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Opportunities & Perils of No 2020 RMDs

Notices
Mallard E-Mail Update
We strongly encourage all clients to read our E-Mail Updates (which are different from
this quarterly newsletter). They
may contain important information that is relevant to your
situation. It is always best to
call us if you think something
may apply to you so that we
can discuss it.
If you are not receiving our EMail Updates, let us know by
sending us an e-mail requesting to be added to our list.

Use ShareFile
When sending confidential
information to us, please remember to use the secure
ShareFile link contained at the
bottom of each of our email
signatures. This link is also
located at the top of every
page of our website.

William D. Starnes

In response to the unfolding COVID-19 global pandemic, the Coronavirus Aid,
Relief, and Economic Security (“CARES”) Act was signed into law in late
March 2020.
For our clients (over age 70), one of the most significant aspects of this law is the
ability to skip required minimum distributions (RMDs) from retirement accounts
for 2020. In other words, retirement account owners now have the option of taking as much or as little a distribution from their IRAs in 2020.
The purpose of this law is to help minimize the impact of retirement withdrawals
occurring in the midst of a bear market (i.e. selling low). A similar provision was
enacted in 2009 for the same reason. For 2020 this provision is broad and applies
to IRAs, SEP IRAs, SIMPLE IRAs, 401(k)s, 403(b)s, and Governmental 457(b)
plans. Furthermore, the relief applies to both retirement account owners, as well
as to beneficiaries taking inherited IRA distributions. The option of skipping
required account distributions presents great opportunities, but also some
perils.
Many of our clients do not need to take their RMDs for cash flow purposes.
Therefore, they want to skip them in order to avoid the taxable income these distributions would otherwise create. For example, a 75-year old married client with
a $2mm IRA must take an IRA distribution of about $80,000. This is $80,000 of
taxable income. Let’s say this client also has $500,000 in a liquid cash savings
account. If they needed the $80,000 for cash flow, they could simply take this
from the cash account, leaving the $80,000 in the IRA. This would eliminate the
$80,000 of taxable income. Taking the $80,000 from the cash account would
NOT generate any taxable income. This would have a significant positive impact
upon this client’s tax liability in 2020, and presents a great opportunity for tax
savings.

Mallard Advisors, LLC
7234 Lancaster Pike, Ste 220A

Hockessin DE 19707
Phone: 302-239-1654

bill@mallardadvisors.com
www.mallardadvisors.com

Continued on page 2

Opportunities & Perils...continued
If you really think about it, what if this client is typically in the 22% Federal Tax Bracket (as illustrated
in the graph on the first page). If they are now (due
to NO RMD) in the 12% tax bracket, might this create a once-in-a-lifetime opportunity in 2020 (the
second column in the graph on the first page)?
This client will likely never see the 12% Federal
Tax Bracket again. In fact, at the first death, the surviving spouse will immediately be
exposed to even higher taxes due to
the “single” tax brackets being more
progressive than the “married tax
brackets”. This can be seen in the
graph on the prior page. Note how
the brackets change in the year
2042.

tal income down). They look
at the tax tables and see that
ordinary income from the current $8,000 up to
$80,250 will be taxed in the 10%-12% Federal Tax
Bracket. Therefore, acting conservatively they conclude they will perform a $35,000 Roth IRA conversion to ensure they pay a maximum of 12% tax on
this.
Here is the rub. Just because the tax
tables say your $35,000 of additional income will largely be subjected
to the 12% Federal Income Tax
Bracket, this does not actually mean
you will pay about 12%. In fact, our
client would actually pay 21% of
this conversion in tax! What? This
is not much of a tax savings compared to their normal 22% federal
tax bracket. Therein lies the perils of
trying to take advantage of the lack
of RMDs for 2020.

As income rises, it will progressively be exposed to the tax brackets
shown in the image on the right.
The astute reader might say, “Since
I will never see the 10%-12% Federal Tax Bracket again, might it be
a good idea to create some income
now so that I fill up (or fully utilize)
the 12% bracket? That way the
same income does not get taxed at
the 22%+ bracket in the future”.
They would indeed be asking the
right question. So, how do you create taxable income? You could take
a voluntary IRA distribution, cash in
U.S. Savings Bonds, sell some highly appreciated stock, or perform a Roth IRA Conversion.
In my opinion, performing a partial Roth IRA conversion is usually the best method of creating taxable income. This is because the converted dollars
are still liquid if needed, but if not, the future withdrawals will be 100% tax-free instead of taxable (if
it remained in the IRA).
Let’s say we have a client who wants to take advantage of this unusual opportunity to accelerate
income into the 10%-12% tax bracket in order to
avoid higher tax brackets in the future. They estimate that without the RMD this year, their taxable
ordinary income will be about $8,000 (after the
large standard deduction of $27,400 brings their toThe Mallard Call

The problem with tax planning is
that it is complicated, and tax advisors (and their clients) must distinguish between the published IRS
Tax Brackets and the actual Marginal Tax Rates they will actually
pay on the next dollar of taxable income.
Now, normally, you do pay what the
IRS tax tables say, but sometimes
you pay more...much more. How is
this possible? It is possible because there are many
moving parts to the tax calculation. If you were to
add one dollar of additional income, you not only
pay the 12%, but this dollar of additional income
may trigger other negative tax consequences. For
example, that additional dollar of income can also
result in higher Medicare premiums, a larger
amount of your Social Security being subjected to
taxation, the loss of tax credits, or many other unintended consequences.
Most people can visualize the tax brackets as shown
in the image on this page. Looking at it this way is
simplistic and does not tell the whole story. Should
this client perform a $35,000 Roth Conversion and
will all that income be taxed at the 12% income tax
rate?
July 2020
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Opportunities & Perils...continued

ences
are
sometimes
significant,
and therefore,
important in
inadvertently
creating income in higher than desired
tax
rates!

Let’s take a closer and more nuanced look at their
tax situation. The blue area in the graph on this
page is simply laying out the published IRA tax
brackets along the vertical axis. The client’s taxable income is represented by the solid vertical line
on the left side of the graph. If the client creates
additional income (via a Roth IRA Conversion),
their income would rise, and the line would move
to the right and they would move up in tax brackets.
Focus on the blue area and you can see that as income increases, they move from 10% (their current tax bracket) to 12%, 22%, and 24%. While the
blue area is indeed the IRS tax bracket based upon
the client’s ordinary income, it does not represent
the percentage of tax they will pay on the next additional dollar of income (i.e., the actual Tax
Rate).
The actual tax rate for the client is shown by the
black line that is floating on top of the colored area. Currently they are in the 19% tax rate, and then
(as income starts to rise), they will move to the
22% tax rate. In other words, if this client were to
perform a $35,000 Roth IRA conversion, they
would be paying 19% on the first $6,000 of the
conversion, then 22% on the balance of the conversion. Again, the blue area is what the IRS tells
us we will pay, but at Mallard we are able to calculate the actual tax rate that you would pay based
upon your own unique tax situation. The differThe Mallard Call

Why is the
actual tax rate
higher
than
the published
IRS
tax
bracket? In this case, it is solely because each additional dollar of income subjects more Social Security
income to taxation.
This will continue until a full 85% of Social Security
ends up taxed. Then this effect will drop away, but
only temporarily. The 10% tax bracket is a fiction
for this client (and many retirees). The 12% bracket
is also almost never seen. While you are indeed adding income that is being taxed at 10%, you are also
inadvertently increasing the amount of your Social
Security that gets taxed. This results in far more tax
that must be paid than considered at first glance. The
net effect is that with each additional dollar of income for this client, it is ultimately creating a tax liability that is 19%-22% of the client’s income (their
actual tax rate). This is what has been called the Social Security Tax Torpedo!
In 2020, many clients are provided with a “once-in-alifetime” opportunity to avoid taking their IRA distributions. This also presents an opportunity to create
income in lower (never to be seen again) tax rates.
However, navigating your taxable ordinary income in
a way that avoids creating income at unexpectedly
high tax rates is riddled with perils.
Be sure your advisor can calculate your 2020 tax,
and build multiple scenarios to take
advantage of waived RMDs without
being hit by the Social Security Tax
Torpedo or other such perils.
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Bill Starnes is the founder and senior
advisor at Mallard Advisors, LLC
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Market Commentary
The first six months of 2020 saw the advent of the worst global public health crisis since the 1918
influenza pandemic. In response, the world locked down, putting the economy into a kind of medically induced coma. The immediate effects were a severe and nearly instantaneous economic recession (accompanied by record unemployment), and the fastest, deepest collapse in stock prices in living memory.
Specifically, the U.S. stock market dropped from an all-time high on February 19th to a bear market low (so far) on March 23
with a total decline of 34% in 33 days. There is no historical precedent for this steep of a decline in such a little
time. Confounding, it then posted its best 50 days in history.
Large U.S. stocks fell by 20% during the first quarter of 2020, then they rose by 20% during the second quarter. So, I guess a
20% drop followed by a 20% rise seems fitting for the year 2020. Of course, it takes more than a 20% rise to make up for a
20% loss, which is why large company U.S. stocks are still down 3.2%. With everything that’s going on in the world and in our
lives, seeing that large U.S. stocks are down about 3% feels both miraculous and odd (like the market must be missing something).
International investors experienced the same lurching investment ride as U.S. stock holders, but with a shallower recovery. The broad-based Vanguard Total International Stock Index of businesses in foreign economies lost 24.3% in the first quarter, and then gained back 18.1% in the second quarter. Year to date, the index is down 10.7%.
What is going to happen in the second half of this year? I won’t answer that, not only because I don’t know, but because we are
not investing for six months. We are long-term, disciplined, and patient investors with an investment philosophy that does not
include decisions that developed around what may or may not occur in the short-run.
In fact being willing to say, “I don’t know”, and sticking to our investment philosophy has been difficult, but critical in getting
market returns that have been decent considering the circumstances. There must be thousands of economists and professional
active investors around the world, and it is obvious that the economic events and stock market moves were forecast by absolutely none of them. If you were one of those individuals driven to sell stocks to “get out” before things got worse, then you
also know how impossible it was to successfully profit from the confounding stock market moves of this year.

Asset Class Returns

The Mallard Call
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