
The financial services/planning industry is abuzz
over the rule changes related to Roth Conversions in
2010. For the first time, high-income and high-net-
worth clients are able to convert their traditional IRA
accounts to Roth IRAs beginning in 2010. Until this
year, there was an income ceiling on converting to a
Roth that restricted its use to those individuals and
couples making less than $100K per year. For Roth
conversions in 2010 and beyond, not only is the
income ceiling removed, but taxpayers can also
spread the taxes out over the next two years (2011
and 2012). This is a great deal, right? The short
answer is “yes.” But for high-net-worth clients, can
more be done to both eliminate future income taxes
and also help with estate tax planning? This article
explores the use of life insurance in addition to or,
as an alternative to, a Roth conversion for the high-
net-worth client.

Why convert a Traditional IRA to a Roth?

The theory behind a Roth IRA conversion is simple.
Pay the taxes now on the Traditional IRA balance and
all future Roth IRA growth and distributions
are income tax free, with some restrictions.
A Roth IRA provides the following benefits over
its traditional cousin:

• Income tax ceiling on conversions removed
for 2010 and beyond

• Income tax-free death benefit

• No Required Minimum Distributions
(RMDs) required

• Tax Diversification of portfolio/estate

Even with all of these benefits, the decision to convert
is not automatic. Clients do get to move money from
a “taxable bucket” to a “tax-free bucket” by using the
Roth conversion. However, the conversion triggers
current taxation of the IRA balance (although clients
who convert in 2010 can spread the taxable amount
over two tax years). A Roth conversion may have the
following disadvantages:

• Current taxation, potentially pushing the client into
a higher tax bracket

• A 5-year holding period to access tax-free
distributions

• For a high-net-worth client, the Roth still
counts as part of the taxable estate

• If there is no change in income tax rates, there is no
difference on the impact to the overall estate

Depending on the age of the client, the future
performance of the account and pre- vs. post-
retirement tax brackets, this could be a win-win
for both the accountholder and the beneficiaries.
The accountholder has a tax-free source of post
retirement income without required minimum
distributions. The ultimate beneficiaries of the
Roth IRA receive income tax-free proceeds at the
accountholder’s death. Younger clients could see
many years of tax-free growth after the conversion.
Clients should do a thorough analysis prior to
converting to see if the conversion makes sense
in their tax situation.
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What about the high-net-worth client? 

The thinking shifts, however, when it comes to an estate
planning case. A Roth IRA creates an income tax-free
legacy for the next generation, but the amount is still
subject to estate taxes, if they apply. If the client chooses
not to convert, a Traditional IRA is also an IRD (income
in respect of decedent) asset, meaning the beneficiary
does not receive a step-up in basis at the death of the
owner. The result is both income and estate taxation
(if applicable) upon death. This double layer of taxation
could cause a significant loss of account value (often
50%–70%) as the Traditional IRA passes to the next
generation. 

A Roth IRA is only slightly better. Roth beneficiaries may
lose as much as 45% of the account balance to estate
taxes with a Roth IRA instead of the 50%–70%
of account balance shrinkage due to both estate and
income taxes on a Traditional IRA. Although this is an
improvement, the Roth IRA gets the high-net-worth
client only marginally closer to the goal of a maximized
legacy for their heirs. Although income taxes do not
come into play, estate taxes still weigh heavily on what
ultimately passes to the next generation. As a result,
most estate planners have developed a healthy aversion
to qualified money of all kinds, Roth IRAs included. 
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How does life insurance fit into this picture?

Traditionally, income tax-free death benefit was one of
the unique benefits of purchasing a life insurance policy.
Depending on the product selected and the strength of
the carrier, life insurance provides a guaranteed, income
tax-free rate of return for beneficiaries. For high-net-
worth clients, a life insurance policy purchased inside
a properly structured Irrevocable Life Insurance Trust
(ILIT) allows the double benefit of an income and estate
tax-free distribution to the heirs. From the estate tax
perspective, the Roth IRA is very similar to a Traditional
IRA in that both count as part of the taxable estate. A life
insurance policy purchased by an ILIT is not included in
the taxable estate.

So what is the solution for a high-net-worth client?
Convert the Traditional IRA to a Roth or use life
insurance inside an ILIT? Or Both?

The use of life insurance inside of an ILIT is still one
of the best ways to accomplish the goals that are most
important to high-net-worth clients, which are reducing
the taxable estate and maximizing what is left to heirs.
A Roth IRA conversion accomplishes the goal of creating
an income tax-free sum of money, but the account
balance is still subject to estate taxes.

The solution for a high-net-worth client must strike a balance between retirement income needs and legacy

creation. For post retirement income needs, the Roth conversion makes sense in many cases and allows for

unprecedented flexibility in distribution planning. For estate planning needs, the Roth conversion can be used

in combination with a gifting program to fund life insurance inside an ILIT. The combined approach allows the

high-net-worth client to effectively plan for post retirement income as well as the estate tax benefits of an

income AND estate tax-free legacy for the heirs.
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