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Deductible Roth 401(k) Look-A-Like

by

Robert B. Ritter, Jr.

InsMark Chairman/CEO

Ask a highly-paid executive this question: “How much could you contribute to a deductible
retirement plan if the retirement income is tax free?” For those with an answer, you have a new
prospect for a Deductible Roth 401(k) Look-A-Like.

Try this on a CEO: “If you could help selected executives fund a deductible retirement account with
tax free retirement income, would you like to see how it works?” For each CEO with a positive
reaction, you will likely provide a Deductible Roth 401(k) Look-A-Like for several executives.

What follows is not a casual read; however, your learning curve should increase rapidly. If the
subject is interesting to you, take the time to study this article and its related reports.

Case Study #1 (for-profit organizations)

Arthur Lee, age 45, is a top executive with Ryder Manufacturing Co., Inc. with current compensation
of $400,000. Let’s see if we can convince him to redirect $30,000 pre-tax a year for five years into a
Deductible Roth 401(k) Look-A-Like.

Step 1: Arthur agrees to a compensation reduction of $30,000 for five years. This costs him $16,500
a year after tax (in his 45% marginal income tax bracket). This is a key step as the out-of-pocket
results to Arthur are the same as if he made five deductible annual contributions of $30,000 to his
401(k) plan -- hence the use of the word “Deductible” in Deductible Roth 401(k) Look-A-Like.

Step 2: Ryder retains the $30,000 no longer paid to Arthur in each of the five years; however, it is no
longer deductible by Ryder, thus it retains a net $19,800 each year in its 34% tax bracket.

Step 3: Ryder loans Arthur $30,000 a year for five years which he uses to fund $750,000 of Indexed
Universal Life via a loan-based split dollar arrangement. Ryder is out-of-pocket $10,200 in each of
the five years (split dollar loan to Arthur of $30,000 for five years less the net $19,800 retained for
five years in Step 2.)

Step 4: Ryder carries the cumulative loan on its balance sheet as a loan receivable (secured by the
life insurance policy).

Step 5: Arthur pays loan interest to Ryder at the current Applicable Federal Rate (“AFR”), and the
April 2010 long-term AFR of 4.40% is illustrated. Ryder provides a gross-up bonus to Arthur to
offset the loan interest Arthur owes. The bonus is deductible by Ryder, and the loan interest paid by
Arthur is taxable to Ryder.

Step 6: Arthur repays the loan in year 20 via a withdrawal from the life insurance policy. The life
insurance policy remains in force, but it is no longer subject to a split dollar arrangement.
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Step 7: In year 21, Arthur makes loans on the policy of $36,000 a year for the next 20 years
producing total after tax retirement cash flow of $720,000. This after tax cash flow is analogous to a
Roth 401(k) -- hence the use of the phrase “Look-A-Like” in Deductible Roth 401(k) Look-A-Like.

Below is Ryder’s net payment analysis. Note in Column (11) there is a negative cumulative charge
to earnings for Ryder in all years, and a negative value indicates a credit to earnings. As you can see
in year 20 of Column (4), the $150,000 loan is scheduled to be repaid to Ryder via a policy
withdrawal. At that time, Ryder locks in the credit to earnings of $38,412, the policy is no longer
subject to the split dollar arrangement, and Arthur is free to use cash flow from the remaining policy
values to supplement his retirement.

Click here before proceeding to review the entire illustration for Arthur’s Deductible Roth 401(k)
Look-A-Like.

Case Study #1 - A Comparative Alternative for Arthur Lee

Arthur could decide not to reduce his compensation by $30,000 a year for the next five years and
invest the resulting $16,500 in after tax funds each year in, let’s say, an equity account.

Click here to review this strategy in illustrations from the Equity Account Calculator available on the
InsCalc® tab in the InsMark Illustration System. We assumed a 7.5% yield and a 1.00% dividend to
match the 8.50% illustrated with the Indexed UL. The equity account runs out of gas after only six
retirement years when tasked with matching the after tax retirement cash flow results of $36,000 a
year from the Deductible Roth 401(k) Look-A-Like. If spread over 20 retirement years, the equity
account produces only $14,566 a year.

Ryder’s Net Payment Analysis

https://www.insmarkstore.com/registry/PDFs/Arthur_Lee_-_Roth_Look-A-Like.pdf
https://www.insmarkstore.com/registry/PDFs/Arthur_Lee_-_Equity_Account_Alternative.pdf
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Case Study #1 - Retirement Cash Flow @ Age 65 and Residual Values @ Age 85

Deductible Roth 401(k) Look-A-Like: The life insurance policy underwriting the arrangement is
illustrated to produce after tax retirement cash flow for Arthur of $36,000 a year for 20 years
($720,000 total) with residual cash value of $406,266 wrapped in $496,766 of policy death benefit.
This is produced after a policy withdrawal is made from cash values of $150,000 in the year prior to
retirement to repay the split dollar loans due Ryder.

Equity Account #1: Starting at age 65, this account is illustrated to produce after tax retirement cash
flow for Arthur of $36,000 a year for 6 years plus $346 in year 7 ($216,346 total) with residual value
of $0 thereafter.

Equity Account #2: Starting at age 65, this account is illustrated to produce after tax retirement cash
flow for Arthur of $14,566 a year for 20 years ($291,321 total) with residual value of $28.

By loaning funds for the split dollar arrangement, Ryder uses its cash far more efficiently than, for
example, a matching contribution to a formal defined contribution plan since, with a Deductible Roth
401(k) Look-A-Like, it ends up permanently enhancing its balance sheet -- in this case, by a
permanent amount of $38,412.

The equity account is no match for the life insurance policy once you account for all the items that
retard the growth of an equity account such as management fees, income tax on dividends and short-
term gains, and capital gains tax on long-term gains. These items are all reflected in the equity
account illustrations discussed above.

Note: In addition to the Deductible Roth 401(k) Look-A-Like, Ryder could also schedule a one-time,
pre-retirement severance benefit for Arthur equal to his realized compensation reductions, the cost of
which would be partially offset by Ryder’s negative charge to earnings. If such severance were
added to the equity account arrangement, there would be no corresponding offset.

Case Study #2 (tax-exempt organizations)

The costs and benefits for an executive of a tax exempt organization are exactly the same as the costs
and benefits for an executive of a for-profit organization -- including both the Deductible Roth
401(k) Look-A-Like and the equity alternatives. A tax exempt organization’s costs are different than
a for-profit organization’s costs, and the differences are highlighted in red below.

Robert Huntington, age 45, is a top executive with Bay Area Medical Center with current
compensation of $400,000. Let’s see if we can convince him to redirect $30,000 pre-tax a year for
five years into a Deductible Roth 401(k) Look-A-Like.

Step 1: Robert agrees to a compensation reduction of $30,000 for five years. This costs him
$16,500 a year after tax (in his 45% marginal income tax bracket). This is a key step as the out-of-
pocket results to Robert are the same as if he made five additional annual contributions of $30,000 to
his 401(k) plan.

Step 2: The Medical Center retains the $30,000 no longer paid to Robert in each of the five years.
Since the Medical Center is not subject to income taxation, it retains the entire $30,000.

Step 3: The Medical Center loans Robert $30,000 a year for five years which he uses to fund
$750,000 of Indexed Universal Life via a loan-based split dollar arrangement. The Medical Center is
out-of-pocket $0 in each of the five years (split dollar loan to Robert of $30,000 for five years less
the $30,000 retained for five years in Step 2.)

Step 4: The Medical Center carries the cumulative loan on its balance sheet as a loan receivable
(secured by the life insurance policy).
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Step 5: Robert pays loan interest to the Medical Center at the current Applicable Federal Rate
(“AFR”), and the April 2010 long-term AFR of 4.40% is illustrated. The Medical Center pays a
gross-up bonus to Robert to offset the loan interest he owes. The bonus is not deductible by the
Medical Center nor is the loan interest paid by Robert taxable to the Medical Center.

Step 6: Robert repays the loan in year 20 via a withdrawal from the life insurance policy. The life
insurance policy remains in force, but it is no longer subject to a split dollar arrangement.

Step 7: At the beginning of year 21, Robert makes annual loans on the policy of $36,000 a year for
the next 20 years producing total after tax retirement cash flow of $720,000.

Below is Bay Area Medical Center’s net payment analysis. Note in Column (9) there is a negative
cumulative charge to earnings for the Medical Center in all years, and a negative value indicates a
credit to earnings. As you can see in year 20 of Column (4), the $150,000 loan is scheduled to be
repaid to the Medical Center via a policy withdrawal. At that time, the Medical Center locks in the
credit to earnings of $58,412, the policy is no longer subject to the split dollar arrangement, and
Robert is free to use cash flow from the remaining policy values to supplement his retirement. Note:
In all years, the Medical Center’s credit to earnings in Column (9) is higher than Ryder’s
corresponding numbers (caused by the Medical Center’s tax exempt status).

Click here before proceeding to review the entire illustration for Robert’s Deductible Roth 401(k)
Look-A-Like.

Bay Area Medical Center’s Net Payments Analysis

https://www.insmarkstore.com/registry/PDFs/Robert_Huntington_-_Roth_Look-A-Like.pdf
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Note: The Comparative Alternative discussed below is identical to Arthur’s discussed above;
however, it is repeated here for consistency purposes. (Bay Area Medical Center’s tax exempt status
does not affect Robert’s personal numbers.)

Case Study #2 - A Comparative Alternative for Robert Huntington

Robert could decide not to reduce his compensation by $30,000 a year for the next five years and
invest the resulting $16,500 in after tax funds each year in, let’s say, an equity account.

Click here to review this strategy in illustrations from the Equity Account Calculator available on the
InsCalc® tab in the InsMark Illustration System. We assumed a 7.5% yield and a 1.00% dividend to
match the 8.50% illustrated with the Indexed UL. The equity account runs out of gas after only six
retirement years when tasked with matching the after tax retirement cash flow results of $36,000 a
year from the Deductible Roth 401(k) Look-A-Like. If spread over 20 retirement years, the equity
account produces only $14,566 a year.

Case Study #2 - Retirement Cash Flow @ Age 65 and Residual Values @ Age 85

Deductible Roth 401(k) Look-A-Like: The life insurance policy underwriting the arrangement
produces after tax retirement cash flow for Robert of $36,000 a year for 20 years ($720,000 total)
with residual cash value of $406,266 wrapped in $496,766 of policy death benefit. This is produced
after a policy withdrawal is made from cash values of $150,000 in the year prior to retirement to
repay the split dollar loans due the Medical Center.

Equity Account #1: Starting at age 65, this account is illustrated to produce after tax retirement cash
flow for Robert of $36,000 a year for 6 years plus $346 in year 7 ($216,346 total) with residual value
of $0 thereafter.

Equity Account #2: Starting at age 65, this account is illustrated to produce after tax retirement cash
flow for Robert of $14,566 a year for 20 years ($291,321 total) with residual value of $28.

By loaning funds for the split dollar arrangement, the Medical Center uses its cash far more
efficiently than, for example, a matching contribution to a formal defined contribution plan since,
with a Deductible Roth 401(k) Look-A-Like, it ends up permanently enhancing its balance sheet --
in this case, by a permanent amount of $58,200.

The equity account is no match for the life insurance policy once you account for all the items that
retard the growth of an equity account such as management fees, income tax on dividends and short-
term gains, and capital gains tax on long-term gains. These items are all reflected in the equity
account illustrations discussed above.

Note: In addition to the Deductible Roth 401(k) Look-A-Like, the Medical Center could also
schedule a one-time, pre-retirement severance benefit for Robert equal to his realized compensation
reductions, the cost of which would be partially offset by the Medical Center’s negative charge to
earnings. If such severance were added to the equity account arrangement, there would be no
corresponding offset.

For tax exempt organizations, in order not to run afoul of IRC Section 457(f), severance should only
be provided in the event of involuntary termination of employment or death; otherwise, it is likely
that the amount of promised severance will be included in the covered executive's income
immediately.

Note: The application that was used for the “Look-A-Like” Case Studies in this Marketing Alert
(InsMark’s Leveraged Compensation System) can illustrate an accompanying severance benefit, and
the specimen document sets referenced under “Resources” below contains specimen severance
documents for use by profit and tax exempt organizations.

https://www.insmarkstore.com/registry/PDFs/Robert_Huntington_-_Equity_Account_Alternative.pdf
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Resources

Those licensed for Version 5.0 (or higher) of InsMark’s Leveraged Compensation System can review
the menu prompts by going to http://insmark.com/WorkbookDownload/ConceptLibrary.html and
clicking on the Leveraged Compensation System Workbook listed under Deductible Roth 401(k)
Look-A-Like. (We used the Leveraged 401(k) Look-A-Like module in Version 5.0 to prepare the
illustrations associated with this article and customized the proposal heading on the Basic Data tab to
correspond with that name.) Those licensed for Version 15.1 (and higher) of the InsMark Illustration
System can review the menu prompts we used for the equity analysis for Arthur Lee and Robert
Huntington by going to http://insmark.com/WorkbookDownload/ConceptLibrary.html and clicking
on the InsMark Illustration System Workbook listed under Deductible Roth 401(k) Look-A-Like.

Version 19.0 (and higher) of InsMark’s Documents On A Disk® and Documents On The Net™ have
specimen documents for the transactions discussed in this article. They are located in the Employer-
Sponsored Split Dollar section of documents under the following headings:

Leveraged Deferred Compensation using Loan Regime Split Dollar (for-Profit Organizations)
Leveraged Deferred Compensation using Loan Regime Split Dollar (Tax Exempt Organizations)

For licensing information about any of the above Systems, please contact an InsMark Account
executive at 1-888-InsMark (467-6275). Institutional inquiries should be made to David A. Grant,
Senior Vice President - Sales, at 1-925-543-0513 or dag@insmark.com.

In closing, let me end with the two paragraphs from the beginning of this article:

Ask a highly-paid executive this question: “How much could you contribute to a deductible
retirement plan if the retirement income is tax free?” For those with an answer, you have a new
prospect for a Deductible Roth 401(k) Look-A-Like.

Try this question on a CEO: “If you could help selected executives fund a deductible retirement
account with tax free retirement income, would you like to see how it works?” For each CEO with a
positive reaction, you will likely have the chance to provide a Deductible Roth 401(k) Look-A-Like
for several executives.

Important Note: This information in this article is for educational purposes only. In all cases,
the approval of a client’s legal and tax advisers must be secured regarding the implementation or
modification of any planning technique as well as the applicability and consequences of new
cases, rulings, or legislation upon existing or impending plans.

IRS Circular 230 Disclosure

In order to comply with requirements imposed by the IRS which may apply to this document
(including any attachments, enclosures, or referred material) as distributed or as re-circulated, please
be advised that the material contained herein is not intended or written to be used, and it cannot be
used, by anyone for the purposes of avoiding any penalty that may be imposed by the Internal
Revenue Service under the Internal Revenue Code. In the event that this document (including any
attachments, enclosures, or referred material) is also considered to be a “marketed opinion” within
the meaning of the IRS guidance, then, as required by the IRS, please be further advised that the
material contained herein is written to support the promotions or marketing of the transactions or
matters addressed by the material contained herein, and, based on the particular circumstances, you
should seek advice from an independent tax advisor.
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