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SMART INSIGHTS FROM FINANCIAL PROFESSIONALS

Here’s a Way to Save Social
Security and Defer RMDs

People who don’t need Social Security benefits could opt out of receiving them in
exchange for not being forced to take required minimum distributions.

While Social Security benefits are not going away, there are concerns
about the system’s solvency. In fact, according to a 2022 Nationwide
Retirement Institute survey?, 70% of Americans worry that the Social
Security program will run out of funding in their lifetimes. And these
worries may have merit. If the assumptions of the trustees of the Social
Security and Medicare trust funds are correct, by 2034, Social Security

will be able to pay out only 77% of scheduled benefits=.

But what if there was an easy way to get people who really don’t need
Social Security to suspend their Social Security? benefits, which would
help preserve the program for those who need it most and possibly

preserve Social Security as we know it indefinitely?

As conversations around these challenges are picking up in the U.S.
Senate, this article presents a legislative proposal called the RMD Option
(The Option) Act, which could potentially preserve Social Security
indefinitely. Most seniors age 70 and above#, of whom there are more

than 25 million, receive monthly Social Security payments.

Many of those people are also required by law to take distributions from
their tax-deferred accounts (the required minimum distribution, or
RMD), solely because the government wants to treat these distributions
as income and thus make them subject to income tax. Many of them
would happily suspend their Social Security payments in return for being
allowed to defer their RMDss.

Many affluent people would be comfortable in retirement without Social
Security benefits if they weren’t forced to artificially inflate their taxable
income by taking RMDs. They don’t worry about running out of money,
but they do worry about being artificially taxed. And in that context,

RMDs can create substantial tax liabilities.

Suddenly, at the age of 73, some retirees could go from a 12% tax
bracket® to a 24% bracket, or from a 24% to a 32%, and they’re stuck

with it. Furthermore, this RMD-forced jump in taxable income can cause
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their Medicare withholdings (another stealth tax) to double or triple. But
The Option could give them a meaningful tax-reduction opportunity.

We believe that, once elected, many retirees would stay on The Option
for the rest of their lives because they’d be saving more in taxes annually
than their Social Security benefits would provide. That would mean more

money in their portfolios and more for their heirs.

The overarching benefit of the plan is that, if a significant number of
people choose to defer or end their Social Security payments, Social
Security’s viability would improve. There would be many billions more for
the Old-Age and Survivors Insurance (OASI) Trust Fund” (opens
in new tab), which is the fund that the U.S. Treasury uses to pay out Social

Security benefits.

With the RMD Option Act, “option” is the operative word because it
would be a completely voluntary program. And if, after a year, those who
opted in wanted to go back to the traditional system, their Social Security
payments would resume at the level at which they were suspended,
eliminating any cost-of-living adjustments (COLA)? that occurred during

the suspension, and their RMDs would also resume.

ADMINISTERING THE RMD OPTION ACT

Choosing The Option would be simple. All a person would need to do

is go to the Social Security website and choose what they want to do.
They would be immediately informed that proceeding would result in
their current Medicare withholdings being frozen for the duration of the
suspension. Medicare premiums would no longer be withheld from the
Social Security payment, and the person would need to elect their out-of-
pocket payment method. (The majority of people pay the standard part B

monthly premium: $164.90 in 2023.)

After one year, if they wanted, they could end their participation in The
Option and restart Social Security payments. Having that choice provides
a built-in safety net. The risk of choosing The Option would be no greater

than any other financial decision.

Originally published on Kiplinger.com




THE ACT'S EFFECT ON TAXABLE INCOME
AND INCOME TAX REVENUE

For most financially well-off taxpayers, 85% of their Social Security is
taxed at their marginal bracket. Under The Option, a person’s taxable
income would drop by the amount of their RMDs plus 85% of the amount
of their suspended Social Security payments. These two reductions in
income could significantly lower the individual’s taxable income. And
that could open the door to an array of tax mitigation strategies that

many don’t consider due to artificially high tax brackets in retirement.

Of course, all the money held in tax-deferred accounts subject to RMDs
would still be subject to income taxes when withdrawn. While taxing
would be delayed until the money was withdrawn, under The Option,
as the account grew, there would likely be more money subject to tax
than otherwise. But remember that tax-deferred accounts and Social
Security are both assigned to individuals and are not on a joint basis.
One spouse could receive Social Security payments while the other took

advantage of The Option.

According to the 2019 SECURE Act?, many beneficiaries who
inherit the pre-tax accounts mentioned must have these accounts fully
distributed within 10 years. All distributions will be subject to income
tax. If individuals with large tax-deferred accounts were not forced to
start taking RMDs at age 73, the invested funds could potentially grow
throughout their retirement years, resulting in exponentially larger

accounts being left to heirs.

Once again, this means more tax revenue through the forced

10-year distribution period.

WHO WOULD BE GOOD CANDIDATES FOR THE
RMD OPTION ACT?

As income goes higher, the desirability of The Option increases. Those
who save consistently would give it more serious consideration. Higher
earners are also likely to receive larger Social Security payments, but find
the need for Social Security payments less necessary. The “sweet spot,”
so to speak, for The Option are individuals age 70 and older who receive
Social Security payments and have taxable income above $100,000,

consisting primarily of RMDs and Social Security payments.

Through a simple cost-benefit analysis, anyone can easily see if this
proposal would be beneficial. The cost would be Social Security
payments, although the word “cost” is a bit of a misnomer. If a person
chose The Option, their taxable income would drop by the amount of

their Social Security payment plus their RMD. The benefit would be the
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deferral of the RMD and Social Security taxes, which can be expressed
as (RMD + .85 X SS) x MTR (marginal tax rate). If the cost is less than
the benefit, one might choose The Option. The Option is most likely
financially beneficial if SS < (RMD + .85 X SS) x MTR.

Of course, personal finances are indeed personal, not just mathematical.
Some with much lower RMDs may feel that the benefits of having a
tax-sheltered account for the rest of their lives exceeds the benefits

of Social Security payments. Others may like the security of receiving
Social Security payments even though they may be better off financially
choosing the RMD Option. Once again, this reinforces the importance of

optionality.

Because of the mechanics of RMDs, as people get older, the amount that

the government requires them to take as a distribution from their tax-
deferred accounts continues to increase, making The Option look even more
appealing. There should be few cases of dropping The Option once a person
has chosen it. And by choosing to forgo annual Social Security payments, it

very well could strengthen the solvency of the Social Security program.
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