money inherited from a 401(k) plan or any similar 
defined contribution retirement savings plan, such as a 403(b) or 457 plan.

For higher-income heirs, combined federal, state and local taxes on withdrawals from an 
inherited IRA can be as high as 40% or more. And those rates could go higher still in the 
years ahead as a result of two developments. First, the tax cuts enacted by the Tax Cut and 
Jobs Act of 2017 are set to expire in 2026, when higher, pre-2018 tax rates are scheduled to 
be reinstated. Second, the COVID-19 pandemic has squeezed government tax revenues while 
simultaneously requiring a sharp increase in government spending to combat the pandemic 
and its economic fallout. To make up for budgetary shortfalls, governments may need to raise 
their tax rates even more.

Higher income families will want to start planning now to minimize the negative impact of 
these developments. This paper explores the changes taking place in the tax environment and 
outlines a number of strategies taxpayers can adopt to lower future tax bills, including a variety 
of proven ways to use permanent life insurance as a tax-advantaged wealth-transfer vehicle.

Introduction

It’s no secret that Americans like saving and investing in 401(k) plans and Individual 
Retirement Accounts. In fact, they’ve stashed nearly $20 trillion in these and similar defined 
contribution retirement accounts.1 Over time, financially secure account holders will pass a 
significant chunk of that money along to their heirs. But it may be a smaller amount than 
many were expecting, thanks to recent tax law changes and the economic fallout from the 
COVID-19 pandemic. Smart savers will plan now to minimize the impact.

The tax law changes were embedded in the SECURE Act, which now requires that most people 
who inherit a retirement asset, with a few exceptions (e.g., spouse or minor child), pull those 
assets out of their accounts within 10 years of acquiring them. Previously, they could take those 
withdrawals over their lifetime. Because taxes are due on withdrawals the year they are taken, 
the new law will dramatically accelerate the payment of taxes on inherited retirement assets—
potentially at very high rates. In fact, many high-income adults who inherit IRA or 401(k) assets 

1  Investment Company Institute, 2020 Investment Company Factbook, p. 165.
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are likely to pay combined federal, state and local marginal tax rates of 40% or more, with some 
facing rates in excess of 50%. In effect, Americans who have saved substantial sums in their 
retirement accounts and had planned to leave a portion of those savings to their children now 
have a significantly expanded tax liability embedded in their accounts. In many instances, that 
liability is likely to grow over time as their investment earnings compound.

The looming tax hit on inherited retirement assets could become even bigger as a result of the 
COVID-19 pandemic. Many states have seen their budgets decimated by the cost of dealing 
with the pandemic, and now anticipate severe drops in income and sales tax revenues, too, 
due to high levels of unemployment and reduced consumer spending.2 This suggests state 
tax rates will have to increase, particularly for those with high incomes, further shrinking the 
percentage of inherited retirement assets that savers’ heirs are able to keep.

With so much money at stake, it’s worth looking at how we got to this point, how taxes will 
impact retirement assets in the years ahead, and how retirement savers can employ alternative 
tax planning options to ensure that their families, rather than federal, state, and local 
governments, end up with more of their hard-earned savings.

How We Got Here: The Growth of 401(k) and IRA Investing

Prior to the 1970s, most retirement income, other than Social Security benefits, 
was generated by defined benefit pension plans. With the passage of the Employee 

Retirement Income Security Act in 1974, this model began to shift.

1974 
ERISA strengthened DB plans for workers and it also allowed anyone who wasn’t covered by one to start 
saving for retirement on their own via newly created tax-advantaged Individual Retirement Accounts (IRAs).

1978 
The Revenue Act of 1978 led to the creation of 401(k) plans—tax-advantaged retirement savings plans 
sponsored by private employers for use by their employees. Eventually, 401(k)s and similar defined 
contribution plans for tax-exempt organizations and nonprofits largely replaced DB plans as the main type of 
workplace retirement plan in the private sector.

1981 
Economic Recovery and Tax Act expands IRA eligibility to all workers under the age of 70½, and the 
popularity of those accounts began to soar.

1997 
IRAs became even more versatile in 1997 when the Taxpayer Relief Act paved the way for the creation of 
Roth IRAs. Unlike a traditional IRA, a Roth IRA offers no tax deduction for contributions, but allows for tax-
free withdrawals.

2006 
Originally intended to expire, the Pension Protection Act Of 2006 makes Roth 401(k)s a permanent option 
for 401(k) plans.

2  National Conference of State Legislatures, https://www.ncsl.org/research/fiscal-policy/coronavirus-covid-19-state-budget-updates-and-
revenue-projections637208306.aspx
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Required Minimum Distributions: How the Government Recoups Deferred Taxes

Over time, 401(k) plans became increasingly popular as workers saw their account balances 
grow with gains in the financial markets, and as they came to appreciate the plans’ tax 
advantages. Contributions to traditional 401(k)s, and IRAs, are generally tax deductible in the 
year they are made. Investment earnings grow on a tax-deferred basis, and income taxes are 
due only when money is withdrawn from the accounts.

Later legislative changes that increased maximum contribution amounts and made it easier to 
automatically enroll plan participants added to the popularity of 401(k)s. Now, as aging baby 
boomers exit the workforce, rollovers from 401(k)s and other types of DC plans are fueling new 
growth in IRAs.3

While the tax advantages of DC savings plans helped spur Americans to use them—as the 
government intended—it also took a bite out of federal income tax revenues. After all, the more 
Americans contribute to traditional IRAs and 401(k)s in any given year, the less money the 
federal government collects in taxes that year. Eventually, the government wants to recoup those 
tax dollars. To do so—and to discourage DC plans from being used primarily as a generational 
wealth-transfer vehicles—the federal government requires account holders to withdraw a 
minimum amount from their account each year, starting at their “Required Beginning Date.” 
Up until 2020, this date was the later of April 1 following the year an individual turned 70½, 
or their retirement date.4 The SECURE Act raised the age to 72 (or the actual retirement date 
if that comes later). These Required Minimum Distributions, or RMDs, are based on mortality 
tables supplied by the Internal Revenue Service.5 The goal is to have a significant portion of 
the account assets withdrawn, and taxes paid on those withdrawals, by the date of the account 
holder’s death. But often, it doesn’t work that way. Many Americans are able to see their IRA 
or 401(k) balances continue to grow significantly, even in retirement, because their investment 
returns can dwarf their Required Minimum Distributions. (See Table 1).

Table 1
Required Minimum Distribution rates

Age
Life 

Expectancy RMD % Age
Life 

Expectancy RMD %

70 27.4 3.6% 79 19.5 5.1%

71 26.5 3.8% 80 18.7 5.3%

72 25.6 3.9% 81 17.9 5.6%

73 24.7 4.0% 82 17.1 5.8%

74 23.8 4.2% 83 16.3 6.1%

75 22.9 4.4% 84 15.5 6.5%

76 22 4.5% 85 14.8 6.8%

77 21.2 4.7% 86 14.1 7.1%

78 20.3 4.9%

3  Investment Company Institute, ICI Research Perspective Volume 25, No. 10, p.11.
4  The Required Beginning Date for RMDs was increased to age 72 under the SECURE Act while the CARES Act suspended RMDs for 2020.
5  The IRS is expected to update the RMD tables for tax years beginning in 2021.
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As shown in Table 1, a man who started RMDs at 70½ and then earned an average annual 
return of 7.1% on his IRA assets would not experience a single year in which his RMD 
outflows met or exceeded his investment growth until he reached age 86.6 The disparity 
between RMD outflows and investment growth could become even greater going forward, as 
the IRS is expected to adopt new RMD tables for 2021 that will further diminish the amount 
individuals must withdraw each year.7

The bottom line is that a significant amount of assets can be retained in tax-qualified 
accounts during retirement by taking only required withdrawals. And that is exactly what many 
individuals are doing. According to the Investment Company Institute, ninety-four percent 
of traditional IRA investors over age 70 who took withdrawals in 2018 took just the RMD 
amount.8 

Let’s look at an example. As shown in Figure 1 below, a 65-year-old man who retires with a 
$1 million IRA earning 6% annually could see his account balance grow to more than $1.4 
million by the age of 86 even if he starts RMDs at age 70½. This illustrates how limiting one’s 
withdrawals to the RMD amount and keeping the remaining assets invested could allow a 
retiree to pass significant IRA assets to a child or grandchild.

Figure 1. 
An IRA balance can grow substantially in retirement

Age of IRA Owner  Est. Account Balance ($)  Min. RMD ($) 
66  $1,060,000  $-   
67  $1,123,600  $-   
68  $1,191,016  $-   
69  $1,262,477  $-   
70  $1,338,226  $48,840 
71  $1,369,679  $51,686 
72  $1,400,173  $54,694 
73  $1,429,490  $57,874 
74  $1,457,385  $61,235 
75  $1,483,593  $64,786 
76  $1,507,823  $68,537 
77  $1,529,755  $72,158 
78  $1,549,382  $76,324 
79  $1,566,021  $80,309 
80  $1,579,673  $84,475 
81  $1,589,979  $88,826 
82  $1,596,552  $93,366 
83  $1,598,980  $98,097 
84  $1,596,822  $103,021 
85  $1,589,610  $107,406 
86  $1,577,581  $111,885

Note: The example reflects end of year values of a $1 million IRA at age 66 earning a 6% net 
rate of return and RMDs beginning at 70 ½ under prior rules.

6  Prudential calculations.
7  Department of the Treasury, Internal Revenue Service, 26 CFR Part 1, Updated Life Expectancy and Distribution Period Tables Used for Purposes 

of Determining Minimum Required Distributions, https://s3.amazonaws.com/public-inspection.federalregister.gov/2019-24065.pdf 
8  Investment Company Institute, “The Role of IRAs in US Households’ Saving for Retirement, 2019”, ICI Research Perspective, Vol. 25, No. 10, 

p.27, December 2019.
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The Death of the “Stretch” IRA

Unfortunately for 401(k) and IRA beneficiaries, their inheritances are now likely to be worth 
less, after taxes, than they would have been prior to passage of the SECURE Act. Before 
that law took effect at the start of 2020, any individual inheriting 401(k) or IRA assets was 
obligated to take RMDs in annual amounts based on their own life expectancy. Known as 
“stretching an IRA,” this meant they could minimize their yearly tax bite, and, depending 
upon their age, potentially enjoy additional tax-deferred growth on their remaining account 
balance for decades.

In fact, a $1 million IRA left to a child could be “stretched” to generate several times that 
amount in cumulative wealth if withdrawals were limited to the RMD amounts and the 
remaining assets stayed invested. Figure 2 shows what would happen if the $1 million IRA 
referenced in Figure 1, after growing to $1.4 million by the IRA owners’ death at age 86, was 
then inherited by his 50-year old daughter and subsequently continued to experience a 6% 
annual rate of return. The cumulative value of the original and inherited IRAs to the owners 
would be approximately $7 million over their combined lifetimes.

Figure 2
How a “stretch” IRA can build wealth over a period of decades

Age of IRA Owner Cum. LTV ($)

66 $1,123,600 

70 $1,467,359 

74 $2,032,252 

78 $2,678,291 

82 $3,405,199 

86 $4,207,388

Age of Inherited IRA Owner Cum. LTV ($)

50 $4,348,171 

54 $4,969,627 

58 $5,691,336 

62 $6,522,651 

66 $7,469,590 

70 $8,532,773 

74 $9,702,068 

78 $10,950,400 

82 $12,222,119 

86 $13,139,300

Viewed through this lens, there was a tremendous tax incentive prior to 2020 to leave IRA 
assets to the account owner’s children. It’s little wonder, then, that nine out of 10 retirees 
were only taking the required minimum amount out of their IRA each year. It’s also not 
surprising that the tax advantages embedded in stretch IRAs made permanent life insurance, 
once a widely used wealth transfer vehicle, less popular for that purpose among older 
Americans.

Now, thanks to the SECURE Act, the classic “Stretch IRA” is largely dead.
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How Do The New RMD Rules Impact Beneficiaries?

Specifically, the SECURE Act says that as of January 1, 2020, any designated beneficiary 
inheriting an IRA must withdraw those assets in full within 10 years unless they are the 
decedent’s spouse, a minor child of the decedent, have a disability or chronic illness, or are 
less than 10 years younger than the decedent. The change in withdrawal rules is dramatic, 
accelerating the taxes due on an inherited IRA from the beneficiary’s remaining lifetime 
to just one decade. We should note that if the final regulations are consistent with current 
regulations, the actual 10-year period will likely start in the calendar year following the original 
IRA owner’s death. As a result, the actual time period will likely be between 10 and 11 years.

As a result of the new legislation, individuals who intend to use their retirement account as 
part of a wealth transfer plan will want to consider alternative strategies. But beneficiaries may 
need to rethink how they handle inherited IRAs or 401(k) accounts, too.

For most beneficiaries, it will likely make sense from a tax perspective to forego withdrawals 
from their inherited IRA for several years to take advantage of ongoing tax-deferral—and 
then take withdrawals over the final six years, give or take a year. This could be especially 
helpful for high earners, since inherited income could push them into a higher tax bracket. 
Spreading withdrawals over more years, rather than less, could minimize the chances of that 
happening. For beneficiaries with very high incomes, it may be better off delaying withdrawals 
until the last year of the 10-year period. Because they are already in high tax brackets, their 
withdrawals are unlikely to force them into still higher brackets, creating little need to spread 
out income over multiple years. As a result, they will want to capitalize on tax deferral as long 
as possible.

The real challenge for those inheriting substantial IRA balances under the new accelerated 
distribution rules is that they are likely to pay high marginal tax rates on their withdrawals. 
A marginal rate is the rate applied to the next dollar of income over a base rate. To see what 
that means in practice, consider that for the 2020 tax year married taxpayers filing jointly 
will pay federal income taxes at a rate of 10% on their first $19,750 of taxable income. 
On their next dollar of income—and any additional amounts over that breakpoint up to 
$80,250—the tax rate goes to 12%. Thus, a married couple with taxable income anywhere 
between $19,751 and $80,250 would have a marginal tax rate of 12%. For high earners, 
the marginal rate could be much higher. In 2020, the next higher tax brackets for married 
couples start at $80,251 (22%), $171,051 (24%), $326,601 (32%), $414,701 (35%) 
and $622,051 (37%).

While there will always be exceptions, it is safe to assume that retirees who accumulate 
substantial IRA assets prior to their death are likely to have been wealthier than average. 
As such, they also are likely to have provided a successful launchpad for their children by 
assuring they attended good schools and had better-than-average college opportunities. Once 
these children reach adulthood, we can further assume they are more likely than others to 
have above-average career success and be high earners when they inherit their IRA assets.

All this will factor into the taxes they pay on inherited IRAs. So, too, will changes in tax rates 
due to take place in 2026 under current law. That’s because the tax rate reductions enacted 
under the Tax Cuts and Jobs Act of 2017 are scheduled to expire at the end of 2025, after 
which higher pre-2018 tax brackets are scheduled to reappear.
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Assuming that happens, a single adult earning $200,000 in taxable income in 2020 would 
be slated to pay at least a 33% federal tax rate on any withdrawals taken in 2026 from an 
IRA inherited from one of their parents. State taxes could impose a significant additional 
tax burden. In California, for example, the state would levy an additional 9.3% tax on those 
withdrawals, creating an estimated combined federal and state tax rate of 43.75% on the first 
dollars withdrawn. Large IRA withdrawals could push additional dollars into even higher tax 
brackets, as shown in Table 2 below.

California is not the only state that levies taxes at a high rate. Eight states have rates of 7% or 
higher on incomes of $200,000, putting the combined federal and state tax burden at 40% 
or more in each instance. Residents of Hawaii (11%), Iowa (8.53%), Minnesota (9.85%), 
Vermont (8.75%) and Oregon (9.9%) are hit hardest.9 Many states apply even higher tax rates 
at income levels above $200,000.10

Here’s how all that might play out for a hypothetical couple that inherits an IRA. Joe and 
his wife Amy, both 55, live in California and earn a combined $300,000 in taxable income 
in 2021. In 2026, they inherit a $1 million IRA from Joe’s father. Assuming a 6% growth 
rate, that $1 million IRA will grow to approximately $1.3 million by 2031, at which point 
the couple begins to take withdrawals. The withdrawals are spread over six years to minimize 
taxes, and taken in equal annual distributions of $256,741. This will exhaust the IRA within 
10 years.

As Table 2 shows, the IRA withdrawals would be taxed at an average rate of 42.8%. As a 
result, $659,249 in taxes would be paid on a federal and state level, leaving $881,195 for Joe 
and Amy. (Figure 3 shows how the taxes and after-tax assets are split on a percentage basis.)

Table 2

TAX CA:CULATIONS
# Year IRA Withdrawal Federal 

Taxes
Blended 
Rate

State Taxes Blended 
Rate

Total 
Taxes

Blended 
Rate

2026 $1,000,000 $0 $0 0.00% $0 0.00% $0 0.00%
2027 $1,060,000 $0 $0 0.00% $0 0.00% $0 0.00%
2028 $1,123,000 $0 $0 0.00% $0 0.00% $0 0.00%
2029 $1,191,016 $0 $0 0.00% $0 0.00% $0 0.00%
2030 $1,262,477 $0 $0 0.00% $0 0.00% $0 0.00%
2031 $1,338,226 $256,742 $86,289 33.60% $23,877 9.30% $110,116 42.90%
2032 $1,146,374 $256,742 $86,103 33.50% $23,877 9.30% $109,980 42.80%
2033 $943,011 $256,742 $86,028 33.50% $23,877 9.30% $109,905 42.80%
2034 $727,447 $256,742 $85,951 33.50% $23,877 9.30% $109,828 42.80%
2035 $498,949 $256,742 $85,873 33.40% $23,877 9.30% $109,750 42.70%
2036 $256,741 $256,742 $85,793 33.40% $23,877 9.30% $109,670 42.70%
Balace $0 $1,540,444 $515,988 33.50% $143,261 9.30% $659,249 42.80%

Assumptions: Couple has $300,000 in taxable income from earnings as California residents in 2021, increasing at 
2% per year. The IRA has a 6% net rate of return annually, and the couple files joint federal income tax returns.

9  Tax Foundation, “State and Individual Income Tax Rates and Brackets for 2020,” Fiscal Fact No. 693, February 2020.
10  Ibid.
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2032 $1,146,374 $256,741 $86,103 33.50% $23,877 9.30% $109,980 42.80%
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Figure 3: Tax Impact on Inherited IRA

At first blush, a $1 million IRA might seem 
large—larger, perhaps, than many Americans 
might expect to accumulate before they retire. 
But even smaller amounts could generate 
significant tax consequences for heirs. Consider 
a 66-year-old who retires with $633,000 in 
her 401(k)s and IRAs and takes only Required 
Minimum Distributions starting at age 72. 
Assuming her accounts earn 6% annually, she 
would leave $1 million in retirement plan assets 
to her children if she passed away 20 years later 
at age 86. (See Table 3)

Table 3
How a $633,000 nest egg could grow to $1 million during retirement
 Age Beg. Account 

Balance ($) 
End Account 
Balance ($) 

 Min. RMD ($) 

 66  $633,000  $670,980  $-   

 67  $670,980  $711,239  $-   

 68  $711,239  $753,913  $-   

 69  $753,913  $799,148  $-   

 70  $799,148  $847,097  $-   

 71  $847,097  $897,923  $-   

 72  $897,923  $916,723  $35,075 

 73  $916,723  $934,612  $37,114 

 74  $934,612  $951,419  $39,269 

 75  $951,419  $966,958  $41,547 

 76  $966,958  $981,023  $43,953 

 77  $981,023  $993,609  $46,275 

 78  $993,609  $1,004,280  $48,946 

 79  $1,004,280  $1,013,035  $51,502 

 80  $1,013,035  $1,019,644  $54,173 

 81  $1,019,644  $1,023,859  $56,963 

 82  $1,023,859  $1,025,416  $59,875 

 83  $1,025,416  $1,024,032  $62,909 

 84  $1,024,032  $1,019,407  $66,067 

 85  $1,019,407  $1,011,693  $68,879 

 86  $1,011,693  $1,000,643  $71,751

Assumptions: RMDs are taken at the end of the year and IRA earns a 6% net rate of return. Tax rates are based on Tax 
Foundation rates for 2017 Federal, brought current by Chained CPI inflation adjustments through 2020. Inflation of 
2% annually from 2021 on, with 2020 state income tax rates increasing at 2% annually.

42.8%57.2%
Taxes

After-Tax IRA 
Remaining 

Tax Impact on Inherited IRA
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As noted earlier, California’s state income tax rates are high, but it is hardly alone. In addition, 
16 states, including New York, allow cities and counties to levy their own income taxes on 
inherited retirement plan assets.11

It is worth noting that withdrawals from an inherited IRA could lead to more taxes being paid 
on other investment income if the IRA withdrawals push taxable income over certain levels. For 
example, individuals with Modified Adjustable Income over $200,000, and married couples 
filing jointly with MAGI over $250,000, incur a 3.8% federal Net Investment Income tax on 
their investment gains, over and above any other federal taxes paid.12 In addition, long-term 
capital gains taxes increase from 15% to 20% when a taxpayer’s income exceeds certain levels: 
$441,459 for singles in 2020, and $496,600 for married couples filing a joint return.13

Assessing the Future of Taxes

No one knows what future tax rates will be. Both Congress and states have the authority to 
increase or lower tax rates as they see fit. However, we can look at current tax rates and make 
educated guesses about what might happen. We already know that the higher 2017 federal tax 
brackets are set to reappear in 2026 under current law. And as we’ve shown, some states tax 
high earners at rates ranging between 5% and 13%, and these rates apply to withdrawals from 
inherited IRAs.

In addition to factoring these details into their tax planning, retirement investors will want 
to incorporate the economic fallout from COVID-19 into their tax planning projections. At 
the federal level, the government has spent trillions of dollars on a fiscal response to the 
pandemic, and the national debt has soared past $26 trillion.14 While the federal government 
has the authority and the power to run a deficit, federal income tax rates, already set to go 
up 2026, may have to increase even more in the future to manage growth in the deficit. High 
income taxpayers in particular could be targeted for higher rates, and many adult children will 
become high earners when they start taking inherited IRA withdrawals.

Whatever happens at the federal level, it’s at the state level where tax rates might see their 
biggest hikes in percentage terms. The hit on state and local finances from the COVID-19 
pandemic has been enormous. Unlike the federal government, states cannot run deficits and 
must balance their budgets. States will be forced to do some combination of raising taxes, 
cutting jobs, and cutting services. Moody’s Analytics estimates that states will need to cut 
$500 billion over the next two years due to COVID-19.15 Yet, many of the communities that 
are being hit hardest by the pandemic are going to need even more services. It’s hard not to 
forecast that many states will raise taxes on higher earners. Consider California. It imposes 
taxes on single earners this year at a 9.3% rate for income over $57,284, and an 11.3% rate 
for income over $354,445. Yet it is projecting a budget deficit of $40.9 billion for the next 
fiscal year starting July 1, 2020.16

11  The Balance, “States Where Cities and Counties Levy Additional Income Taxes.”
12  Internal Revenue Service, “Questions and Answers on the Net Investment Income Tax,”  

https://www.irs.gov/newsroom/questions-and-answers-on-the-net-investment-income-tax 
13  Tax Foundation, “2020 Tax Brackets,” Fiscal Fact No. 676, November 2019. 
14  https://www.usdebtclock.org/
15  The Wall Street Journal, “State, Local Budget Woes Threaten Recovery,” May 26, 2020, p. A2.
16  Ibid.
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The bottom line is that although tax rates could decrease for some taxpayers over the next few 
years, there is a much greater probability that they will go up, especially for high earners. And 
that group will include many owners of inherited IRAs taking withdrawals from those accounts.

Actions Retirees Can Take Now to Minimize Cross-Generational Taxes on IRAs

Given the projected high tax rates their heirs may face following the death of the Stretch IRA, 
it makes sense for current IRA and 401(k) savers to consider alternative approaches to tax 
planning that can diversify their tax liabilities. This also applies to individuals who participate 
in a defined benefit pension plan, and, upon retirement, are planning to take a lump sum 
withdrawal from their plan and roll it into an IRA.

Because current federal tax rates are relatively attractive, savers who have already retired and 
plan to leave money for their heirs may wish to start taking larger IRA withdrawals now, beyond 
what’s required, and invest that money elsewhere. There’s a good chance their current tax rates 
are lower than what their adult children will face if they inherit that money as part of an IRA.

Here are several additional approaches to tax diversification that savers and retirees may want 
to consider:

• Perform Roth conversions. With this strategy, the owner of a traditional IRA converts 
a portion of their account to a Roth IRA each year for several years, paying taxes each 
time on the money withdrawn from the traditional IRA. To maximize the efficiency of 
this strategy, taxpayers can cap distributions at an amount that will not push them into 
a higher tax bracket. These “serial conversions” can help minimize taxes if the IRA 
owner’s current tax rate is lower than the tax rate that would be paid by their heirs. 
This strategy means their heirs will owe no income taxes on withdrawals from their 
inherited Roth IRA, and it may allow their heirs to avoid both Medicare surcharges and 
the additional 3.8% tax on investment income.

• Cash out IRA assets now, and allow heirs to capitalize on a stepped-up cost basis. 
Rather than converting to a Roth IRA, some taxpayers may wish to withdraw money 
from their IRA and invest the proceeds in stocks, mutual funds or exchange-traded 
funds in a taxable account, then leave those assets alone until they pass away. With 
this approach, their children will benefit from a step-up in the cost basis of those 
assets. Essentially, this means that when the children sell them, they will only pay 
taxes on any gains in the value of the assets since they were inherited, rather than 
since they were purchased by their parent. This may result in a smaller tax bill.

• Leverage the tax advantages of life insurance. With the death of the stretch IRA, 
permanent life insurance as a wealth-transfer vehicle is likely to become popular again. 
As noted earlier, this approach became less common with the rise of 401(k) and IRA 
investing, and the favorable tax rules associated with leaving assets in those accounts 
for the next generation. Life insurance also became less popular as an estate planning 
tool as the threshold for taxing estates rose, leaving fewer households subject to federal 
estate taxes.

In the wake of the SECURE Act, however, inherited IRAs will now trigger higher federal and 
state income taxes, and, in some cases, local income taxes. For some taxpayers, it will make 
sense to reallocate IRA dollars to a permanent life insurance policy that can provide a tax-
free death benefit for their heirs. Since IRA assets can be left to a spouse without triggering 
the 10-year withdrawal period, some couples may wish to purchase so-called second-to-die 
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insurance to take further advantage of tax deferral. In addition, the death benefit of a second-
to-die policy is paid out only after the second spouse has passed away, and as such these 
policies have lower premiums than policies insuring one life.

IRA owners also can consider purchasing universal life policies. Because these policies allow 
for flexible premiums, individuals can use the same “serial conversion” concept employed in 
Roth IRA conversions to convert just enough of an IRA each year to fill up a tax bracket. Then, 
the after-tax amount of these annual withdrawals, which will vary each year, can be used to 
pay the premiums for the life insurance policy.

The current tax environment is favorable for serial conversions, as tax brackets are wider now 
than they will be when the tax changes made by the Tax Cuts and Jobs Act expire in 2026. 
This means that larger amounts of assets can be repositioned from an IRA into a Roth account 
or life insurance policy today without pushing the IRA owner into a higher tax bracket.

IRA owners have several additional options available to them for using life insurance to 
minimize taxes. Some may find it attractive to name their children as the beneficiaries of a 
policy, and those children could then use the death benefit to pay taxes on any remaining IRA 
assets that are inherited. Others may wish to forego future 401(k) contributions and instead 
put that money toward life insurance premiums, since additional 401(k) contributions—and 
subsequent investment earnings on those contributions—would only create assets that could 
be taxed at a high level when inherited by financially successful children.

Repositioning Retirement Assets To Minimize Intergenerational 
Taxes and Increase After-Tax Wealth

OLD APPROACH NEW APPROACH
Save in 401(k) Save in 401(k)

At retirement, roll 401(k) into IRA At retirement, roll 401(k) into IRA

At age 70½, begin taking RMDs from IRA At age 72, begin taking RMDs 
from IRA. In retirement, take IRA 
withdrawals to pay premiums on a 

life insurance policy

At death Leave IRA to children as 
inherited IRA. Each child can take 
withdrawals over his/her lifetime to 
minimize taxes and maximize asset 

growth

At death leave remaining (smaller) 
IRA to children, which they make 
withdrawals from within ten years. 

Plus, children will receive life 
insurance death benefit tax-free
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At retirement, roll 
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At retirement, roll 
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RMDs from IRA

At age 70½, 
begin taking 
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lifetime to minimize taxes and 
maximize asset growth
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In summary, individuals will be better able to control their future tax liabilities for themselves 
and their children if they have diversified their tax liabilities across different assets that will 
be taxed differently. To consider just one example, let’s revisit Joe and Amy, who are expected 
to pay over $650,000 in taxes on the $1 million IRA they will inherit from Joe’s father in 
2026. It might have made more sense for Joe’s father to use some of his retirement assets to 
purchase a life insurance policy that would pay out a tax-free death benefit to Joe and Amy, 
and so avoid saddling them with taxes that will consume nearly 43% of their inheritance.

The Outlook for Interest Rates 

The economic crisis resulting from the COVID-19 pandemic has prompted the Federal Reserve 
to drive interest rates from already low levels to new historic lows. As of mid-summer 2020, 
the yield on the 10-year Treasury note had fallen below 1% for the first time in history. For 
some retired IRA owners, this interest rate environment may make it prudent to reposition 
some of their IRA assets by selling fixed income investments and using them to purchase a 
life insurance policy.

The Investment Company Institute reports that 35% of the assets for IRA owners in their 60s 
are currently allocated to fixed income investments—primarily bond funds, money market 
funds, and the fixed income portions of balanced funds.17 Facing low investment returns on 
the fixed income portion of their portfolios they don’t expect to need in their lifetimes, IRA 
owners could create greater certainty for their children by reallocating those assets to a life 
insurance policy.

Because low interest rates can drive up the cost of certain types of permanent life insurance, 
IRA owners will need to carefully balance the opportunities created by any wealth-transfer 
strategy employing life insurance.

Conclusion

Americans hold trillions of dollars in IRAs, 401(k)s and other defined contribution retirement 
savings plans. Fortunately, many of them will not need to exhaust their account balances in 
retirement. However, passing that money along to the next generation in a tax efficient way 
has become more challenging with passage of the SECURE Act and the economic fallout from 
the COVID-19 crisis, which is likely to drive increases in state and local income taxes.

Without planning to address these new developments, many financially successful adults who 
inherit IRA or 401(k) assets from their parents will pay combined federal, state and local tax 
rates of up to 40% or more on their inheritance.

For savers willing to seek advice and take the proper steps, planning opportunities exist to 
minimize taxes and leave more net wealth to adult children. Savvy IRA owners will want to 
check with their financial advisor now to see whether a portion of their retirement wealth 
should be reallocated to a Roth IRA or life insurance policy as a way to minimize future taxes, 
or to help their heirs pay taxes due on inherited IRA assets.

17  Investment Company Institute, “The IRA Investor Profile”, IRA Investor’s Activity 2007-2016, p. 67.
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