
ED SLOTT'S IRA ADVISOR • MARCH 2021

Tax & Estate Planning for Your Retirement Savings

WHAT’S  
INSIDE?

ED SLOTT’S
IRA ADVISOR

ORDER AT IRAHELP.COM/NEWSLETTER OR CALL (877) 337-5688

Join the Retirement 
Planning Conversation

© 2021 Smart Subscriptions, LLC

March 2021

Next in Line: The Successor 
Beneficiary

 ρ What About the Stretch?
 ρ One Possible Stretch, One Ten-Year  

     Window
 ρ Interpreting the SECURE Act
 ρ Final Thoughts

<Pages 1-3>

Executive Summary
<Page 2>

Navigating the 5-Year Rules for 
Roth Accounts

 ρ 5-Year “Forever Clock”
 ρ 5-Year Rule for Converted Funds
 ρ Inherited Roth IRAs
 ρ Rollovers from Roth Employer Plans
 ρ Advisor Takeaway

<Pages 4-5>

Insert: Roth IRA: 5-Year Clocks 
& Distribution Ordering Rules

GUEST IRA EXPERT: 
Martin James,  
CPA/PFS 
Martin James Investment & 
Tax Management 
Mooresville, IN

Roths for All Seasons

<Pages 6-8>

Promo Code:  
NEWSLETTER

$400 
OFF

LI
VE

VIRTUAL
Ed Slott and Company’s

2-Day IRA Workshop

INSTANT IRA SUCCESS
Featuring the latest retirement tax law 

changes, including the SECURE Act

July 15-16, 2021

JOIN US! irahelp.com/2-day

A successor beneficiary is the 
beneficiary of a beneficiary. 

While most of the recent attention 
has focused on the impact of the 
SECURE Act on the first beneficiary 
to inherit an IRA, less awareness 
surrounds what happens after that 
first beneficiary dies. 
What options does the next person 
in line have? What about subsequent 
successor beneficiaries? As time 
passes, the new successor beneficiary 
rules under the SECURE Act will 
gradually apply to more individuals, 
and understanding those guidelines 
will become increasingly important as 
retirement dollars transition from one 
generation to the next.

What About the Stretch?

When the original beneficiary of 
an IRA first took ownership of the 
inherited IRA is irrelevant. What 
matters in determining the successor 
beneficiary rules is: When did the 
previous beneficiary die? 
Prior to the SECURE Act (2019 and 
earlier), a successor beneficiary 
could “step into the shoes” of the 
first beneficiary in order to continue 
stretching required minimum 
distribution (RMD) payments. For 
example, if the first beneficiary 
died with a remaining single life 
expectancy of 50 years, upon 
the death of that beneficiary, the 
successor beneficiary (regardless of 

age) could “step into the shoes” of the 
first beneficiary and continue stretch 
RMD payments over that remaining 
50-year life expectancy.

This is no longer the case. Post-
SECURE Act (meaning if any 
beneficiary dies in 2020 or later), 
the successor beneficiary gets the 
10-year payout. While there are no 
annual RMDs during the 10-year 
payout window, the account must be 
emptied by the end of the 10th year 
after the year of death of the original 
beneficiary. 

Yes, the SECURE Act defines a class 
of eligible designated beneficiaries 
(EDBs) who can still stretch payments 
when they are the first beneficiary: 
spouse, minor child(ren) of the 
account owner, disabled or chronically 
ill person(s), and person(s) not more 
than 10 years younger than the 
original account owner. Nevertheless, 
even these EDBs are precluded from 
stretching RMD payments when they 
are a successor beneficiary.

Example 1: Prior to the SECURE 
Act, Archie inherited an IRA from 
his dad. At that time, Archie used his 
own single life expectancy to stretch 
RMD payments. Archie named three 
equal successor beneficiaries on the 
inherited IRA: his spouse, his disabled 
brother, and his minor daughter. 

Since it was pre-SECURE Act, 
Archie knew that these successor 

Next in Line: The Successor Beneficiary

https://www.youtube.com/channel/UCdYCkizV3RuZHtXrODGLQ_w
https://www.facebook.com/ed.slott
https://www.linkedin.com/in/edslott
https://twitter.com/theslottreport
https://www.irahelp.com/2-day/virtual-ira-workshop-2021-02
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Executive Summary
Next in Line: The Successor Beneficiary

■  A successor beneficiary is the beneficiary of the beneficiary.
■  When the original beneficiary of an IRA first took ownership of the inherited IRA is moot. What matters 

in determining the successor beneficiary rules is the date on which the previous beneficiary died.
■  Post-SECURE Act, the successor beneficiary gets the 10-year payout.
■  Once the 10-year payout is initiated, the final payout date for the account is locked in. Future successor 

beneficiaries do not get to start their own 10-year payout.
■  While the SECURE Act specifically indicates the 10-year rule applies to a successor beneficiary after the 

death of an EDB, it does not address what happens to an inherited IRA upon the death of a non-EDB.
Navigating the 5-Year Rules for Roth Accounts

■  All of an individual’s Roth IRAs are aggregated to determine the tax consequences of a distribution.
■  Ordering rules dictate Roth contributions come out first, followed by converted funds, then earnings.
■  A tax-free distribution of Roth IRA earnings must meet two conditions: the Roth IRA owner must be age 

59½, disabled, a first-time homebuyer, or deceased; the distribution must satisfy a 5-year holding period.
■  There is a 5-year holding period for penalty-free distributions of converted funds for those under age 

59½. No wait is necessary for those over age 59½.
■  When a qualified distribution from Roth 401(k) is rolled over to a Roth IRA, the funds will be considered 

basis in the Roth IRA and are immediately available tax and penalty-free. However, the Roth IRA 5-year 
holding period for qualified distributions of additional earnings applies.

Roths for All Seasons
■  Roth accounts are often considered the “last dollars” a client should touch. However, preparing to use 

Roths sooner than later might be a savvy choice to provide peace of mind as well as tax-free cash flow.
■  Business owner clients who are not in any phase-out of the QBI deduction probably should avoid 

funding deductible SEP and profit-sharing accounts, as well as traditional 401(k) contributions; funding 
Roth IRAs and Roth 401(k)s would be a better option.

■  Individuals of all ages should consider making Roth contributions each year, making after-tax 
contributions to their employer plans or making nondeductible traditional IRA contributions that can be 
converted to Roth dollars later.

■  Parents might want to plan for funding children’s college education by contributing to a 529 plan up to 
the amount covered by the state tax benefit and putting other money intended for higher education into 
Roth IRAs or after-tax 401(k) accounts.

■  Because there is a two-year lag between reported income and imposition of income-related Part B 
premiums, highly-taxed Roth conversions should be considered prior to age 63.

beneficiaries could all “step into his 
shoes” and continue the stretch 
RMD payments based on his 
remaining single life expectancy 
should he pass away.

Archie was tragically killed in an 
automobile accident in 2020, after 
the effective date of the SECURE 
Act. As such, all three of his 
beneficiaries are saddled with the 
10-year payout. The fact that they 
are EDBs is irrelevant when they 
are successor beneficiaries. 

Had this been Archie’s own IRA 
and not an inherited IRA, all three 
would have been able to stretch 
their payments based on their own 
single life expectancies (or even 
done a spousal rollover). However, 
since this is an inherited IRA and 
they are successors, they are stuck 
with a 10-year payout.

There is one rare exception where 
a successor beneficiary would 
not get the ten-year rule. This 
occurs when a spouse beneficiary 

chooses to keep the account as 
an inherited IRA. If the spouse 
beneficiary then dies before the 
deceased spouse would have 
attained age 72, then the spouse 
beneficiary’s own beneficiary is 
treated as if they inherited from 
the original IRA owner (not as a 
successor beneficiary). 

Keep in mind, that generally 
won’t make a difference anymore. 
Under the SECURE Act, the 
spouse’s beneficiary, although not 
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technically considered a successor 
beneficiary, would still generally 
be subject to the 10-year rule, 
unless that successor is an EDB. 
If the successor is an EDB, the 
successor can still get the stretch. 

One Possible Stretch,  
One Ten-Year Window

Beneficiaries and successor 
beneficiaries who inherited 
prior to the SECURE Act and 
are currently stretching RMD 
payments are grandfathered. 
Their annual RMD payments can 
continue until they die. At that 
point the next beneficiary in line 
will automatically get the 10-year 
payout. Under the SECURE Act 
(i.e., 2020 and later), there is only 
one stretch period permitted. That 
allowance is reserved for the first 
beneficiary, and only if that first 
beneficiary qualifies as an EDB. If 
the first beneficiary is a non-EDB, 
then the 10-year payout period 
begins, and the account can never 
be stretched.
Once the 10-year payout is 
initiated, the final payout date for 
the account is locked in. Future 
successor beneficiaries do not get 
to start their own 10-year payout. 
Whereby previous successor 
beneficiaries (pre-SECURE 
Act) could step into the shoes 
of the original beneficiary to 
continue what could have been a 
decades-long payout, successor 
beneficiaries post-SECURE Act 
can only continue the same 10-
year timeframe of the beneficiary 
who started that clock.
Example 2: Kate, age 50, inherited 
an IRA in 2020. Kate is not an EDB 
and cannot stretch the inherited 
IRA RMD payments. As such, she 
has a 10-year payout window. Kate 
names her daughter Emma as 
successor beneficiary. 
Kate dies in 2025, five years 
after inheriting the IRA. Emma, 
as successor beneficiary, must 
continue the original 10-year 

payout and empty the inherited 
IRA by December 31, 2030. It does 
not matter if she is an EDB or not. 
As a successor beneficiary, Emma 
is subject to the 10-year rule, and 
since the 10-year window had 
already been opened, she can only 
finish the same period.

Future successor 
beneficiaries do not  

get to start their own  
10-year payout.

Interpreting the SECURE Act

Where in the SECURE Act does it 
say that successor beneficiaries 
get the 10-year payout (or the 
remainder of an existing 10-year 
payout)? This question is not out-
of-bounds. As is the case with 
most legislation, there is some 
interpretation and extrapolation 
that needs to be done. 
This conversation stems from 
the Further Consolidated 
Appropriation Act of 2020, where 
the SECURE Act, under "Title 
IV - Revenue Provision, Sec. 
401. Modification of Required 
Distribution Rules for Designated 
Beneficiaries,” amends §401(a)(9) 
of the tax code by adding a new 
subparagraph (H). Here, the law 
specifically carves out the rule for 
what happens after an EDB has 
been stretching RMD payments:

“(iii) RULES UPON DEATH 
OF ELIGIBLE DESIGNATED 
BENEFICIARY. - If an eligible 
designated beneficiary dies 
before the portion of the [IRA 
owner’s] interest to which this 
subparagraph applies is entirely 
distributed, the exception under 
clause (ii) shall not apply to 
any beneficiary of such eligible 
designated beneficiary and the 
remainder of such portion shall 
be distributed within 10 years 
after the death of such eligible 
designated beneficiary.”

The ”exception to clause (ii)” 
allows the stretch for EDBs. That 
exception “shall not apply to 
any beneficiary of such eligible 
designated beneficiary,” i.e., the 10-
year applies, even to EDBs when 
they are a successor beneficiary.
While the SECURE Act expressly 
indicates that the 10-year rule 
applies to a successor beneficiary 
after the death of an EDB, it 
does not specifically cover what 
happens to an inherited IRA 
upon the death of a non-EDB. 
Consensus among industry 
experts is that the 10-year 
requirement will still apply in such 
situations, and future successor 
beneficiaries can only continue an 
existing 10-year period.
Unfortunately, it is near impossible 
to make the SECURE Act 
completely “user friendly.” While we 
expect our analysis of the rules to 
hold true when the IRS provides 
additional guidance, many 
questions are still unanswered.

Final Thoughts

Transitioning inherited retirement 
accounts from one beneficiary to 
the next was never intuitive. Prior 
to the SECURE Act, a successor 
beneficiary could have theoretically 
adopted the life expectancy of a 
many-times-removed previous 
beneficiary after the account 
had already been transitioned 
through multiple successors over 
numerous years. 
With the elimination of the stretch 
and successor beneficiaries now 
being assigned the 10-year rule 
(or continuing an existing 10-year 
window), the public should better 
understand their options. Yes, 
the expedited 10-year payment 
window vs. the RMD stretch will 
accelerate the tax schedule on an 
inherited IRA, but it is a flexible 
window. An account owner can 
withdraw any amount annually 
over the 10-year period. Thus, 
proper tax planning is imperative. ◼

https://www.congress.gov/bill/116th-congress/house-bill/1865/text
https://www.congress.gov/bill/116th-congress/house-bill/1865/text
https://uscode.house.gov/view.xhtml?req=(title:26%20section:401%20edition:prelim)
https://uscode.house.gov/view.xhtml?req=(title:26%20section:401%20edition:prelim)
https://uscode.house.gov/view.xhtml?req=(title:26%20section:401%20edition:prelim)
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Navigating the 5-Year Rules for Roth Accounts

In 1998, Bill Clinton was President, 
Google was founded, ER was the 

most popular show on television, 
and Roth IRAs were enacted by 
the Taxpayer Relief Act of 1997. 
More than 20 years later much 
has changed, but some things 
have stayed the same. We are 
still receiving the same questions 
about the 5-year rules for Roth 
distributions that we were getting 
back then. These questions have 
now become less theoretical and 
more urgent as decades have 
passed, and many individuals 
are looking to cash in on tax-
free distributions from their Roth 
accounts. 

5-Year “Forever Clock”

The Roth IRA distributions rules 
are favorable to taxpayers. All 
of an individual’s Roth IRAs are 
aggregated to determine the tax 
consequences of a distribution 
from any one of them. Funds are 
considered to leave the accounts 
in a specific order. Contributions 
come out first, followed by 
converted funds, and then 
earnings.
When it comes to distributions of 
earnings, every Roth IRA owner 
should understand the 5-year 
rule for qualified distributions. 
By following this rule, individuals 
can cash in on tax-free Roth IRA 
earnings. Since this is the very 
goal of saving with Roth IRAs, the 
importance of understanding the 
nuances of the 5-year rule cannot 
be emphasized enough.  
To have a tax-free distribution of 
Roth IRA earnings, two conditions 
must be met: the distribution must 
be taken when the Roth IRA owner 
is age 59½ or older, disabled, a 
first-time homebuyer, or deceased; 
and the distribution must satisfy a 
5-year holding period. 
Here is where things get 
interesting. This 5-year holding 

period may actually be less than 
five years. That is because it 
starts on January 1 of the year for 
which the Roth IRA owner made 
her first Roth IRA contribution or 
conversion. 

This 5-year holding period never 
restarts. It really is a 5-year 
“forever clock." Additional 
contributions or conversions have 
no effect on it. This is true even if 
they are made to other Roth IRAs.

All of an individual’s Roth 
IRAs are aggregated 
to determine the tax 
consequences of a 

distribution from any one  
of them.

Example 1: On March 17, 2017, 
Erin, age 65, contributed $1,000 
to her Roth IRA as a prior-year 
contribution for 2016. This was 
Erin's first entry into a Roth IRA. 

In 2018, Erin converted her 
$500,000 traditional IRA to another 
Roth IRA with a different IRA 
custodian. 

On February 12, 2021, when the 
converted Roth IRA is worth 
$550,000, Erin takes a total 
distribution from that account. 
The distribution is a qualified 
distribution of earnings, because 
Erin is already over age 59½ and 
the 5-year holding period began 
on January 1, 2016 — the first day 
of the year for which her first Roth 
IRA contribution was made — and 
ended on December 31, 2020. Any 
distributions paid to Erin will be tax 
and penalty free. 

The facts that it has not actually 
been five years since her first 
contribution, and it has been 
less than five years since her 
conversion do not matter. It 
also does not matter that the 

contribution that started the 5-year 
holding period was made to a 
different IRA.

5-Year Rule for  
Converted Funds

In 1998, when Roth IRAs first 
arrived on the scene, the rules 
allowed for immediate distributions 
of converted funds without penalty. 
This allowed those looking to 
access their retirement funds early 
to avoid the 10% penalty to simply 
do a Roth conversion and take an 
immediate distribution. 

To close this loophole, a 5-year 
holding period for penalty-free 
distributions of converted funds 
for those under age 59½ (i.e., the 
5-year conversion clock) was put 
into place. This 5-year holding 
period starts on January 1 of the 
year in which the conversion is 
done. For those over age 59½, 
no wait is necessary. But for 
those who are younger, failing to 
wait those five years will result 
in a penalty, unless an exception 
applies. 

Example 2: Erin, from Example 
1, converted in 2018 and took a 
distribution of converted funds in 
2021. The 10% early distribution 
penalty does not apply to that 
distribution even though it has 
been less than five years. Why? 
Erin is over age 59½.

Unlike the 5-year forever clock for 
qualified distributions of earnings 
discussed previously, the 5-year 
holding period for penalty-free 
distributions of converted funds 
restarts with each conversion. 
Stated differently, each Roth 
conversion will have its own 5-year 
conversion clock.

Example 3: In 2015, Kamil, age 
35, converted $10,000 from his 
traditional IRA to a Roth IRA. 
Then, five years later in 2020, he 
converted another $5,000. 

https://www.congress.gov/bill/105th-congress/house-bill/2014
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In 2021, if Kamil withdraws all 
$15,000 in converted funds from 
his Roth IRA, $10,000 (converted 
in 2015) would be exempt from the 
10% early distribution penalty and 
$5,000 (converted in 2020) would 
be subject to the penalty.

Inherited Roth IRAs

For beneficiaries who inherit 
a Roth IRA, the 5-year rule for 
penalty-free distributions of 
converted funds is of no concern. 
That is because there is an 
exception to the 10% penalty for 
distributions from inherited IRAs. 
Example 4: In 2021, Jim inherited 
a Roth IRA from his father, Mike. 
Mike had converted his $50,000 
traditional IRA in 2019. Jim can take 
a distribution of those converted 
funds at any time without worrying 
about the 10% early distribution 
penalty.
However, a Roth IRA beneficiary 
must still wait out the 5-year 
forever holding period to receive a 
qualified distribution of earnings. 
The 5-year holding period period 
for the deceased individual 
carries over to the inherited IRA. 
It starts with the deceased Roth 
IRA owner’s first contribution or 
conversion to a Roth IRA. 
Example 5: Jim, from Example 4, 
can take a tax and penalty free 
distribution of the $50,000 of 
converted funds in the inherited 
Roth IRA at any time. 
However, if Mike had made no 
prior Roth IRA contributions or 
conversions before his $50,000 
conversion in 2019, Jim must 
wait until January 1, 2024 before 
he can take a qualified, tax-free 
distribution of any earnings in the 
inherited Roth IRA.
Spouse beneficiaries who elect to 
do an inherited account also must 
wait out a 5-year holding period 
for qualified distributions. However, 
if they do a spousal rollover, they 
are permitted to use the shorter of 

either the 5-year holding period on 
the Roth IRA they inherited from 
their spouse or the 5-year holding 
period from their own Roth IRAs.
Example 6: Charlie and Rosa were 
married. In 2020, Charlie turned 
60 years old and at that time had 
his Roth IRA open for more than 5 
years. As such, his Roth funds were 
qualified and able to be withdrawn 
tax free. Rosa is the beneficiary of 
Charlie’s Roth IRA but has never 
had her own Roth IRA. 
On January 24, 2021, Charlie died 
and Rosa, who was age 62 at the 
time of his death, does a spousal 
rollover with his Roth funds to her 
own new Roth IRA. All distributions 
from Rosa’s Roth IRA will be 
qualified tax-free distributions to 
Rosa, even though she has not 
held a Roth of her own for 5 years. 
The tax rules allow Rosa to pick up 
Charlie’s 5-year clock as her own.

However, a Roth IRA 
beneficiary must still wait 

out the 5-year holding 
period to get a qualified 
distribution of earnings.

Rollovers from Roth  
Employer Plans

More and more individuals have 
the opportunity to make Roth 
contributions to their employer 
plan. Roth plans are subject to 
similar rules as Roth IRAs when 
it comes to taking qualified 
distributions. Qualified distributions 
from a plan can be taken when an 
individual is age 59½, disabled or 
deceased. As with Roth IRAs, a 
5-year holding period must also be 
satisfied. 
Example 7: Izzy, age 62, has 
$50,000 in her Roth 401(k). She 
made her first contribution to the 
plan in 2015. In 2020, Izzy took a 
$50,000 distribution from her Roth 
401(k). Because of the 5-year wait, 

it was a qualified distribution that 
was tax and penalty-free. 
When a qualified distribution from 
a Roth 401(k), held for 5 years and 
age 59½ or older, is rolled over 
to a Roth IRA, the funds will be 
considered basis in the Roth IRA 
and will be immediately available 
tax and penalty-free. Keep in mind 
that the Roth IRA 5-year holding 
period for qualified distributions 
of additional earnings will apply. 
This can come as a surprise to the 
owner of a newly minted Roth IRA 
who had funds in a Roth plan for 
years prior to doing a rollover.
Example 8: Izzy, from Example 7, 
rolls over her $50,000 distribution 
from her Roth plan to a Roth IRA. 
She never owned a Roth IRA prior 
to now. 
In 2021, Izzy takes a distribution 
from the Roth IRA that includes the 
$50,000 rolled over from the Roth 
plan as well as $5,000 in earnings. 
The $50,000 will be considered 
tax-free basis. But remember, the 
$5,000 in earnings will be taxable, 
because the 5-year holding 
period for qualified distributions of 
earnings in the Roth IRA has not 
been satisfied.
This outcome can be avoided if 
those with Roth company plans 
who are considering future Roth 
IRA rollovers make contributions or 
do conversions to Roth IRAs. Even 
a small Roth IRA deposit will get 
the 5-year “forever” clock ticking 
for tax-free earnings.

Advisor Takeaway

The Roth 5-year rules can be tricky, 
but keep the big picture in mind. 
For those who keep their Roth 
accounts intact until they retire 
(and are over age 59½), the rules 
could not be easier. Individuals 
with Roth IRAs should be in it for 
the long haul. Not only does this 
make the rules less complicated, it 
allows owners to maximize the big 
tax benefit of the Roth IRA — long-
term accrual of tax-free earnings. ◼ 
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Roth accounts — especially Roth 
IRAs and Roth 401(k)s — are 

often considered the “last dollars” 
a person should touch. Once the 
5-year and age 591/2 requirements 
are met, all distributions are tax-
free, so Roth accounts may be 
looked upon as money to be used 
if needed in retirement or passed 
on to beneficiaries for long-term, 
tax-free compounding. 
Nevertheless, Roth accounts can be 
much more versatile. Depending on 
the situation, preparing to possibly 
use Roths sooner than later might 
provide peace of mind, as well as 
tax-free cash flow when that turns 
out to be a savvy choice. 

Youth Movement 

Holding at least three months’ 
income in a cash reserve account is 
widely recommended as a financial-
planning building block, yet many 
adults in their 20s or 30s find it 
difficult to do so. Advisors might 
suggest that such clients consider 
funding Roth IRAs and holding 
cash equivalents there. As long 
as their modified adjusted gross 
income (MAGI) is less than $125,000 
($198,000 on a joint return), they can 
contribute up to $6,000 per worker 
in 2021.
If this emergency fund needs to be 
tapped, the ordering rules allow 
for account owners to access the 
amount contributed before age 
591/2, without tax or penalty. Even 
if earnings must be withdrawn to 

meet a cash need, the tax on any 
interest earned likely will be scant. 

Or, if these reserves aren’t needed 
immediately, ongoing contributions 
can continue, in low-yielding, low-
tax-exposure assets, to prepare for 
even larger future outlays. This can 
give young adults the confidence 
to invest other assets more 
aggressively, in vehicles likely to 
outperform inflation. 

If this [a Roth IRA] 
emergency fund needs to be 

tapped, the ordering rules 
allow for account owners 

to access the amount 
contributed before age 591/2, 

without tax or penalty.

Roth or Traditional “k” ? 

Many employers now offer both 
traditional 401(k) and Roth 401(k) 
options, as well as allowing after-
tax contributions to their retirement 
plans. For those in the 12% tax 
bracket — which applies to taxable 
income in 2021, after deductions, 
up to $40,525, or $81,050 on a joint 
return — the Roth 401(k) generally 
is a sensible choice. Why take a 
12% tax reduction now when pre-tax 
money must come out some day, 
possibly at much higher rates? 

Even higher earners might make 
use of a Roth 401(k) as well as the 
traditional version if their employer 
offers an in-plan conversion feature. 
First, a worker might contribute 
to the traditional option. For such 
tax-deductible contributions, the 
government loans the participant a 
certain amount of money, based on 
his or her current tax bracket. 

The IRS eventually will want that 
loan returned, when distributions 
occur. The amount the IRS will 
demand will be determined by the 

amount of any growth and the tax 
bracket then in effect. 
Example 1: John and Mary will 
have around $200,000 in taxable 
income this year, putting them in 
the 24% tax bracket. If John puts 
a tax-deductible $19,500 into his 
traditional 401(k) plan, the federal 
government will be loaning them 
$4,680 (24% of $19,500); thus, this 
couple might put aside $4,680 in 
cash equivalents, to be used later. If 
the stock market slides in 2021 and 
John’s 401(k) declines by 30%, the 
$19,500 contribution would be worth 
$13,650. Then, John can decide 
to execute a year-end, in-plan 
conversion to the Roth 401(k). 
At 24%, the tax cost of a $13,650 
conversion would be $3,276. The 
difference between the “government 
loan” and the conversion tax would 
be $1,404, which is now John and 
Mary’s money to use as they please. 
John might do an additional Roth 
conversion of $5,850, moving more 
dollars into tax-free territory.
What if the market doesn’t correct, 
so John’s $19,500 gains in the 
traditional 401(k)? Few clients will be 
upset with a 401(k) gain, and they’re 
likely to appreciate an advisor 
who had a plan in place to make 
lemonade from potential lemons. 
By year's end we may have a better 
idea about whether relevant tax 
legislation is probable. Many tax 
increases have been discussed, 
including higher income tax rates, 
especially on dividends and capital 
gains, and different treatment of 
inherited appreciated assets (from 
step-up in basis to carryover basis). 
If John and Mary are concerned 
that adverse tax changes will 
appear, they can do in-plan Roth 
conversions at relatively low 2021 
tax rates and use the set-aside 
funds to pay the resulting taxes. 
In 2022, a similar plan can be 
implemented to protect against a 
pullback next year. 

Roths for All Seasons
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Small Business Strategies 

Another creative use of Roth 
accounts may be available to 
many small business owners, 
who currently can take a qualified 
business income (QBI) deduction 
under the Tax Cuts and Jobs Act, 
Provision 11011 Section 199A. 
They take this deduction on their 
personal income tax return, based 
on self-employment income and 
pass-through income from the 
business, subject to the amount of 
their taxable income. 
Business owners who are not in 
any phase-out of the QBI deduction 
probably should avoid funding 
deductible SEP and profit-sharing 
accounts as well as traditional 
401(k) contributions. Effectively, they 
would be getting a deduction at 
only 80% of their income tax rate: a 
17.6% tax saving, for example, if they 
are in a 22% bracket. Those dollars 
may be taxed at a higher rate, when 
withdrawn.
In such situations, funding Roth 
IRAs and Roth 401(k)s would be 
a better option. Additionally, if a 
sole proprietor or partner only has 
income from a Schedule C or a K-1 
pass-through, the 199A deduction 
will be based on taxable income 
that will be lower than the Schedule 
C income or K-1 pass-through, 
resulting in a smaller deduction. 
As a fix for such a reduced 
deduction, business owners can 
execute Roth conversions in the 
amount necessary to raise the 
taxable income to fully utilize the 
199A deduction. Effectively, the rate 
on the conversion will only be at 
80% of the normal tax rate — again, 
a 17.6% effective tax rate for someone 
in the 22% tax bracket. 

Trimming Taxable Accounts 

A broad tax-planning approach 
might emphasize moving money 
held in after-tax brokerage accounts 
into Roth accounts, on a continual 
basis. This might be done through 
contributions, conversions, or after-

tax contributions to employer plans 
if in-plan conversions are permitted. 
Individuals might use money 
now in brokerage accounts for 
living expenses, reduce current 
paychecks, and thus contribute 
more after-tax dollars to their 
employer plans. Depending on 
the plan, a participant might put 
as much as $58,000 into after-tax 
territory this year. 
The more money moved from 
traditional pre-tax retirement 
plans and after-tax brokerage 
accounts to Roth accounts, the 
more taxable income moves from 
personal returns, reducing the risk 
of tax law changes. Thus, people 
of all ages should consider making 
Roth contributions each year, 
making after-tax contributions to 
their employer plans, or making 
nondeductible traditional IRA 
contributions that can be converted 
to Roth dollars later. 
Reducing taxable accounts in 
order to build Roths can increase 
asset protection for that money. 
In addition, holding mutual funds 
in Roth IRAs or a Roth 401(k) 
eliminates the tax surprise each year 
on funds’ capital gain distributions, 
making year-end Roth conversion 
analysis much easier.

Business owners can 
execute Roth conversions  
in the amount necessary  

to raise the taxable income  
to fully utilize the  
199A deduction.

Reading, Writing,  
and “Roth-metic” 

Many states offer state tax 
deductions or tax credits for 
contributions to their 529 plans. 
However, 529 contributions are 
always made with dollars subject 
to federal income tax. Therefore, 
patrons might want to plan for 

funding children’s college education 
by contributing to a 529 plan up to 
the amount covered by the state 
tax benefit and putting other money 
intended for higher education 
into Roth IRAs or after-tax 401(k) 
accounts, which can be a better 
home for already-taxed dollars. 
Among the benefits of this 
approach, Roth IRA funds do 
not have to be specifically used 
for college bills. Also, under 
some institutions’ methods for 
determining financial aid, retirement 
accounts may not be considered 
as a family asset that should be 
tapped, while a percentage of 529 
plans is considered part of the 
expected family contribution. 
If Roth IRAs are tapped to pay 
for higher education, contribution 
amounts won’t be taxed. Moreover, 
IRA distributions for college 
expenses avoid the 10% early 
withdrawal penalty. Advisors 
should warn clients to make sure 
outlays for college at least equal the 
amount withdrawn from IRAs each 
calendar year, if the account owner 
is younger than age 591/2. 

Relief for Early Retirees 

If individuals start building Roth 
accounts early in life, they may find 
many situations where using those 
accounts for untaxed cash flow 
can be worthwhile. For instance, 
we often see clients retire before 
Medicare eligibility at age 65, 
forcing them to buy individual health 
insurance during the gap years. 
Their search for coverage may lead 
them to the federal or their home 
state health insurance Marketplace, 
where premium tax credits can be 
obtained to lower costs, under the 
Affordable Care Act. However, if an 
applicant’s income — including all 
Social Security benefits and tax-
exempt municipal bond interest — is 
above certain levels, no helpful 
credits will be allowed. 
Fortunately, Roth account 
distributions don’t count as income 

https://www.law.cornell.edu/uscode/text/26/199A
https://www.law.cornell.edu/uscode/text/26/199A


ED SLOTT’S  
IRA ADVISOR
Editors-in-Chief 
Ed Slott, CPA 
Contributing Writers 
Sarah Brenner, JD 
Andy Ives, CFP®, AIF® 
Ian Berger, JD
Copy Editor 
Ryan Fortese
Graphic Design 
Debbie Slott, D. Slott Design

Disclaimer and Warning to Readers: 
Ed Slott's IRA Advisor has been carefully 
researched to provide accurate and current 
data to financial advisors, taxpayers, and 
others who seek and use the information 
contained in this newsletter. Readers are 
cautioned, however, that this newsletter is 
not intended to provide tax, legal, accounting, 
financial, or professional advice. If such 
services are required, then readers are advised 
to seek the aid of competent professional 
advisors. This newsletter contains timely 
information about complicated tax topics 
that may eventually be changed, outdated, or 
rendered incorrect by new legislation or official 
rulings. The editors, writers, and publisher shall 
not have liability or responsibility to any person 
or entity with respect to any loss or damage 
caused or alleged to be caused, directly or 
indirectly, by the information contained in 
this newsletter.

ED SLOTT’S IRA ADVISOR
is a monthly publication sold 
for $125 annually by:
Smart Subscriptions, LLC   
100 Merrick Road - 200 E 
Rockville Centre, NY 11570 
P: (877) 337-5688  
E: newsletter@irahelp.com

ORDER ONLINE AT:  
IRAHELP.COM/

IRAADVISOR 

 

OR CALL: 
(877) 337-5688

©2021 All rights reserved  
ISSN  1531-653X
Smart Subscriptions, LLC  
100 Merrick Road, Suite 200E  
Rockville Centre, NY 11570 
 
No part of this publication may be reproduced, 
stored in a retrieval system, or transmitted in 
any form by any means without the prior written 
permission of Ed Slott, CPA, Heather Schreiber 
and/or Smart Subscriptions, LLC.

© 2021 Smart Subscriptions, LLC

End Note

8 ED SLOTT'S IRA ADVISOR • MARCH 2021ORDER AT IRAHELP.COM/NEWSLETTER OR CALL (877) 337-5688

#1NEW 
RELEASE FOR 
RETIREMENT 

PLANNING

“An accountant with a sense of humor... Even 
though the subject is dry and the book is 
forced to deal with seemingly impenetrable 
I.R.S. language, Mr. Slott works hard to make 
it all accessible.” — The New York Times

“The insights you will gain 
from reading this book will 
be invaluable.” — Robert 
Powell,  
USA Today, The Street, and 

Retirement Daily

AVAILABLE NOW AT
IRAHELP.COM/TIMEBOMB

for this purpose. Married couples who 
desire, say, $100,000 in cash flow in 
early retirement may discover that using 
$40,000 of Roth withdrawals to create 
a portion of that income can reduce 
annual premiums from around $20,000 
to about $5,000. Thus, starting early to 
accumulate substantial Roth balances 
can set the stage for significant savings 
in health insurance premiums. 

Anticipating IRMAA’s Impact

The health insurance premium tax 
credits aforementioned act on a 
“cliff” basis: if countable income is $1 
above a certain limit (depending on 
household size), no subsidies will be 
available. Retirees already on Medicare 
face a similar problem: there are six 
income tiers and moving into the next 
highest tier by one dollar can create 
steep premium increases, stepping 
up from the standard $148.50 a month 
for Medicare Part B this year to as 
high as $504.90 a month (double 
those numbers for married couples on 
Medicare). 
Again, Roth accounts can come to 
the rescue. By starting early and 
combining Roth contributions as 
well as conversions, a substantial 
amount can be accumulated for 
timely distributions. Because there 

is a two-year lag between reported 
income and imposition of income-
related Part B premiums, highly-taxed 
conversions should be considered prior 
to age 63. Subsequently, calibrated 
Roth distributions can provide cash 
flow while keeping MAGI (and Part B 
premiums) from soaring skyward. ◼ 
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Roth IRA: 5-Year Clocks

Earnings*
Com

e out last.
No tax & no penalty if distributed after 

5 years AND age 59½
.

C
onversions
Com

e out second.
No tax & no penalty if distributed after 5 years OR age 59½

.
For the 10%

 penalty, each conversion  
has its own 5-year clock.

C
ontributions

Com
e out first.

Always no tax &  
no penalty

* Earnings are not subject to tax if withdrawn after the account owner has had any Roth IRA for 5 years AND is over the age of 59½
, or is dead, disabled, or is taking the funds for a first-tim

e 
hom

e purchase. If the account owner is under the age of 59½
 at the tim

e of the distribution of earnings, he or she is also subject to the 10%
 early distribution penalty. 

First conversion done for $20,000.
Account now

 consists of:
$6,000 Contribution
$20,000 Conversion #1
$2,000 Earnings (estim

ated)

Account w
orth $30,000

$6,000 Contribution
$20,000 Conversion #1
$4,000 Earnings 
(estim

ated)

Age 25
Roth IRA started w

ith
$6,000 contribution.

Second conversion done for $50,000.
Account now

 consists of:
$6,000 Contribution
$20,000 Conversion #1
$50,000 Conversion #2
$8,000 Earnings (estim

ated)

Age 59½
 Account Sum

m
ary

• Roth 5-Year Forever Clock started at age 25.
• Conversion #1: 5-year clock is satisfied.
• Conversion #2: 5-year clock is satisfied.

Account consists of:
$6,000 O

riginal contribution
$20,000 Conversion #1
$50,000 Conversion #2
$48,000 Earnings (estim

ated)

Since the “5-Year Forever Clock” 
is satisfied and this person is over 
age 59½

, all future contributions, 
conversions and earnings on those 
transactions w

ill be im
m

ediately 
available for w

ithdraw
al tax- and 

penalty-free.

5-year clock for 
conversion #1 starts

Roth “5-Year Forever” clock 
starts; satisfied at age 30.

Im
m

ediately eligible to w
ithdraw

 the 
entire $6,000 contribution both tax- 
and penalty-free.

Age 35
Eligible to w

ithdraw
 $20,000 

from
 first conversion both tax- 

and penalty-free.

Age 46
Eligible to w

ithdraw
 $50,000 from

 
second conversion both tax- and 
penalty-free.

Eligible to w
ithdraw

 entire account tax- 
and penalty-free.
Roth earnings are also available. 
(D

istributed after 5 years AND 59½
.)

Roth conversion dollars are available tax- and penalty-free if 
distributed after 5 years OR after age 59½

.

Roth IRA contributions are alw
ays available tax-and penalty-free.

5-year clock for 
conversion #2 starts

Age 25 
30 

35 
40 

45 
50 

55 
60 

65 
70 

R
oth IR

A
: 5-Year C

locks &
 D

istribution O
rdering Rules

All Roth IRA Accounts are Considered O
ne


