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Un-Ringing the Bell: 
Fixing IRA and Retirement Plan Mistakes

It is not often that we can get a 
“do-over” or are able to fix an 

egregious mistake in the retirement-
plan world. For example, if a non-
spouse beneficiary of an inherited 
IRA attempts a rollover, there is no 
going back. If the money comes out, 
it cannot be returned; inherited IRAs 
can only be transferred. A rollover of 
an inherited IRA is a fatal error, and 
no one can un-ring that bell.
However, there are some other 
actions within the retirement-plan 
world which do carry a “get-out-of-jail 
free” card. Fixes can be found if you 
know where to look. Here are a half-
dozen retirement-related mistakes 
that can be corrected.

NUA Distribution Fails the  
Lump Sum Distribution Test

Sometimes fixes cannot be 
completed with proactive measures 
by the account owner. However, the 
correction occurs due to subsequent 
life events. One such fix can happen 
after a person fails the lump sum 
distribution test as it applies to net 
unrealized appreciation (NUA). NUA 
is the increase in the value of the 
employer stock from the time it was 
acquired in the plan to the date of the 
distribution to the plan participant. 
With the NUA tax break, a participant 
in a company plan can withdraw their 

stock from the plan and pay regular 
(ordinary) income tax on it but only 
on the original cost and not on the 
market value (i.e., what the shares are 
worth on the date of the distribution). 
The difference or appreciation is NUA. 

Example: Harry can elect to defer the 
tax on the NUA of the company stock 
distributed from his 401(k) until he 
sells that stock. When Harry does sell 
it, he will only pay tax at the long-term 
capital gains rate. 

To qualify for the tax deferral on NUA, 
Harry’s distribution must be a lump 
sum, meaning all the assets in all like-
plan accounts must be distributed. 
The distribution must occur in one 
calendar year, and the plan balance 
must be zero by the end of that year. 
Most importantly, the lump sum 
distribution can only occur after one 
of these four triggering events: 
1. Reaching age 59½;
2. Separation from service;
3. Disability; or
4. Death.

What if Harry reaches age 59½ 
and attempts to complete an NUA 
transaction but fails to completely 
empty his account? The NUA benefit 
is lost, because Harry failed the lump 
sum distribution test. He can’t fix this 
specific transaction, but Harry can 

https://www.irahelp.com/2-day
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Executive Summary

Executive Summary
Un-Ringing the Bell: Fixing IRA and Retirement Plan Mistakes

■  Lump sum distribution mistakes can be fixed after certain life events.
■ Unwanted beneficiaries can be fixed via cash-outs and disclaimers.
■  Unwanted 20% withholding from an employer plan can be fixed by completing the 60-day rollover.
■  Excess IRA contributions can potentially be fixed without penalty by the October 15 deadline.
■  “Incorrect” 1099-R Forms can be fixed by filling in the details of the distribution on your tax return.
■  When the custodian requires a check to be sent to the account owner, QCDs and transfers can be fixed 

by having the check made payable to the receiving institution.
Advising Clients That Sponsor Qualified Plans

■  The Employee Plan Compliance Resolution System (EPCRS) is a corrections program to help fix 
employer plan mistakes.

■  Three ways to fix employer plan problems: (1) Self-Correction; (2) Voluntary Compliance Program Filing; 
and (3) Audit Closing Agreement Program

■  While solo plans are not covered by ERISA, they are still subject to the same tax rules as larger plans.
Pairing the Widow's Penalty with Effective Planning Tactics

■  The Tax Cuts and Jobs Act (TCJA) broadened tax brackets for joint returns, so widows commonly find 
themselves in a higher bracket than before, on a similar or even lower income.

■  The effects of the Widow’s Penalty go beyond just relatively wealthy couples.
■  Another possible pitfall for widows is exposure to the 3.8% surtax on net investment income. 
■  The key to planning around the Widow’s Tax is to act while both spouses are alive; one possible tactic is 

to accelerate income to use the favorable joint return tax brackets.  

wait for another triggering event, 
such as when he separates from 
service. Then, another attempt can 
be made at properly completing 
the NUA transaction.

If Harry fails again to correctly 
complete the NUA transaction 
(e.g., he took an RMD which foiled 
the lump sum distribution test), he 
would need to wait for yet another 
triggering event to fix things. 

A new triggering event gives 
Harry a fresh start, and all prior 
partial distributions are no longer 
counted. Be aware, these NUA 
triggering event fixes will eventually 
run out. Harry will now either need 
to become disabled or die to be 
able to take advantage of the NUA 
tax benefit.

"Bad" Beneficiaries

Another mistake that can be fixed 
is when an account owner dies 
with certain named beneficiaries 

on the account. Subsequently, 
these “bad" beneficiaries at death 
can create problems with the 
stretch IRA. 

Fortunately, there is a fix. There is 
a “gap period” that begins on the 
date of death of the IRA owner 
and ends on September 30 of 
the year after the year of death. 
A significant amount of planning 
activity can – and should – take 
place within this window, including 
cashing out and disclaimers. If the 
surviving beneficiaries understand 
the intentions of the deceased 
account owner and work together 
during the gap period, fixes can be 
accomplished.

Cashing out: Any beneficiary 
can take their share before the 
September 30th date and cash out. 
A beneficiary that cashed out is 
not looked at when determining 
the age of the oldest beneficiary 
for RMD calculations. 

A charity should be cashed out 
by the September 30th date, 
since it has no life expectancy. A 
discretionary trust named as the 
IRA beneficiary that has language 
compelling the payment of estate 
debts and expenses from the IRA 
will mean that the estate is one of 
the IRA beneficiaries. 
The estate can be considered 
“cashed out” when these estate 
debts and expenses are paid off 
by the September 30th date (or if a 
reasonable sum for the debts and 
expenses is segregated by that 
date). Cashing out beneficiaries 
with no life expectancy fixes the 
stretch problem for the remaining 
designated beneficiaries.
Disclaiming: Most beneficiaries, 
including a trust, can disclaim 
within 9 months of the date of 
death and not be counted as a 
beneficiary on the September 
30th date. Disclaimers must be in 
writing and generally need to be 
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received within 9 months after the 
IRA owner’s death. Be aware that 
this 9-month period is measured 
as of the date of death, meaning 
it could expire well before the 
September 30th deadline. 
A disclaimer can be for all or a 
portion of the interest in the IRA. 
Leveraging a disclaimer can drive 
inherited assets to the intended 
or a more needy beneficiary, thus 
fixing the bad beneficiary problem.

Unwanted 20% Withholding on 
Distribution from Plan 

Another common error is when 
a participant in a company plan 
looks to move eligible plan assets 
to their IRA. As there are more 
than a few ways to move money, 
this mistake happens when the 
wrong method is selected, and 
the mandatory 20% withholding is 
applied to the transaction.
Example: Jesse no longer works 
for ABC Trucking and wants 
to move his entire $100,000 
401(k) account to his IRA. Jesse 
completes the appropriate 
employer form and checks the box 
for a full distribution; he plans to 
roll over the $100,000 within 60 
days of receipt. When the check 
arrives, it is only for $80,000, 
because his former employer is 
required by law to withhold 20% 
on any distributions paid directly to 
a participant. 
Jesse should have elected the 
direct rollover option to move the 
$100,000 to his IRA as opposed 
to a 60-day rollover. Had he 
requested a direct rollover, ABC 
Trucking would have made the 
$100,000 check payable to Jesse’s 
IRA custodian and would not have 
been required to withhold 20%. 
Even if the check was mailed to 
Jesse to deliver to the custodian – 
as long as it was made payable to 
the custodian – there would be no 
withholding. 
However, since the check was 
payable to Jesse, the $20,000 

went to the IRS. While Jesse is 
understandably frustrated, there is 
a fix.
What are Jesse’s steps to correct 
this situation? Jesse can roll over 
the $80,000, and he has the option 
to replace the $20,000 withholding 
amount with personal funds. 
This will result in a full $100,000 
rollover to Jesse’s IRA. When Jesse 
completes his taxes for the year, 
he will have a $20,000 credit that 
could potentially be refunded, thus 
making Jesse’s bank account that 
he used to replace the “missing” 
$20,000 whole.

Excess Contributions

Not all contributions to IRAs 
belong in IRAs. When a 
contribution is not permitted in 
an IRA, it is considered to be 
an excess contribution. The bad 
news is that excess contributions 
happen easily and often. The good 
news is that if you properly correct 
the contribution, you can avoid the 
excess contribution penalty.
When it comes to the timing of an 
excess contribution correction, the 
key deadline is October 15 of the 
year following the year for which 
the excess contribution is made. 
Why is this date so important? 
A 6% penalty applies to excess 
contributions. The only way to 
avoid the 6% penalty when an 
excess contribution occurs is 
to correct it by the October 15 
deadline.
When an excess IRA contribution 
is discovered before the deadline, 
there are two choices when it 
comes to fixes that will avoid 
the 6% penalty. The client can 
recharacterize the contribution or 
withdraw it. 
With both choices, the net income 
attributable (NIA) must accompany 
the contribution either when it is 
recharacterized or withdrawn. The 
NIA is calculated using a special 
IRS-approved formula. 

Many times, the IRA custodian will 
do the calculation. A worksheet 
with the formula can also be found 
in IRS Publication 590-A at  
irs.gov/pub/irs-pdf/p590a.pdf

After the deadline, a 6% penalty 
will apply for each year the excess 
contribution is not removed by 
December 31. It is paid by filing IRS 
Form 5329. This form can be filed 
with the IRA owner’s tax return 
or can be filed as a stand-alone 
return. There is no running away 
from the 6% penalty. 

The only way to avoid the 
6% penalty when an excess 

contribution occurs is to 
correct it by the October 15 

deadline.

Why? Because Form 5329 is 
considered to be a tax return (it 
has its own signature line), and if it 
is not filed, the statute of limitations 
does not start to run. The IRS can 
go back indefinitely to assess the 
penalty on the excess contribution 
as well as penalties for failure to 
file and pay, plus interest.

If the excess IRA contribution is 
discovered after the deadline, 
the options for fixing the mistake 
are different. Withdrawing the 
contribution is one way to solve the 
problem of an excess contribution 
after the deadline. Strangely, after 
the deadline, the rules do not 
require the removal of any net 
income attributable as they do 
before the deadline. 

The other way to correct an excess 
contribution after the deadline is 
to carry it forward. The IRA owner 
does not touch the IRA. Instead, 
he reports the excess contribution 
on his tax return as a contribution 
in the next year or several years. 
The custodian does not need to 
be notified and does not change 
any reporting already done. The 
IRA owner will be responsible for 

https://www.irs.gov/pub/irs-pdf/p590a.pdf
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Advising Clients That Sponsor Qualified Plans 

Many advisors are looking to 
advise clients that sponsor 

qualified plans or could benefit 
from doing so. These are small 
business owners, the self-
employed, or someone with a 
profitable “side gig.” Qualified plans 
mean larger contributions which 
translates into more assets under 
management. 
While large institutions are more 
than willing to sell someone a 
plan document, they aren’t always 
very helpful when it comes to 
compliance. This is where an 
advisor can help! For these clients, 

qualified plans offer a dual benefit: 
not only can they contribute more 
to a qualified plan than an IRA, but 
those contributions are also tax 
deductible. 
However, these benefits only apply 
if the plan complies with the tax 
code. At worst, a plan that fails to 
comply with applicable tax rules 
risks disqualification, meaning all 
assets are taxable for everyone 
in the plan, even those who had 
nothing to do with the error. At 
best, the plan retains its qualified 
status but must pay heavy taxes 
and penalties. 

Helping with Continued 
Compliance

Setting up a plan is the easy part. 
The more difficult aspect is annual 
compliance. If the plan includes 
people other than the owner 
and a spouse, then it could face 
various non-discrimination tests. 
The plan would have to engage 
someone for those tasks. A plan 
that only includes an owner and 
a spouse wouldn’t have to worry 
about those issues. However, 
they still must comply with the 
maximum contribution rules, 
which could vary each year. 

the 6% penalty for each year on 
the excess contribution amounts 
remaining in the IRA. 

"Incorrect" Form 1099-R

Form 1099-R can be a source of 
great confusion during tax season, 
because this form, while chock full 
of important information, does not 
tell the whole story when it comes 
to retirement account distributions. 
The instructions to Form 1099-R 
require the IRA custodian to report 
most traditional IRA distributions 
as taxable. There will be no special 
coding on the form to show a 
rollover, a qualified charitable 
distribution (QCD) or that basis is 
being distributed from the IRA.
A client’s first reaction when 
seeing a 1099-R reflecting a 
taxable distribution when there 
wasn’t one may be to contact the 
custodian and demand a corrected 
form. This would not be the way to 
go. There is no correction needed 
as the custodian has correctly 
done their part. 
Instead, the fix will come on the 
client’s tax return. This is where 
advisors need to be diligent and 
help clients communicate with 
tax preparers. Tell the rest of the 
story. Be sure that the tax preparer 

is aware that a rollover or QCD 
occurred or that a distribution 
included basis.

Be sure that the tax preparer 
is aware that a rollover or 
QCD occurred or that a 

distribution included basis.

Both rollovers and QCDs are 
reported on Line 4b of Form 
1040. The taxpayer enters either 
“Rollover” or “QCD” next to line 4b. 
If the total distribution was rolled 
over or was a QCD, enter "0" on 
line 4b. Line 4b is also adjusted if 
there is any basis being claimed 
as part of the IRA distribution. 
Additionally, the IRA owner must 
file Form 8606 to claim the basis in 
the IRA distribution. 

Check Sent to Client

Often, advisors looking to help 
clients maximize their retirement 
savings will encounter roadblocks 
when dealing with custodians. It 
is not uncommon for clients to be 
told that their financial institution 
will only issue a check. 
This is a problem. A check 
made payable to the client is a 
distribution that will trigger both 

the 60-day rollover and once-
per-year rollover rules. If the 
check is issued by an employer 
plan, the check may trigger 20% 
withholding. 

There is a fix if the custodian will 
not do a direct transfer to the 
client’s IRA and requires a check 
to be issued. The check can still 
qualify as a direct (trustee-to-
trustee) transfer even if it is sent to 
the client – it must be made out to 
the client’s IRA instead of the client 
directly. 

For example, if the name of the 
eligible retirement plan is ''IRA 
of John Q. Smith,'' and the name 
of the trustee is ''XYZ Bank,'' the 
payee line of a check would read 
''XYZ Bank as trustee of IRA of 
John Q. Smith.'' 

Similar hurdles can arise when 
clients are looking to do a QCD. 
Many IRA custodians will insist on 
sending the IRA owner a check. 
The QCD rules require a direct 
transfer of the funds from the IRA 
to a charity. IRS guidance has 
made it clear that a check sent to 
the IRA owner will satisfy QCD 
requirements as long as the check 
is made payable to the charity. ◼
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Additionally, changes in the law 
could necessitate amendments 
which must be adopted by certain 
deadlines. With all these rules, it’s 
no wonder that mistakes occur – 
and that applies whether we are 
talking about a small plan or a huge 
corporate plan with highly paid 
professionals. Thankfully, the IRS 
recognizes this and has created a 
corrections program. 

The “program” is actually issued 
in a Revenue Procedure that is 
frequently updated by the IRS. The 
program is called the Employee 
Plan Compliance Resolution 
System (EPCRS). The most recent 
iteration of EPCRS can be found 
in Revenue Procedure 2019-19 (irs.
gov/pub/irs-drop/rp-19-19.pdf), 
which was issued on April 19, 2019.

What to do When a Mistake 
Occurs

If a mistake occurs, EPCRS gives 
us 3 ways to fix the problem: 
1. Self-Correction
2. Voluntary Compliance Program 

(VCP) filing; and
3. Audit Closing Agreement 

Program (Audit CAP). 

The first two programs are 
voluntary, whereas Audit CAP is 
forced on a plan by the IRS (i.e., 
not a place you want to be). Unlike 
VCP, Self-Correction doesn’t 
involve any fees, penalties, or 
filings. For this article, we are going 
to focus on Self-Correction.

Moreover, many of the correction 
steps are spelled out right in the 
Revenue Procedure. That means 
advisors could potentially help 
clients fix the mistake without them 
incurring additional professional 
costs. But you want to be careful 
here and make sure you work 
closely with the recordkeeper. 

When to Use Self-Correction

Self-Correction can be used to fix 
what are called operational errors. 

This means participants didn’t 
follow the plan document. 
A good rule of thumb to follow is 
to correct the operational error 
within two years following the year 
in which the mistake occurred. If 
the deadline is blown, some errors 
can only be fixed with a VCP filing, 
which means IRS user fees and 
professional costs. 
Revenue Procedure 2018-52 gives 
detailed correction steps for a 
number of common mistakes. In 
fact, many of them are summarized 
in on-line IRS publications called 
“Fix-it Guides” available at irs.gov/
retirement-plans/plan-sponsor/fix-
it-guides-common-problems-real-
solutions.
The latter documents are meant to 
be user-friendly and a much easier 
read than the Revenue Procedure. 
Just remember that the Revenue 
Procedure is the actual law.
If a client is considering using Self-
Correction, the most important 
advice to give them is to document 
and retain everything! The IRS can 
challenge any corrective action, so 
the plan must show that it followed 
the appropriate procedures. That 
means clients need to document 
the usual suspects – Who, What, 
When, Where, and Why:

 σ Who: Document the number of 
participants who were affected 
by the mistake.

 σ What: Explain what went wrong. 
Get as specific as possible. 

 σ When: Document during what 
months the mistake occurred 
and when was it was discovered. 
You also want to note the actions 
taken.

 σ Where: Document not only the 
gaps that allowed the mistake to 
occur, but the steps the plan is 
taking to ensure it won’t recur.

 σ Why: Explain exactly why the 
mistake occurred. 

Tax Law Update: On April 19, 
2019, the IRS expanded the Self-
Correction program to include 

what are called "plan document 
failures." These include mistakes 
where the document does not 
meet the requirements, such as the 
failure to adopt an amendment by 
the due date. 
Not all plan document mistakes 
can be corrected under the Self-
Correction program, and the 
mistake must be fixed within 2 
years following the year in which 
the mistake occurred. 

If the client is considering 
using Self-Correction, the 

most important advice 
you can give them is to 
document and retain 

everything! 

Self-Correction Example No. 1: 
Late Contributions

Facts: Jackie owns a small 
company that employs 5 other 
people. The company has adopted 
a SIMPLE IRA, and everyone 
has chosen to participate in the 
plan and defer a portion of their 
compensation. The IRS rules 
require salary deposits to be made 
within 30 days after the end of 
the month in which they were 
withheld. 
However, in 2019 the business 
was having cash issues and Jackie 
didn’t make the SIMPLE IRA 
deposits for the months of June, 
July, and August. In September of 
2019, the cash issues cleared up 
and Jackie made one large deposit 
to the IRA to make-up all the 
missing months. Does she need to 
do anything else?
Correction: The August 
contributions were made in 
time. However, the June and July 
contributions were late. That 
means Jackie must make extra 
contributions to each affected 
employee for those months to 
represent lost earnings. 

https://www.irs.gov/pub/irs-drop/rp-19-19.pdf
https://www.irs.gov/pub/irs-drop/rp-19-19.pdf
https://www.irs.gov/retirement-plans/plan-sponsor/fix-it-guides-common-problems-real-solutions
https://www.irs.gov/retirement-plans/plan-sponsor/fix-it-guides-common-problems-real-solutions
https://www.irs.gov/retirement-plans/plan-sponsor/fix-it-guides-common-problems-real-solutions
https://www.irs.gov/retirement-plans/plan-sponsor/fix-it-guides-common-problems-real-solutions
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Just as the "Marriage Penalty" 
indicates that a married couple 

may pay more income tax than two 
single individuals, the tax code also 
includes a Widow’s Penalty. 

Often, a widow or widower’s 
emotional distress will be 
compounded by an increased tax 
bill, compared with the amount 
previously due on a joint return. 

Ironically, the Tax Cuts and Jobs 
Act (TCJA) of 2017 has made the 
Widow’s Penalty more severe in 
many cases. The TCJA broadened 
tax brackets for joint returns, so 
widows commonly find themselves 
in a higher bracket than before, on 
a similar or even lower income.

Fortunately, proactive advisors can 
reduce the impact of the Widow’s 

Penalty by urging steps while 
both spouses are alive – in effect, 
"pairing" the planning in order to 
"pare" the widow's tax. Among the 
most effective tactics are well-
planned traditional IRA withdrawals 
and Roth IRA conversions.

Singles Get Hit

After one spouse’s death, the 
survivor’s taxable income 
commonly will be roughly the same 
as before. Assuming assets pass to 
the widow, investment income and 
any property rentals will continue.

Pairing the Widow's Penalty

Earnings are measured from the 
due date until the date of deposit. 
To calculate earnings, she can use 
the rate of return for each account 
during the applicable period. If she 
is unable to determine this amount, 
she can use the Department of 
Labor’s Voluntary Correction 
Program calculator, available at dol.
gov/agencies/ebsa/employers-
and-advisers/plan-administration-
and-compliance/correction-
programs/vfcp. 

Self-Correction Example No. 2: 
Wrong Compensation Used

Facts: Alejandro owns Widgets Co. 
that employs 10 people. He adopts 
a 401(k) plan with a matching 
contribution. In 2018, Widgets Co. 
had a great year, so he decided to 
give his top salesperson, Anna, a 
$3,000 bonus on top of her $75,000 
salary, totaling $78,000.
The plan match is 50% of the 
amount contributed by the 
employee but capped at 6% 
of compensation. Bonuses are 
excluded from the definition of 
compensation. 
In 2018, Anna contributed $4,500 to 
the plan through salary deferrals, 
or 6% of her base compensation 
($75,000 x 6% = $4,500). Thus, her 

matching contribution should have 
been $2,250 ($4,500 ÷ 2 = $2,250), 
but the plan made a mistake and 
included her bonus, giving Anna a 
match in 2018 of $4,680 ($78,000 
x 6% = $4,680). The recordkeeper 
didn't find the mistake until January 
2019, after the end of the Plan Year. 
What should Alejandro do? 
Correction: Anna received $180 
more than she should have. That 
amount, plus earnings should be 
removed from her account. But be 
careful here – you cannot return 
the excess to the employer without 
generating excise taxes. Qualified 
plans are subject to anti-reversion 
rules, which basically means once 
an amount is contributed to the 
qualified plan, it cannot revert to 
the employer except under limited 
circumstances. 
Instead, the excess should stay 
in the plan in a separate account 
and be aggregated to all, under 
the terms of the plan. Usually, 
that means holding it until the 
next plan year and allocating it 
as part of that year’s employer 
contribution. The IRS calls this a 
“suspense account.” Be aware that 
if a suspense account is used, 
no other employer contributions 
can be made to the plan until that 
money is allocated. 

Final Thoughts

Even though solo plans aren’t 
covered by ERISA, they are still 
subject to the same tax rules 
as larger plans. That means the 
correction principles are the 
same. Of course, there are many 
other mistakes that occur which 
are more complicated than the 
examples discussed herein. Many 
of those will be beyond your 
expertise. Don’t be tempted to 
solve something that’s above your 
head. 

Even though solo plans 
aren’t covered by ERISA, 

they are still subject to the 
same tax rules as larger 

plans.

Why take on that potential liability? 
When it comes to qualified 
retirement plans, you only want 
potential liability for the things 
you understand. Nevertheless, 
simply identifying the problem and 
putting forth potential solutions 
before referring the matter will put 
you well ahead of other advisors. 
Moreover, being aware of these 
issues will help you steer clients 
away from them before they act. ◼

Guest IRA Expert
 

Bob Morrison,  
CPA/PFS, CFP

Downing Street Wealth 
Management

Greenwood Village, CO

Pairing the Widow's Penalty with Effective Planning Tactics

https://www.dol.gov/agencies/ebsa/employers-and-advisers/plan-administration-and-compliance/correction-programs/vfcp
https://www.dol.gov/agencies/ebsa/employers-and-advisers/plan-administration-and-compliance/correction-programs/vfcp
https://www.dol.gov/agencies/ebsa/employers-and-advisers/plan-administration-and-compliance/correction-programs/vfcp
https://www.dol.gov/agencies/ebsa/employers-and-advisers/plan-administration-and-compliance/correction-programs/vfcp
https://www.dol.gov/agencies/ebsa/employers-and-advisers/plan-administration-and-compliance/correction-programs/vfcp
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It’s true that one Social Security 
check — the smaller one — will no 
longer flow into the bank account. 
On top of that, the joint standard 
deduction will be replaced by 
the single standard deduction, 
resulting in an increase in reported 
taxable income. That taxable 
income now will be subject to 
the higher rates on the singles’ 
tax tables. Note that during the 
year a spouse dies, the widow or 
widower is still eligible to file a tax 
return using the "married filing 
jointly" tax status.
Example 1: I have hypothetical 
clients whom we’ll call Bill and Sue 
Wilson. They are both age 74, with 
an IRA worth $1.5 million.
The Wilsons’ RMD this year is 
about $63,000. Other income 
includes rental property income 
($70,000), qualified dividends 
($3,500), and a pension ($28,000). 
Social Security income is about 
$40,000 a year for Sue, $20,000 
for Bill. With this income and their 
standard deduction, the Wilsons 
have more than $185,000 in taxable 
income, so they will pay just over 
$33,000 in federal income tax.
Assume that Bill dies this year and 
all of their other income remains 
the same, other than the loss of 
Bill’s Social Security payments. 
Filing single, with a smaller 
standard deduction, Sue’s taxable 
income will drop a bit, from the 
joint return amount, yet she will 
owe almost $40,000 in tax. 
That’s an increase of nearly $7,000 
in tax, about 21% of the joint return 
tax bill, on a smaller income. Sue 
will have gone from the couple’s 
current joint tax bracket of 24% to 
the 32% bracket for single filers. 
With the higher income tax, Sue’s 
Widow’s Penalty would be around 
$7,000 a year, for the rest of her life.

For the Moderately Affluent

The effects of the Widow’s Penalty 
go beyond just relatively wealthy 
couples, such as the Wilsons. 

Example 2: Another couple, Greg 
and Ann Nelson, are both age 
73. The Nelsons have a $900,000 
IRA, generating over $36,000 a 
year in RMDs. They also have 
pension income over $30,000 and 
combined Social Security benefits 
of $42,000. Using the married 
filing jointly status, the Nelsons’ 
taxable income for the year would 
be around $75,000, resulting in a 
federal income tax obligation of 
less than $9,000.

Assume that Greg dies, and all 
the income items stay similar, 
other than Ann’s Social Security 
income, which drops to $28,000 
from $42,000. As explained, Ann’s 
taxable income remains about the 
same, because household income 
drops from the decrease in Social 
Security benefits and the standard 
deduction drops from $27,000 to 
$13,850 (using 2019 numbers). 

For Ann as a survivor, her taxable 
income is stable, but her tax bill 
would increase from less than 
$9,000 to about $13,000 – an 
increase of over 40%. Ann has 
gone from a 12% tax bracket to a 
22% bracket.  

The key to planning around 
the Widow’s Tax is to act 

while both spouses are alive. 

Beyond the Tax Tables

The previous examples assume 
that Social Security benefits are 
subject to the maximum income 
tax – 85% taxable and 15% untaxed. 
However, some elderly clients 
owe less (or even no) tax on these 
benefits.

Again, moving from joint to single 
status introduces new thresholds 
for the taxation of these benefits. 
A widow may be subject to the 
“Tax Torpedo,” an increased tax 
on Social Security in addition to 
higher tax on other income.

Another possible pitfall for widows 
is exposure to the 3.8% surtax on 
net investment income. This tax 
comes into play at $250,000 of 
modified adjusted gross income 
(MAGI) for married couples vs. 
MAGI of $200,000 for individual 
taxpayers.
A married couple thus could avoid 
the surtax with $240,000 of MAGI, 
but a widow with, say, $225,000 
of MAGI would be above the line. 
Widows with higher MAGI may 
find that increasing the amount 
over the appropriate threshold will 
mean a larger surtax to pay.
Beyond taxes, widows might find 
that future premiums for Medicare 
Parts B and D will increase after 
their spouse dies. A couple with 
$150,000 of MAGI in 2017, for 
instance, would both pay the basic 
rate of $135.50 a month for Part B 
in 2019, which is a total of $271 a 
month. 
However, with the same 2017 
MAGI, a single widow is paying 
$352.20 a month in Part B 
premiums this year. Other tax code 
quirks also might increase the 
Widow’s Penalty, amounting to an 
ongoing fine on people who outlive 
their spouses and do not remarry.

Planning Ahead

As mentioned, this lifelong cash 
drain can be reduced with skillful 
planning. We run a 10- to 15-
year tax projection for all married 
couples, in both a joint return 
bracket and in a single bracket. 
This can show clients the impact of 
the Widow’s Tax. 
The key to planning around the 
Widow’s Tax is to act while both 
spouses are alive. One tactic is 
to accelerate income to use the 
favorable joint return tax brackets.  
Example 3: Carl and Diane Harris 
expect to have taxable income 
around $100,000 a year, now that 
they have retired at age 62. That 
puts them in the 22% tax bracket. 
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The Harrises could withdraw $30,000 
from Carl’s IRA, pay $6,600 in tax, 
at 22%, and use the net $23,400 for 
living expenses. That might allow 
them to defer the time when they 
start to collect Social Security.
Then, Diane also could withdraw 
$30,000 from her IRA. If the money 
is not needed for living expenses, 
Diane could put this $30,000 into a 
Roth IRA — again, the tax bill would 
be only $6,600, as the Harrises will 
remain in the 22% tax bracket, which 
goes up to $168,400 this year. 
This process could go on for 
years, building up Roth IRAs at a 
low tax cost. Thus, we have found 
that the Widow’s Penalty can be 
addressed by accelerating income 
via IRA withdrawals and Roth IRA 
conversions early in retirement. 
If Social Security can be deferred, 
that will result in a larger monthly 
payout after age 70, partially tax-free, 
and generally a larger lifelong payout 
to the surviving spouse.
After the death of the first spouse, 
the widow can use Roth IRA 
withdrawals and perhaps life 
insurance policy loans to hold down 
taxable income, and the resulting 
tax bill. Such a coordinated plan can 
help keep the surviving spouse out 
of the Penalty Box. 

Advisor Action Plan
 σ Explain the Widow’s Penalty and 
its consequences to married 
clients. Begin the conversation 
before the planned retirement of 
the major breadwinner.

 σ Create tax projections that extend 
10 to 15 years into the future, for 
married couples filing jointly and 
for single survivors. 

 σ Early in retirement, see if 
withdrawals from traditional IRAs 
can fund living expenses at a low 
tax cost.

 σ Execute partial Roth IRA 
conversions early in retirement, to 
use favorable joint tax rates.

 σ Reduce taxable income for widows 
by tapping Roth IRAs and the 
cash value of any permanent life 
insurance policies. ◼ 

Bob Morrison, CPA/PFS, CFP®, is the 
president and founder of Downing Street 
Wealth Management LLC in Denver, 
Colorado and is a member of Ed Slott's 
Master Elite IRA Advisor GroupSM. Bob is 
known for being business savvy and for 
his passion in client advocacy and Fee-
Only financial planning. Bob specializes 
in estate and tax planning for high 
income earners and clients nearing or in 
their retirement. 
 
Bob can be reached by calling  
(888) 330-9078 or emailing him at  
bob.morrison@downing-st.com.
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