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Erik Averill (00:54):
Hey everyone, welcome back to the MLB podcast. I'm your host, Erik Avril and I am joined by my cohost, a former major league pitcher and certified financial planner, Travis Chick. Travis, welcome back to the podcast.
Travis Chick (01:22):
Hey, excited to do this actually in person now.
Erik Averill (01:24):
[bookmark: _Hlk59529689]I know. We are six feet away, so we're good and in the year 2020, when this is being recorded, but what we're also talking about it's the end of the year and it is all about year-end tax planning. How do we help our clients maximize their after tax returns and pay the least amount of taxes by taking advantage of all of the planning opportunities. And on this specific podcast, we want to talk about really the importance of the type of retirement plans that clients and people should be taking advantage of. So we'd just love to hear from you. What are the options? What should clients be thinking about at this time of year?
Travis Chick (02:04):
The first thing that needs to happen really is a proper tax projection being done. There's two forms of income that we focus on, especially with our athletes, the W2 income is kind of the obvious one. That's the one that the team pays you a salary, everybody knows about it and you're able to do some strategies along that. The one that gets kind of misunderstood the most is really focused on that off-field income, it's, what's called 1099 income. Actually you did a great job putting out the paper the other day, and we'll reference that in the notes there too, but it's called the 1099 income for off-field income.
Travis Chick (02:36):
Some of the strategies that we'll use for that, some people use what's called a SEP IRA, and you did a really good job of defining what that actually is. But the one that's probably the one that gets to be taken advantage of the most or needs to be taken advantage of the most is called an individual 401k. Most people out there have heard of a 401k, most people haven't heard of an individual 401k, and so there's a lot of tax planning and a lot of strategy that can go and have major tax implications both now and obviously in the future when taxes are going to be more important, especially if you have a long major league career.
Erik Averill (03:10):
And so as you're clarifying here, you had referenced most people are familiar with the 401k that's offered through their employer. So if you're a major league baseball player, you are familiar with the MLB Vanguard 401k, or about half of the minor league teams offer a 401k on the minor league side. But what we're talking about is separate, and this is specific for that 1099 income, and really the advantages of retirement plans is one of two ways. If you're in a high tax bracket money that is contributed into this account, you do not pay taxes on it in the calendar year. So $19,500, instead of paying the typical or effective tax rate, if you put that money into the individual 401k, you avoid paying taxes in the current year, it goes in, it's an actual investment account and it grows tax deferred until you take that money out.
Erik Averill (04:06):
The second option, which is a large part of what we're talking about this year for not only draft players, where the maximum amount they could receive only a $100,000, but some of these major league minimum guys that didn't make a lot because of COVID, they're in a lower tax bracket, and it opens up an opportunity to contribute to what's called a Roth individual 401k, and the benefit there is they're not going to pay a lot of money in taxes to the federal government or to their state right now, take advantage of that, put that money into a Roth, which now grows tax-free all the way till retirement and then when you take that distribution, you don't pay any taxes. So a big advantage to be able to do that. Can you talk a little bit about why a SEP is not ideal for a professional athlete, because for a lot of business owners, the SEP could make sense, but why the individual 401k over SEP?
Travis Chick (05:05):
There's several reasons really. And number one, I would start with what we call tax diversification. Everybody hears about diversifying your portfolio and diversifying your investments. For the clients that we're specifically referencing here today is, we're projecting these guys, these draft picks to make $500 million. The numbers can get substantially huge, right?
Erik Averill (05:27):
Right.
Travis Chick (05:28):
They're going to have a big pot of money that the teams are going to put into in their normal Vanguard 401k. If they play for 10 years, they're going to have their pension through the major league baseball. Obviously they've earned enough, they're going to have a huge amount of money in their social security, so there's these different pots of money that are all going to be taxed differently and so planning for that now, planning for how you're going to receive that money in the future is actually very important because if all of those things come to fruition, you're going to want a pot of money that you can pull on tax-free that you've already paid taxes on in a year that you were in a pretty low tax bracket.
Travis Chick (06:05):
So that's probably number one. So that's projection when planning right now, there's a big difference between tax planning and then just tax compliance. And that's where we're talking about today is actually tax planning. Really the difference between the SEP IRA though, is you're actually limited to the amount of money that you can put into it. Everybody's heard of a 401k, right? So you're allowed to defer 19,500 of those dollars that you earn, a lot of that money that's coming in from the shoe deals, car deals, glove deals, appearance deals, all that stuff, you're treated as an employee but you're also treated as an employer, and so you have the ability as the employee to defer that $19,500 into the account, right? And in a year where you made less than $207,000, you can do it in the right year, Okay?
Travis Chick (06:52):
But as the employer, because you are the employer that's putting yourself out there to earn that 1099 income, you can also make an employer contribution to get more money into that, right? You can't do that with a SEP. The other part too, is when we talk about tax diversification in the future that we're planning for because we're assuming that you're going to earn these dollars, there's what's called an IRA aggregation rule that is eliminated when you start using that, plus you can't start using those Roth treatments. So it's a pretty... It's not a terrible strategy, it's just... The reality is, it's not the right one for a draft pick because it doesn't take into account the years that they're earning the different types of income that they're earning.
Erik Averill (07:33):
And I think what you're really pointing out is, a SEP IRA for a lot of business owners, they're only thinking about the employer contribution.
Travis Chick (07:42):
Correct.
Erik Averill (07:42):
And a lot of times business owners aren't in the highest tax bracket. I think this goes back to our specialization of working with... We specialize in working with people in the highest tax bracket that we expect are going to be in the future, most likely in a higher tax bracket again.
Travis Chick (08:01):
Yep.
Erik Averill (08:01):
And why that's so significant is something called the backdoor Roth IRA, that when our clients are to a point where they now exceed a certain amount of income, the government doesn't allow them to put money into this Roth IRA, because it's really set up to encourage the general population to save for retirement; they don't want just the rich getting richer.
Travis Chick (08:24):
Sure.
Erik Averill (08:24):
Well of course, what do the rich do? They figure out a way, they pay people like us and say, "What is the tax code say? Is there a work around this?" And the short answer is, yes. So if you're in the highest tax bracket, especially if you're married, you and your spouse every single year should be taking advantage of something called the backdoor Roth IRA. I'm not going to go into super detail because we have an article about it but if you set up a SEP IRA, you can't do that. And ultimately that's really a sign that they probably aren't working with people in the highest tax bracket, because if I do the SEP, I can't do the backdoor Roth IRA; I’ve violated the IRA aggregation rule, and that's really why it's not in their best interest.
Travis Chick (09:08):
For sure.
Erik Averill (09:09):
And the great thing about the 401k, if on my tax bracket for the MLB draft kid this year, my tax bracket is really low. I contribute the Roth portion, but next year and the year after when the limits are your effective tax rates, upwards of 35 to 40%, now we're doing it the traditional way. Can you talk about just a reminder of what the traditional allocation is and maybe what the limits are in total. How much could you really get into one of these 401ks?
Travis Chick (09:39):
Yeah, before I go into that, one of the things that you... It occurred to me when you were talking about the business owners, right? Traditionally business owners are the business owner, right? They're not necessarily going to pay themselves a W2. So that's kind of the point of that 1099 income, because they're taking business distributions and trying to fully fund it that way. Right? So it's a completely different tool that's being used for a completely different type of person.
Erik Averill (10:07):
Yeah, and one thing I do want to add because that clarification, the reason most business owners don't set up a solo 401k, is because they're not solo, they have employees.
Travis Chick (10:16):
Yeah.
Erik Averill (10:17):
And so if you have employees, this individual 401k-
Travis Chick (10:20):
Doesn't work.
Erik Averill (10:21):
Not available to you. So one can very niche, very specific to the athlete the situation.
Travis Chick (10:26):
Yeah, for sure. So kind of back to the question on how much you can actually contribute. I touched on it a little bit, you're able to contribute the 19,500. So say in a year you earn... Some of these draft picks this year are earning upwards of two or three, $400,000 if they're drafted at the highest end, that's car deal, shoe, those glove deals, appearances, all that stuff, right? So out of that, as the employee anybody's allowed to contribute 19,500 in the current year, and that can get adjusted with inflation in the future, but as it stands today, 19,500 of the money that you earn as the employee into those funds or into the plans. The net side or the backside of that, the employer contribution, it's what? 25%? That the employer can do of the net surtax?
Travis Chick (11:12):
Yeah. So that number can get pretty substantial. Now, you touched on the difference between the traditional and the Roth. The traditional you're paying the taxes on it in the year that you're due, right? So that's where that tax planning is actually really important because as a draft pick, especially as a high school kid, let's think through the years, right? First year, pretty low tax bracket, earned 100,000, depending on the money they making off the field, it could get pretty substantial, but let's just assume he's in a pretty low tax bracket the first year. But we know that year two and three, that tax bracket is going to be really high. Traditionally high school draft picks aren't going to make it to the big leagues that fourth year, so you have a low tax bracket, a year high tax bracket, high tax bracket.
Travis Chick (11:53):
And then probably in that fourth year is the lowest tax bracket these guys will ever be in again in their life.
Erik Averill (11:58):
Right.
Travis Chick (11:58):
They might earn, I don't know, $10,000, depending on off-field income, it might go a little higher. That is a huge opportunity if you do this right to start putting money away in the two different buckets, traditional and Roth. And if you're able to convert that in the fourth year... We all in the finance world have heard of the rule of 72, right?
Erik Averill (12:18):
Absolutely.
Travis Chick (12:19):
So let's say at that time you got a 21 year old kid, that's got $100,000 just put away in a bucket, double that-
Erik Averill (12:27):
Tax-free.
Travis Chick (12:28):
Tax-free. Double that four times that's substantial money.
Erik Averill (12:32):
Yeah, let's do it one to 200, two to four, four to eight, right?
Travis Chick (12:37):
Yeah.
Erik Averill (12:37):
Eight to 16, right? You're talking $800,000 in retirement that you can pull on tax-free and it's incredible. And for the parents listening, or maybe agents or people that are familiar with retirement plans, the traditional 401k you're required to take distributions from. A Roth, you're not. So if you end up making 100,000,000, you're talking about a legacy asset to be able to pass on. And so I think just the importance is you can see our job is to minimize the amount of tax, but also set you up not only for today, but how do we create the maximum after tax distributions in retirement? Which is super important. And one other thing I want to hit on very briefly, we've got a whole other podcast that we've done on it; can you talk about the, so often you need to set up an LLC, right?
Travis Chick (13:30):
Yeah, that's a good one because so often people think, "Well hey, I need to set up this LLC for liability protection." What liability is there? I mean really, what liability is there as a baseball player because of the way that you earn that income? Right? If you're hiring people to go out and pay you to do that job, there is some liability there, but it's not like you're putting yourself out there and having liability protect. And then the backside of that is, so often people think of it as, "Hey, this is going to provide me some sort of a tax benefit."
Erik Averill (14:05):
Right.
Travis Chick (14:06):
That's the one that really draws them in. And the reality is we know this doing taxes that that income flows up, right? So you're still going to have to have the same taxes that are coming through, whether it's in the LLC, whether it's in your name, whether it's in a... Whatever it is, it's still going to flow through. So that money that you earned, the LLC, it's a fun way to say, "Hey, let's do some strategic planning." The reality is, it's going to cost you more money.
Erik Averill (14:32):
Yep.
Travis Chick (14:33):
It's not going to save you in taxes, it's going to give you a false sense of security because it doesn't provide a liability protection that you actually need, and you're, you're just costing yourself time and money.
Erik Averill (14:46):
And I think the reason we see this happen is, it's a fundamental misunderstanding that clients are different. What I mean by that is we have a PGA division. Most of those clients, they earn money only from 1099 income and there actually is some liability on the golf side because of when they're out doing sponsorship events and doing these types of things that an LLC for a golfer makes tremendous sense. A loan-out corp for a musician, an entertainer, a movie star, makes sense. If you're an NFL player, an NHL player, an MLB player, especially at the smaller levels, very rarely makes sense; just a waste of money. And so I think it's the misunderstanding of legal and tax are not the same thing. So this is why having an integrated tax team with your financial team as a family office is so beneficial.
Erik Averill (15:41):
We appreciate your guys' time. As you can tell, we geek out on this stuff, this is our analytics, but ultimately we know that you guys have worked hard for this money. You've sacrificed, you've put yourself in a position and I know nobody appreciates paying extra tax, and so make sure that you are saving every dollar you deserve. Head over to our website, which is awmcap.com, go over to the blog, you can find a detailed article about all this information and of course we'd love to help sort through it if you guys want to set up a phone call, but until next time, stay humble, stay hungry and always be a pro. 
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