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Doing the Opposite:  
All About Reverse Rollovers

In a classic Seinfeld episode, 
long-suffering George Costanza, 

unemployed and living with his 
parents, decides that none of his life 
decisions are working out for him. 
So, he decides to start acting the 
“opposite” of how he normally would 
act. And, lo and behold, he asks out 
a beautiful girl (who readily accepts) 
and lands a plum job with the New 
York Yankees front office (despite 
criticizing the team’s owner during his 
job interview).
So it is with rollovers between 
company retirement plans and IRAs. 
An advisor’s natural inclination is 
to recommend that the client roll 
over company plan funds to an IRA. 
Sometimes, however, the opposite – 
a “reverse rollover” from an IRA to a 
company plan – might make better 
sense for your client.

How Reverse Rollovers Work

Are reverse rollovers required? Most 
company plans are required to allow 
employees to make a direct rollover of 
outgoing plan distributions to IRAs. 
However, there is no similar 
requirement for company plans 
to accept incoming IRA rollovers. 
Reverse rollovers add extra 
administrative complexity that many 
employers (especially smaller ones) 
are unwilling to undertake. 

Indeed, a 2014 survey by the Plan 
Sponsor Council of America found 
that over 30% of 401(k) plans do 
not accept incoming rollovers. Thus, 
before advising a client to do a reverse 
rollover, advisors should check the 
plan document to make sure it is 
allowed. 
What Can Be Rolled Over? Even if a 
plan accepts IRA rollovers, only pre-
tax traditional IRA funds are eligible 
to be rolled over to a company plan. 
After-tax funds in an IRA are not 
eligible for rollover. The tax code also 
does not allow rollovers of Roth IRA 
funds – even to a Roth 401(k). 
Who Is Eligible? If the plan allows 
incoming rollovers, it may limit 
them to active plan participants and 
might not make them available to 
inactive plan participants (i.e., former 
employees who have opted to keep 
their benefits in the plan). Here again, 
advisors need to look at the plan 
document.
How Are They Made? Reverse 
rollovers are made the same way 
as plan-to-IRA rollovers are made – 
either through a direct rollover or a 
60-day rollover. In a direct rollover, 
the IRA custodian directly transfers 
the IRA distribution to the company 
plan trustee. In a 60-day rollover, 
the IRA custodian sends a check 
to the IRA owner, made payable to 

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

Executive Summary
Doing the Opposite: All About Reverse Rollovers

■  Plans are not required to accept incoming (reverse) rollovers.
■  Only pre-tax traditional IRA funds are eligible to be rolled over to a company plan.
■  Reverse rollovers are made the same way as plan-to-IRA rollovers – either through a direct rollover or a 

60-day rollover.
■ An IRA-to-plan rollover may appeal to clients who face large IRA RMDs and who plan on working      
     beyond the year they attain age 70½.  
■  A reverse rollover may make sense for clients protecting retirement savings from creditors.
■  A reverse rollover can help reduce pre-tax dollars, thus minimizing the impact of the pro-rata rule when 

completing a Roth conversion.
School’s Out for Summer:  

Understanding the Qualified Higher Education IRA Penalty Exception
■  An “eligible educational institution” is “any accredited public, nonprofit, or proprietary (privately owned 

profit-making) college, university, vocational school or other postsecondary educational institution.”
■  Higher education costs can only qualify for the exception if they are for the IRA account owner, their 

spouse, child, or grandchild of either the owner or spouse.
■  Tuition, fees, books, supplies and equipment required for the enrollment or attendance of a student at an 

eligible educational institution qualify as “higher education expenses.”
■  Tax-free educational assistance will limit the amount eligible for the exception.
■  In order to qualify, IRA distributions must be made in the same calendar year that the bill is paid, and 

IRA owners must prove their withdrawal was used to offset qualified higher education expenses.
Put the Savings into Health Savings Accounts

■  HSAs are not “use it or lose it” plans; contributions can be invested for the long-term.
■  All HSA contributions are tax-deductible and can be used to pay for medical expenses not covered by a 

health plan.
■  There are no income limits or phase outs. Clients don’t need earned income to contribute to an HSA.
■  HSA contributions are above-the-line deductions if they’re made with the client’s own money.  If they’re 

made via payroll deductions, they avoid Social Security and Medicare taxes. 
■  HSA distributions not taken for qualified medical expenses are taxable and if taken before age 65, 

disability, or death, a 20% penalty will apply.
■  HSA contributions are indexed for inflation. Contribution limits for 2019 are $3,500 self-only plan; $4,500 

self-only HDHP age 55 and over; $7,000 family HDHP; $8,000 family HDHP age 55 and over.

the IRA owner, who must then 
deposit the check with the plan 
trustee within 60 days. To avoid 
the real possibility of a client 
missing the 60-day deadline (and 
incurring potentially devastating tax 
liabilities), advisors should always 
recommend a direct rollover.                                                      

When Reverse Rollovers  
Make Sense

Delaying RMDs: An IRA-to-
plan rollover may be especially 
appealing to clients who face 

large IRA required minimum 
distributions (RMDs) and who plan 
on working beyond the year they 
attain age 70½. For traditional IRA 
owners, RMDs must begin for the 
year the owner reaches age 70½. 
For defined contribution company 
plans, however, the rules are more 
liberal.

If a plan participant is still working 
after the year he reaches age 70½, 
RMDs may not be required until 
the year the participant retires. (In 
both cases, the first RMD is not 

due until the following April 1.) This 
“still-working” exception therefore 
allows a client who works past the 
year he turns age 70½ to delay 
RMDs by rolling over IRA accounts 
to an employer plan.

Unfortunately, this exception 
contains several potential danger 
spots that advisors must watch: 
1. The company’s plan document 

may not (usually on account 
of sloppy drafting) necessarily 
incorporate the “still-working” 
exception. 
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2. For clients with an account in 
more than one company plan, 
the exception applies only to 
the account in the plan in which 
they are currently participating. 

3. The IRS has taken the stringent 
position that, unless an 
employee literally works until 
midnight on December 31 of a 
particular year, the employee 
is not “still working” for that 
year and therefore must start 
taking RMDs for that year by the 
following April 1.

4. The “still-working” exception 
doesn’t work for someone 
considered more than a 
5% owner of the company 
sponsoring the plan. Whether an 
individual owns more than 5% of 
the company is complicated by 
the fact that convoluted family 
and business attribution rules 
come into play. 

Protection from Creditors: 
A reverse rollover may make 
sense for clients if protecting 
retirement savings from creditors 
is something that keeps them up 
at night. 
Unless your client is in bankruptcy, 
retirement benefits held in 
most company plans will often 
receive stronger protection 
against creditors’ claims than IRA 
accounts do. (Protecting assets 
also may justify leaving company 
retirement assets in the plan in lieu 
of a rollover.)  
Company plans covered under 
the Employee Retirement Income 
Security Act of 1974 (ERISA) (i.e., 
most private sector plans) are 
required to completely shield 
plan benefits from most creditors 
whether in or out of bankruptcy. 
If a company plan has no 
employees other than the owner 
and spouse [e.g., a solo 401(k) 
plan], it is not covered by ERISA. 
Yet, plan assets are still fully 
protected from bankruptcy claims. 
Protection against other claims, on 
the other hand, depends on state 
law.

With IRAs, the level of protection 
against creditors also depends 
on whether the IRA owner is in 
bankruptcy. A 2005 federal law 
protects contributory IRA accounts 
against bankruptcy claims only 
up to an inflation-adjusted cap, 
but that cap is so high (currently 
$1,362,800) that it would be 
difficult for someone to now hold 
total contributory IRA accounts in 
excess of the cap. 
Since the 2005 law fully protects 
(without a cap) rollover IRA funds, 
as well as SEP and SIMPLE 
IRAs, all types of IRA funds are 
completely protected against 
bankruptcy claims – at least for the 
foreseeable future.

Unless your client is in 
bankruptcy, retirement 
benefits held in most 

company plans will often 
receive stronger protection 

against creditors’ claims 
than IRA accounts do. 

IRA creditor protection against 
judgments awarded outside 
bankruptcy court is based on state 
law. State laws vary widely: some 
states provide protection for IRAs 
comparable to protection given to 
ERISA plan benefits, while others 
provide weaker protection. 
Advisors should familiarize 
themselves with state creditor 
and bankruptcy protection laws 
applicable to their clients. (The 
April 2017 issue of Ed Slott's IRA 
Advisor contains great charts 
for reference on this topic – just 
remember to use them with caution, 
since they were published in 2017.)
Back-Door Roth IRA: Clients 
looking to take full advantage of 
the “back-door” Roth IRA also 
should be advised about the 
reverse rollover option. Because of 
tax code dollar limits, high-income 
clients may be shut out from 

making Roth IRA contributions 
directly. 
To get around those limits, clients 
can use the back-door strategy 
by first making a traditional IRA 
contribution and subsequently 
converting that contribution to a 
Roth IRA.  (Note that traditional 
IRA contributions are not available 
for individuals age 70½ or older in 
the year of contribution.)  
However, the advantage of the 
back-door Roth IRA is undermined 
to the extent the client has other 
existing pre-tax IRA accounts. 
This is because of the tax code’s 
pro-rata rule, which governs IRA 
distributions when an individual 
has both pre-tax and after-tax 
accounts. 
The IRS considers conversion of 
the traditional IRA to the Roth 
IRA to be a distribution of the 
traditional IRA. Because of the 
pro-rata rule, when the conversion 
is made, a portion of the converted 
amount – equal to the ratio of 
the individual’s total pre-tax IRA 
accounts to the value of all IRA 
accounts (pre-tax and after-tax) 
– is taxable. While this does not 
mean the back-door Roth strategy 
cannot be used, it does mean the 
client will be paying a tax bill on 
the conversion.
By doing a reverse rollover, this 
can be avoided. Only pre-tax IRA 
dollars are eligible to be rolled to 
an employer plan. Thus, after-tax 
funds are left behind in the IRA for 
purposes of the pro-rata formula. 
If a client has rolled over all her 
taxable traditional IRA monies to 
an employer plan, the converted 
amount (except for any investment 
gain from date of contribution to 
date of conversion) is tax-free.
Other Reasons: Another situation 
where the reverse rollover 
should be considered is if your 
client anticipates leaving the job 
between ages 55 and 59½ and 
will need immediate access to 
retirement savings. 

https://www.irahelp.com/system/files/newsletters/28540/full/April%202017_0.pdf
https://www.irahelp.com/system/files/newsletters/28540/full/April%202017_0.pdf
https://www.irahelp.com/system/files/newsletters/28540/full/April%202017_0.pdf
https://www.irahelp.com/system/files/newsletters/28540/full/April%202017_0.pdf
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Education Penalty Exception

A company plan participant can 
avoid the 10% early distribution 
penalty for a payout made after 
separation from service, as long as 
separation occurs in the year the 
participant turns age 55 or older. 

By contrast, unless an exception 
applies, an IRA owner must delay 
payment until age 59½ to avoid the 
10% penalty. Participants in most 
defined contribution plans can 
borrow against their account, but 
IRA loans are not allowed. 

Finally, administrative and 
investment fees are often lower in 
company plans than in IRAs.

On the Other Hand…

As discussed, advisors should be 
aware of situations when reverse 
rollovers may be advantageous. 
Likewise, advisors should never 
overlook the significant benefits of 
having clients leave IRA accounts 
right where they are and roll over 
company plan benefits to IRAs.

Estate planning can be easier 
to coordinate if the client holds 
as much retirement savings as 
possible in an IRA. For example, 
IRAs allow splitting of accounts 
and, unlike company plans, do not 
require spousal consent if a non-
spouse beneficiary is named. 

Clients can access their IRAs at 
any time (taxes and the 10% early 
distribution penalty may apply) but 
can access their company plan 
benefits only upon certain events 
(e.g., leaving the job, disability or 
financial hardships). And, several 
of the exceptions to the 10% 
early distribution penalty (higher 
education expenses, first-time 
home buyers and health insurance 
premiums while unemployed) 
apply to IRA distributions but not 
to company plan payouts. Finally, 
while defined contribution plan 
investment choices are limited, IRA 
owners have virtually-unlimited 
investment options. ◼

School’s Out for Summer: Understanding the Qualified Higher 
Education IRA Penalty Exception

School may be out for summer 
while families vacation at the 

beach, but employees at university 
bursar’s offices are hard at work 
stuffing envelopes full of tuition 
bills, on-campus parking bills 
and charges for room-and-board. 
Higher education comes with a 
price tag. 

According to one estimate, the 
average cost of tuition and fees 
for the 2017–2018 school year 
was $34,740 at private colleges, 
$9,970 for state residents at public 
colleges, and $25,620 for out-of-
state residents attending public 
universities. Room and board can 
add an additional $10,000 or more, 
and don’t forget about computers 
and books and other necessities. 

These costs can be challenging. 
Clients may inquire about tapping 
their retirement accounts to pay 
ever-increasing college bills. If a 
client is considering a withdrawal 
to cover higher education fees, an 
advisor must know the facts and 
be able to explain them before 
any distribution is taken. What 
are “allowable expenses”? What 
qualifies as “higher education”? 

Withdrawals taken from a 
retirement account before age 
59½ are typically subject to a 
10% early distribution penalty. 
However, withdrawals for qualified 
higher education expenses are an 
exception. But take caution! 

The 10% penalty exception for 
qualified education expenses 
applies to IRAs only. It does not 
apply to workplace retirement 
plans like a 401(k) or 403(b). 
Remember, the exception only 
allows the IRA owner to avoid 
the early distribution penalty. Any 
distributions taken will still be 
taxed as usual. There is no dollar 
limit on penalty-free withdrawals 
for qualified higher education 
expenses. 

What Is an “Eligible 
Educational Institution”?

Qualified education expenses 
must be incurred in connection 
with a student’s enrollment in an 
“eligible educational institution.” 
IRS guidance defines an “eligible 
educational institution” as “any 
accredited public, nonprofit, or 
proprietary (privately owned 

profit-making) college, university, 
vocational school or other 
postsecondary educational 
institution. Also, the institution 
must be eligible to participate in a 
student aid program administered 
by the U.S. Department of 
Education.” 

The 10% penalty exception 
for qualified education 

expenses applies to IRAs 
only.

Suffice it to say, virtually all 
accredited postsecondary 
institutions meet this definition. 
However, if there is a question 
about eligibility, the educational 
institution should be able to tell 
you if it qualifies.

In addition, the institution does 
not need to be located within U.S. 
borders. An “eligible educational 
institution” can include certain 
institutions located outside of 
the U.S. as long as it is eligible to 
participate in the aforementioned 
student aid program. 
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Education Penalty Exception

The 10% higher education penalty 
exception is not available to cover 
costs associated with primary 
or secondary school (i.e., high 
school). This can be an area of 
confusion for clients. The Tax Cuts 
and Jobs Act changed the rules to 
allow qualified distributions from 
529 plans for primary or secondary 
school expenses. However, the 
exception to the 10% penalty for 
IRA distribution remains limited to 
postsecondary expenses. 

Who Can Use the Funds?

Once an eligible educational 
institution has been identified, 
who will actually matriculate is 
an important detail. The 10% 
penalty on the IRA distribution 
can be avoided only if the higher 
education costs are for the IRA 
account owner, her spouse, child, 
or grandchild of either the owner 
or spouse. Nieces, nephews, 
cousins and siblings do not qualify.
Example: Babs, age 57, withdraws 
$10,000 from her traditional IRA 
to help pay tuition fees for both 
her daughter and niece who are 
first-year roommates at the same 
college. Babs pays $5,000 for each 
girl and claims the qualified higher 
education penalty exception for the 
entire distribution. The full $10,000 
withdrawal will be reportable as 
taxable income to Babs. 
Babs will avoid the 10% penalty 
on only half the withdrawal – the 
$5,000 used for her daughter’s 
tuition. She will owe a penalty of 
$500 (10% of $5,000) on the money 
used for her niece’s tuition.

Allowable Expenses

Qualified higher education 
expenses are tuition, fees, books, 
supplies and equipment required 
for the enrollment or attendance of 
a student at an eligible educational 
institution. 
This also includes expenses for 
special-needs services incurred 
by or for special needs students in 

connection with their enrollment or 
attendance. 
A person must be considered at 
least a half-time student in order 
for room and board to qualify 
as higher education expenses. 
Each institution should have an 
allowance for room and board 
included in the cost of attendance 
(for federal financial aid purposes). 
The room and board expense 
cannot exceed the greater of that 
allowance or the actual amount 
charged if the student lives in 
housing owned or operated by the 
school. It is suggested you contact 
the institution for qualified room 
and board costs prior to taking any 
IRA distributions.
The general rule is that an 
expense must be required by the 
school. Otherwise, it will not be 
considered “qualified” and the 
distribution to cover that ineligible 
cost would be subject to the 10% 
early distribution penalty. Paying 
for something nice or helpful for a 
student is not enough to qualify.

The general rule is that an 
expense must be required 

by the school. 

Example: Maya will be commuting 
to college this fall. Her father, age 
55, would like to take a distribution 
from his IRA to buy her a car for 
the commute. If Maya’s father takes 
an IRA distribution to buy the car, 
the distribution will be both taxable 
and subject to the 10% early 
distribution penalty because a car 
is not a required item.
Special rules apply for computer-
related equipment. The definition 
of higher education expenses was 
expanded by the 2015 Protecting 
Americans from Tax Hikes Act 
of 2015 (PATH Act) to include 
expenses for the purchase of 
computers and related equipment, 
software, and internet access 
expenses, if used primarily by a 

student during any of the years 
they are in school. IRA owners 
can take penalty-free distributions 
to pay for a computer or other 
computer-related expenses, even 
if the school the student attends 
does not require a computer as a 
condition of enrollment. 

The Effect of Scholarships and 
Educational Assistance

Tax-free educational assistance 
will limit the amount eligible for the 
10% higher education exception. 
The tax-free part of scholarships 
and fellowships, Pell grants, 
employer-provided educational 
assistance, tax-free distributions 
from a Coverdell education 
savings accounts and educational 
assistance for veterans will all 
reduce the allowable amount of 
the IRA distribution, as will any 
other tax-free payment (other than 
a gift or inheritance) received as 
educational assistance.

Example: Rhonda, age 35, 
attends an on-line university. Her 
annual expenses at the eligible 
educational institution are $15,000. 
Rhonda is fortunate enough to 
work for a company that provided 
her with a $3,000 tax-free bonus to 
help offset some of her education 
costs. In addition, Rhonda also 
received a Pell grant from the 
government for $2,000. Rhonda 
withdraws $15,000 from her IRA 
to pay her full tuition bill and 
plans to claim the qualified higher 
education expense exception. 

Three weeks later, Rhonda’s 
financial advisor notices the 
withdrawal and immediately has 
Rhonda roll over $5,000 of the 
$15,000 distribution back into 
her IRA. The advisor knew that 
Rhonda would owe a 10% penalty 
on $5,000 of the withdrawal as she 
already had $5,000 in educational 
assistance and grants. Rhonda’s 
financial advisor took advantage of 
the 60-day rollover rule and saved 
Rhonda $500 in penalties.
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When Does the IRA 
Distribution Need to Be Made?

In order to qualify for the qualified 
higher education exception, IRA 
distributions must be made in the 
same calendar year the bill is paid. 
A New Jersey couple learned this 
rule the hard way (Roger F. & Mary 
A. Duronio v. Commissioner; T.C. 
Memo. 2007-90; No. 13719-04; 
April 17, 2007). During the 2002 
spring and fall semesters, Roger 
and Mary Duronio's son attended 
New York University full time 
and resided at its dormitory. In 
December 2001, Roger and Mary 
made an $18,000 tuition payment, 
pulled from non-IRA funds. 
In 2002, their son obtained a 
$19,263 student loan. Also, in 2002, 
Mary withdrew a $19,900 early 
distribution from her IRA. At the 
time of the distribution, Mary was 
under age 59½. No repayments 
on that student loan or any tuition 
payments were made in 2002.
On Roger's and Mary's 2002 
Federal joint income tax return, 
they reported Mary's entire $19,900 
early IRA distribution as taxable 
but did not calculate the 10% early 
distribution penalty – claiming that 
this distribution was used to fund 
the $18,000 tuition payment made 
in 2001. They found themselves 
losing that argument in Tax Court. 
The Tax Court said to qualify 
for the penalty exception, the 
education payment and the IRA 
distribution must have occurred in 

the same year. The loan guarantee 
in 2002 does not qualify as a 
tuition payment. (Note: payments 
do not need to be the same money 
that was withdrawn from the IRA, 
and the payment is not required to 
be wired or transferred directly from 
the IRA custodian to the eligible 
educational institution.)  

In order to qualify for the 
qualified higher education 

exception, IRA distributions 
must be made in the same 

calendar year the bill is paid. 

How to Report the Distribution 
to Avoid the 10% Penalty

It is incumbent upon IRA account 
owners to prove their withdrawal 
was used to offset qualified 
higher education expenses. As 
such, it is imperative to maintain 
clear records of bills, educational 
program requirements, timing of 
withdrawals and payments, etc. If 
an IRA owner fails to prove they 
paid higher education expenses, 
the exception will be denied.
The IRA custodian will issue 
Form 1099-R showing an early 
distribution. There will be nothing 
on this form to indicate that 
an exception to the 10% early 
distribution penalty applies. It is up 
to the client to properly claim the 
exception on their tax return. This 
requires filing Form 5329. 

In Part I of Form 5329, line 1, the 
tax filer indicates the amount of 
the early withdrawal. On line 2, 
they report how much of that 
amount can be excluded from 
the “additional tax” (i.e., the 10% 
penalty) and uses Code Number 
08 – “IRA distributions made 
for qualified higher education 
expenses.” 
Assuming the withdrawal and 
corresponding qualified higher 
education expenses are equal, 
the taxpayer will enter “0” in lines 
3 and 4. If the figures entered 
on Form 5329 coincide with the 
documentation supplied by the 
taxpayer to the IRS, then no 10% 
penalty will apply.

Be Proactive

Now is the perfect time to 
proactively contact clients with 
college-aged children. They may 
need guidance on how to properly 
leverage the qualified higher 
education expense exception. 
It is imperative to identify 
withdrawals that will not qualify 
prior to the distribution. Remember, 
there is no age limit on who can 
qualify for the exception. It is 
common for adults to go back to 
school or continue their studies.  
Communication is key. Be sure 
to ask what the IRA distribution 
is for and thoroughly explain the 
nuances of the qualified higher 
education penalty exception. 
School may be out for summer, but 
the bills are in the mail. ◼

Put the Savings into Health Savings Accounts

Health Savings Accounts 
(HSAs) have the potential 

to offer unmatched tax benefits. 
Unfortunately, most HSA owners 
treat this asset more as a “Health 
Spending Account” than an 
investment vehicle, thereby losing 
some of those prime tax breaks.
According to Devenir Research, 
about 21% of HSA assets are held 

as investments; the balance is 
held in deposits. In other words, 
many HSA owners are parking the 
money to pay current health care 
expenses.
Savvy advisors should be urging 
clients who have qualifying high-
deductible health insurance 
policies to think of HSAs as 
“Health Care IRAs.” 

https://www.leagle.com/decision/2007120593cltcm111211116
https://www.leagle.com/decision/2007120593cltcm111211116
https://www.leagle.com/decision/2007120593cltcm111211116
https://www.leagle.com/decision/2007120593cltcm111211116
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With that mindset, clients can 
contribute now, invest for the long 
term, and eventually tap their 
HSAs for money to supplement 
Medicare or to help fill any health 
care gap if they retire before 
they’re eligible for Medicare.
Unlike flex-spending accounts, 
HSAs are not “use it or lose it” 
plans, in which all money must 
be spent on health care annually. 
Contributions can be invested 
for the long-term. Further, 
no retirement plan – 401(k)s, 
traditional IRAs, Roth IRAs, and 
so on – offers the tax advantages 
found in HSAs. As such, in many 
cases it makes sense to fund an 
HSA rather than put money into 
familiar retirement vehicles. 

In many cases it makes 
sense to fund an HSA rather 
than put money into familiar 

retirement vehicles.

Next in Line

For example, suppose Kay, age 
40, earns $100,000 a year and her 
employer offers to match 401(k) 
contributions dollar-for-dollar, 
up to 6% of pay. Kay’s advisor 
suggests saving 15% of her income 
for retirement. The first $6,000 
that Kay saves should go into her 
company’s 401(k), to get a 100% 
return in the form of her company’s 
match, with no market risk.  
Now suppose that Kay is enrolled 
in a health plan that qualifies for an 
HSA and has individual coverage. 
Her next retirement dollars could 
go into her HSA – a $3,500 
contribution, which is the maximum 
for a 2019 individual plan.
Continuing our example, Kay 
will have committed $9,500 of 
retirement savings for this year: 
$6,000 to get the 401(k) match and 
$3,500 to her HSA. She can make 
these contributions and also set 
aside another $5,500 to meet her 

$15,000 savings goal. Kay’s advisor 
can help her determine how to 
invest the remaining $5,500. 

Deductible Dollars

Why should Kay place her HSA 
contribution so high in the queue? 
One reason is that all HSA 
contributions are tax-deductible. 
Once the money is in her HSA, 
Kay can use it to pay for medical 
expenses not covered by her 
health plan. As long as her outlays 
are for qualified health care costs, 
Kay will owe no tax on her HSA 
distributions, so she’ll be paying 
those bills with pre-tax dollars.
This tax treatment of HSAs, with 
deductible contributions and 
untaxed qualified distributions, can 
make them a tax-free rather than 
a tax-deferred account. Moreover, 
there are no income limits or phase 
outs, so even high-income clients 
will get these tax benefits. Clients 
don’t even need earned income to 
contribute to an HSA.
HSA contributions are above-
the-line deductions, if they’re 
made with the client’s own 
money. If they’re made via payroll 
deductions, they avoid Social 
Security and Medicare taxes. 
Either way, HSA contributions 
hold down adjusted gross income, 
which can generate benefits 
elsewhere on a tax return.

In for the Long Term

If Kay simply uses her HSA to pay 
current medical bills with pre-
tax dollars, she’ll be missing out 
on another potential tax benefit. 
She could invest her HSA dollars, 
instead of depositing them and 
enjoy tax-free compounding of any 
investment income as well.
By thinking of her HSA as a Health 
Care Retirement Account, Kay 
could enjoy a true tax-free trifecta: 
deductible contributions, untaxed 
investment buildup, and untaxed 
distributions to pay for out-of-
pocket health care in retirement. 

A report by HealthView Services 
found that the average 65-year 
old couple who retired in 2018 can 
expect to pay $363,946 for medical 
expenses in retirement, excluding 
long-term care, in today's dollars.
Some clients and even some 
advisors might look at Kay’s $3,500 
HSA contribution in 2019 and 
wonder why she would bother. A 
tax break on a $3,500 contribution 
will hardly make a dent in a 
potential $360,000+ obligation. 
A better way to look at it is that 
the prospect of large, uninsured 
medical bills in retirement means 
that HSA contributions needn’t be 
wasted or penalized. 
HSA distributions not taken for 
qualified medical expenses are 
taxable and if taken before age 65, 
disability, or death, a 20% penalty 
will apply. Kay won’t have to worry 
about such issues if she keeps her 
HSA money in her account as part 
of her overall retirement plan.
The invested dollars can keep 
compounding, tax-free; she almost 
certainly will be able to use the 
money to pay qualified expenses 
throughout her retirement. And, if 
she does need to tap into her HSA 
to pay for unexpected medical 
costs before retirement, which are 
qualified distributions, she can do 
so tax and penalty free. 

Increasing Amounts

Furthermore, that $3,500 
contribution available to Kay is not 
the largest possible amount going 
into an HSA. If the underlying 
health insurance policy provides 
family coverage, the upper limit 
is $7,000 for 2019. That family 
coverage cap is $8,000 in 2019 
($4,500 for single policies) if the 
HSA owner is 55 years or older. If 
both spouses have separate HSAs, 
family contributions can be divided 
between them.
HSA contributions are indexed 
to inflation, so the upper limits 
likely will increase, permitting 

http://www.hvsfinancial.com/2018/09/21/2018-retirement-health-care-costs-data-report/
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larger amounts to benefit from any 
investment gains. Thus, significant 
dollars can go into an HSA each 
year; over time, a substantial amount 
can accumulate for health care bills 
in retirement. 
As is the case with any retirement 
account, it is best to start when 
clients are relatively young, providing 
more time for compounding. Once 
clients enroll in Medicare (often at 
age 65), HSA contributions aren’t 
permitted, although money already 
in the HSA can continue to grow.
Note: On May 28, 2019, IRS released 
Internal Revenue Bulletin: 2019-22 
which provides the 2020 inflation-
adjusted amounts for HSAs, 
available at irs.gov/irb/2019-22_
IRB#REV-PROC-2019-25.

Moving HSA Money

Many people get qualifying high-
deductible health insurance through 
their employer. If so, the employer 
may sponsor an HSA; contributing to 
this HSA is often convenient and, as 
mentioned, can reduce payroll tax.
However, employer-sponsored 
HSAs may focus on deposits, not 
investments. In this case, advisors 
might suggest that clients move their 
HSA money to a provider with better 
investment choices, via a rollover or 
transfer. Taxes won’t be triggered.
With a rollover or a direct transfer, 
clients may be moving from a 
group HSA to an individual HSA. 
Investment choices might be more 
varied but clarity on the individual 
side can be poor with high fees. 
This is where advisors can play a 
key role. First, inform clients that it’s 
possible to shift HSA dollars from 
unappealing employer-sponsored 
plans. Then, research the individual 
market in order to make HSA 
recommendations to employees on 
the move as well as to other clients 
who purchase their own health 
insurance. If married clients are over 
age 55, advisors can walk them 

through the process of making the 
$1,000 catch-up contribution, which 
may require one spouse to open a 
separate HSA account outside of the 
employer plan. 
Published numbers show relatively 
few people have HSAs, and even 
fewer fully exploit these accounts’ 
multiple tax advantages. Help clients 
address potentially huge health care 
costs in retirement by incorporating 
HSAs into retirement planning.

Advisor Action Plan
 σ Determine which clients have 
qualifying high-deductible health 
insurance and whether any others 
would prefer coverage with lower 
premiums but greater exposure to 
routine medical costs.

 σ Urge clients with qualifying 
health insurance to open HSAs to 
supplement their retirement plans. 

 σ If clients have HSAs in employer-
sponsored plans with poor 
investment choices, help them 
move to recommended HSAs.

 σ Advise married clients to 
name their spouse as the HSA 
beneficiary so the surviving spouse 
will become the account’s new 
owner, with or without qualifying 
health insurance, eligible for 
favorably taxed distributions. ◼ 

As a CPA and CFP™ Professional, Ryan 
McKeown brings an extensive tax and 
retirement income planning background 
to the Wealth Enhancement Group 
team. He helps lead the tax portion 
of the Roundtable team of specialists 
within Wealth Enhancement Group 
and is a frequent guest on the weekly 
"Your Money" radio program. Ryan 
has been a contributor to The Wall 
Street Journal; articles include "Money 
Strategies for Mr. Mom" and "Which 
Way to Retirement?" He has taught as 
an adjunct faculty at Minnesota State 
University-Mankato in the areas of 
Finance and Accounting. Ryan is also 
a long-standing member of Ed Slott's 
Master Elite IRA Advisor GroupSM. 
Ryan McKeown can be reached at 
rmckeown@wealthenhancement.com or 
800-496-2684.

The information in this article is not intended to be a substitute for specific individualized tax advice and we 
suggest that investors discuss their specific tax issues with a qualified tax advisor. These are hypothetical 
examples and are not representative of any specific investment. Your results may vary.
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2019-2020 Health Savings Account (HSA) Chart

 σ Must be enrolled in a high deductible health plan (HDHP) 
to contribute

 σ Generally cannot have other health insurance that is not 
an HDHP

 σ Cannot be eligible to be claimed as a dependent on 
someone else’s tax return

 σ Cannot have received care from the Veteran’s 
Administration within the last 3 months, other than 
preventive care for all veterans or VA hospital care and 
medical services for veterans with a service-connected 
disability

 σ Cannot be enrolled in Medicare or Tricare 

HSA Contribution Eligibility

Control Owned and controlled by the individual, not the employer.

Death of HSA Owner Spouse beneficiary automatically treated as new HSA owner. Non-spouse beneficiary must 
include HSA value at death as taxable income, but no 20% penalty.

Distributions
Tax-free for qualified medical expenses of the individual, spouse or dependents. Distributions 
not used for qualified medical expenses are taxable as ordinary income plus a 20% penalty 
unless due to death, disability, or age 65+.

Employee / Individual 
Contributions

Tax deductible as an above-the-line deduction (reduces AGI), regardless of individual’s tax-
filing status or income.

Employee 
Contributions

Tax deductible to employer and must be “comparable.” Employees do not include employer 
HSA contributions in income.

Investment Gains Tax-free, if used for qualified medical expenses.
Portability Between 

HSAs
IRA funds cannot be rolled over or transferred to an HSA. There is a one-time exception for a 
qualified HSA funding distribution.

Portability from an 
IRA

IRA funds cannot be rolled over or transferred to an HSA. There is a one-time exception for a 
qualified HSA funding distribution.

Qualified HSA 
Funding Distribution 

(QHFD)

A QHFD is a tax-free direct transfer from an IRA to an HSA. It is a one-time only transfer 
(QHFD) from an IRA that is limited to an individual’s maximum HSA contribution for the year. 
Only pre-tax IRA funds can be transferred (exception to the IRA pro-rata rule). Does not apply 
to ongoing SIMPLE or SEP IRAs. After a QHFD, individual must remain HSA eligible for a 1-year 
testing period to avoid taxes and penalties.

Use-It-or-Lose-It Rule N/A – Unused HSA funds continue to belong to the owner.

Year
Self-Only HDHP 

Minimum  
Deductible

Self-Only HDHP 
Maximum  

Out-of-Pocket Expenses

Family HDHP  
Minimum  

Deductible

Family HDHP  
Maximum  

Out-of-Pocket 
Expenses

2019 $1,350 $6,750 $2,700 $13,500
2020 $1,400 $6,900 $2,800 $13,800

*Clients should confirm with the health insurance company that their plan is an HDHP.

Year Self-Only HDHP 
Under Age 55

Self-Only HDHP 
Age 55+

Family HDHP  
Under Age 55

Family HDHP 
Age 55+

2019 $3,500 $4,500 $7,000 $8,000
2020 $3,550 $4,550 $7,100 $8,100

Contributions are generally pro-rated for the number of months the individual is enrolled in an HDHP. Contributions can be made by the 
individual, the employer or anyone, but the annual contribution limit above applies. The contribution deadline is the client’s tax-filing 
deadline, not including extensions (i.e., April 15).

HDHPs: Minimum Deductibles & Maximum Out-of-Pocket Expenses*

HSA Contribution Limits

HSA Tax Benefits & Advantages
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