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An In-Depth Case Study on Social Security Taxation 

When you take a serious look at 
the nuts and bolts of Social 
Security taxation, the results  

are staggering. And so is the amount of 
money you can save if you plan properly.

And by planning properly, we mean 
that you can save a great deal of money in 
taxes simply by using the cash value in a 
life insurance policy to provide retirement 
income, rather than using, for example, 
a distribution that is taxable, such as a 
traditional IRA. This article shows you 
how.

But before we get to that, we need to 
take a quick look at how the income 
taxation of Social Security works. The 
calculation is far more complicated than 
you might expect. For example, tax-free 
income from municipal bonds is counted 
in the formula for taxing Social Security 
benefits, even though this income doesn’t 
generate an income tax directly. So in some 
situations, tax-free income could result in  
a higher tax bill because more of your 
Social Security is taxable.

Basically, anywhere from 0 percent to 
85 percent of your Social Security income 
can be taxable. It all depends on your other 
income. Generally, a married couple 

relying just on Social Security for their 
retirement income is likely to see 0 percent 
of their Social Security taxed. A married 
couple with a significant amount of other 
income, be it from employment, dividends 
or other taxable investments, is likely to see 
85 percent of their Social Security taxed. 

Look at the following examples in  
Table 1. There are three different scenarios. 
In each, a married couple receives $40,000 
this year in Social Security income. And 
their total income in each case is $90,000. 
So we have married taxpayers all receiving 
the same amount of money. But the source 
of that income is what’s different. 

In Scenario 1, the couple receives a 
distribution of $50,000 from an IRA,  
plus the $40,000 from Social Security.  
This IRA income, if it is not from a  
Roth IRA, is taxable.  

In Scenario 2, they receive $40,000 
from an IRA, and the rest ($10,000)  
as a non-taxable loan from a life insurance 
policy. 

And in Scenario 3, they receive 30,000 
from an IRA and the rest ($20,000) as a 
non-taxable loan from a life insurance 
policy.

So in Scenario 1, the maximum amount 
of the Social Security income is taxable  
(85 percent). 
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TABLE 1
Tax Year 2019

Married Couple Filing Jointly – Both Age 65+,  
Standard Deductions; $90,000 Gross Income

 Scenario 1 Scenario 2 Scenario 3
 Calculation

Social Security Income $40,000 $40,000 $40,000
Taxable SS Income 28,100 19,600 5,100

IRA Distribution 50,000 40,000 30,000

Adjusted Gross Income 78,100 59,600 35,100

Standard Deduction (27,000) (27,000) (27,000)

Taxable Income 51,100 32,600 8,100

Tax 7,044 3,524 810

Loan from Insurance Policy 0 10,000 20,000

 Analysis
Gross Income $90,000 $90,000 $90,000

Net Income 82,956 86,476 89,190

Tax Savings  3,520 6,234

15 Year Present Value @ 5%  $36,536 $64,707
 Income tax due based upon 2019 Federal income tax tables. Source: Kenneth Sokol
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Important Notice: The information contained in this document is not intended to (and cannot) be used by anyone to avoid IRS penalties. This document supports the promotion and marketing  
of insurance products. 
Security Mutual and its agents may not give legal or tax advice. Any discussion of taxes herein or related to this document is for general information purposes only and does not purport to be 
complete or cover every situation. Tax law is subject to interpretation and legislative change. Tax results and the appropriateness of any product for any specific taxpayer may vary depending  
on the facts and circumstances.
All examples shown within the presentation are hypothetical in nature and provided for educational purposes only.  Actual results may vary depending on circumstances. All information provided 
from the Security Mutual Life Social Security Evaluator is intended to be accurate and timely; however, Security Mutual does not guarantee its accuracy. Reliance on the information generated 
should be undertaken only after an independent review of its accuracy and, where applicable, in consultation with your tax, legal or other professional advisor.
The text, illustrations, graphics and images displayed within this presentation are and will remain at all times the property of Security Mutual Life Insurance Company of New York, unless stipulated 
otherwise. They cannot, under any circumstances, be sold, reproduced, copied, modified, published, distributed, broadcast or retransmitted in whole or in part, without prior written consent from 
Security Mutual.
Insurance products are issued by Security Mutual Life Insurance Company of New York. Product availability and features may vary by state. Eligibility for life insurance is subject to the Company’s 
underwriting rules and receipt of payment. Premium rates will vary based on any and all information gathered during the underwriting process, and medical exams may be required. Life insurance 
policies contain exclusions, limitations and terms for keeping them in force. Your agent can provide costs and details. Guarantees are based on the claims-paying ability of Security Mutual Life  
Insurance Company of New York.
Distributions from the policy will reduce the death benefit and cash surrender value and may cause the policy to lapse. Lapse of a policy with a loan may have tax consequences.
This information is not approved, endorsed or authorized by the Social Security Administration, Centers for Medicare  
and Medicaid Services or the Department of Health and Human Services.
Copyright © 2019, Security Mutual Life Insurance Company of New York. All rights reserved.

In Scenario 2, something less than that  
is taxable (28.5 percent). In Scenario 3,  
10 percent of it is. Keep in mind that the 
couple is still receiving the same amount  
of gross income: $90,000. It’s just a different 
form of income. But the tax savings in 
Scenario 3 vs. Scenario 1 are just over  
$6,200. And that’s just for one year!

There is an important caveat here, 
though. You need to remember that  
generally you get a tax deduction when you 
contribute to an IRA. This is not true for 
 a life insurance policy. Thus, an IRA often 
results in a lower tax bill while it’s being 
funded, but may provide for a higher tax  
bill in retirement.

One quick note about something the 
news media like to refer to as the “tax 
torpedo.” This term simply means that 
income taxes on your Social Security income 
may be worse than you realize. Taxable 
distributions—for example, from an IRA—
often have the unintended effect that more 
of your Social Security income will be 
taxable.

This is a perfect example of the tax 
torpedo and how to reverse it. The bottom 
line here is that by using life insurance,  
you end up saving money because properly 
designed withdrawals and loans from a life 
insurance policy can be tax-advantaged 
under current law. You save even more 
because using the life insurance means that 
less of your Social Security income is taxable.

Your Security Mutual agent can help you 
evaluate your options. Our software, the 
Security Mutual Life Social Security  
Evaluator, can provide an easy-to-understand 
illustration that breaks down how much of 
your Social Security is taxable. For a sample, 
see Table 2, which is based upon a real life 
example. 

TABLE 2
Sample Tax Threshold Output

from Security Mutual Life’s Social Security Evaluator

Prepared for:  John & Mary

Both spouses file at full 
retirement age. 

In some years the 85% threshold may be reached before 50% of Social Security becomes taxable.
Combined income as defined by Social Security includes your adjusted gross income, tax-exempt interest income  
and half of your Social Security benefits. However, a more precise definition can be found in IRS Pub. 915, pg. 6.  
(https://www.irs.gov/pub/irs-pdf/p915.pdf)
Social Security tax thresholds for a single person are $25,000 for 50% and $34,000 for 85%.
Social Security tax thresholds for a couple, Married Filing Joint (MJF), are $32,000 for 50% and $44,000 for 85%.
The reference table used to generate this information provides details based upon $1,000 increments of Social Security 
income. Therefore, the projected Social Security income is rounded down to the closest $1,000 increment.

  Social 50%  85% Maximum
  Security Threshold 50% Threshold SS income
 Year Ages Income Reached Maximum Reached Taxable

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


