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IRA Planning for  
Special Needs Beneficiaries

“Not every client has special needs 
issues, but every advisor will have a 
client who does.” – Ed Slott

IRA planning for special needs 
beneficiaries can be challenging. 

Navigating both the requirements 
for IRA beneficiaries and those for 
special needs trusts has never been 
easy — and now the SECURE Act 
adds some new wrinkles. 

Special Needs Trusts

While an individual with special 
needs can be named directly as an 
IRA beneficiary, it is generally not 
recommended. This is where trusts 
become valuable. The purpose of the 
special needs trust (sometimes called 
"supplemental needs trust") is to 
both protect the funds for the special 
needs individual and to provide 
amenities that will not jeopardize any 
governmental benefits. 
“Amenities” are items other than food 
or shelter, such as gifts, education, 
vacations, and other personal items 
to enhance their lives. That’s why 
some of these trusts are called 
supplemental needs trusts — because 
they can provide nice extras that won’t 
cause special needs beneficiaries to 
lose any benefits.
When it comes to special needs 
trusts, there are two categories: first-
party trusts and third-party trusts. 

Trusts funded by the beneficiary’s 
own assets are first-party trusts. 
They can be used to help special 
needs individuals reduce their total 
assets and income to help qualify 
for Medicaid and other benefits. 
However, upon the death of the 
grantor/beneficiary, any remaining 
trust assets must first be used to 
repay the individual’s state for any 
governmental benefits received. 

Third-party special needs trusts, on 
the other hand, are funded with assets 
belonging to someone other than 
the special needs individual, such as 
the beneficiary's parents. During the 
special needs person’s life, first and 
third-party trusts operate in the same 
manner, but, upon the death of the 
special needs individual, there is a key 
difference: With third-party special 
needs trusts, all remaining trust assets 
at the special needs person’s death 
can pass to remainder beneficiaries. 
There is no requirement to repay the 
state for any benefits received. 

In PLR 201116005, an IRA owner died 
leaving his IRA to his children, one 
of whom with special needs. After 
inheriting, the child with special needs 
wanted to transfer his share of the 
inherited IRA to a special needs trust 
established for his own benefit. 

The IRS allowed the post-death 
transfer to the special needs trust 
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Executive Summary

Executive Summary
IRA Planning for Special Needs Beneficiaries

■  The purpose of a special needs trust is to both protect the funds for the special needs individual and to 
provide amenities that will not jeopardize any governmental benefits.

 ■  There are two categories of special needs trusts: first-party trusts and third-party trusts. 
■  First-party trusts are funded by the beneficiary’s own assets; third-party special needs trusts are funded 

with assets belonging to someone other than the special needs individual.
■  Under the SECURE Act, special needs beneficiaries who qualify as disabled or chronically ill are EDBs 

and can still take advantage of the stretch IRA.
■  Applicable multi-beneficiary trusts (AMBTs) specifically preserve the stretch for chronically ill and 

disabled beneficiaries.
■  Any IRA distributions that are not distributed to the trust beneficiary each year are taxed at trust income 

tax rates, which reach the top tax rate of 37% after just $13,050 of income.
■  Trust planning alternatives are to leave Roth IRAs or life insurance to the special needs trust.

The Largest Check in a Lifetime: 4 Primary Options
■  Keeping retirement dollars in a company 401(k) plan could be the best option for some individuals.
■  Plan benefits include federal creditor protection, life insurance, and the age 50 and 55 exception to the 

10% early withdrawal penalty.
■  Rolling retirement plan assets into an IRA allows for flexibility and control, potentially expanded 

beneficiary options, access to the higher education and first-time home buyer penalty exceptions and 
QCDs, among others.

■  Leveraging the net unrealized appreciation (NUA) tax break must be considered prior to a rollover.
■  Another option for retirement dollars is to convert to a Roth, either within the plan or via rollover to a 

Roth IRA.
Beneficiary Planning for Health Savings Accounts

■  Health Savings Account (HSA) owners increasingly are looking at their accounts as long-term 
accumulation vehicles, rather than merely conduits for untaxed healthcare spending.

■  HSA contributions are tax-deductible, regardless of income or the taxpayer’s standard deduction-vs.-
itemizing decision. Once dollars are held in an HSA, any investment income grows tax deferred. HSA 
distributions are untaxed if they are used for qualified expenses.

■  Any HSA contributions made via salary deferrals reduce the wage amount subject to Social Security 
and Medicare taxes, in addition to income tax reduction. Such cash flow into an HSA is considered an 
employer contribution, avoiding FICA taxes.

■  Studies indicate that retirees may have tens — or even hundreds — of thousands of dollars in lifetime 
uninsured medical costs and having a tax-free HSA to pay for them will be welcome.

■  Once an owner dies and leaves the account to any recipient other than a surviving spouse, an HSA 
goes from one of the most favored holdings in the tax code to one of the least desirable. Other than the 
unpaid medical expenses from the 12 months preceding death, all the remaining never-taxed dollars will 
be immediately taxed.

without triggering an income tax 
on the transfer. Although the PLR 
was granted, the failure by the 
beneficiary’s father to plan ahead 
was a costly mistake. The fees 
for the PLR itself, along with the 
preparation fees, could have easily 
exceeded $20,000. Plus, as a first-
party trust funded with the trust 

beneficiary’s own assets, much, if 
not all of the trust assets remaining 
at the beneficiary’s death will 
have to be paid to the state 
as reimbursement for benefits 
received. 

Had this been a third-party trust, 
established and named as the IRA 

beneficiary by the IRA beneficiary’s 
father (thereby funded with assets 
belonging to someone other than 
the trust’s beneficiary), there would 
be no requirement to reimburse 
the state upon the death of the 
trust beneficiary. Any remaining 
assets could pass to other heirs.

https://www.irahelp.com/newsletter
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SECURE Act Impact

Under the SECURE Act, special 
needs beneficiaries who qualify 
as disabled or chronically ill are 
eligible designated beneficiaries 
(EDBs) and can still take 
advantage of the stretch IRA. 
Congress, understanding the 
importance of protecting special 
needs beneficiaries, went even 
further and carved out a set 
of carefully crafted rules for 
special needs trusts. These rules 
specifically preserve the stretch 
for chronically ill or disabled 
beneficiaries via an applicable 
multi-beneficiary trust (AMBT).

Under the SECURE Act, 
special needs beneficiaries 
who qualify as disabled or 

chronically ill are EDBs and 
can still take advantage of 

the stretch IRA. 

An AMBT can have other 
beneficiaries of the trust besides 
the disabled or chronically ill 
person. These other beneficiaries 
do not have to be EDBs, but 
they all have to be designated 
beneficiaries. That would include 
living individuals with a life 
expectancy (like a sibling, for 
example) but would exclude 
entities like a charity or an estate. 
Therefore, a trust with a charity as 
a beneficiary would not meet the 
requirements. If the trust does not 
meet the requirements, then the 
trust will fail, and the stretch IRA 
will not be available to the disabled 
or chronically ill individual.
Example: Brian names a special 
needs trust for the benefit of his 
disabled son, Bo, as the beneficiary 
of his IRA. After Bo’s death, the 
trust dictates that any remaining 
funds from the IRA are to be 
paid to a local charity. Because 
the charity is not a designated 
beneficiary, the trust does not 

qualify as an applicable multi-
beneficiary trust. This means that 
stretching the RMDs over Bo’s life 
expectancy would not be allowed, 
and instead the trust would be 
subject to the 10-year rule.

Planning Alternatives

While the SECURE Act’s rules for 
AMBTs clear the way for special 
needs trusts to continue to use 
the stretch, there are still some 
significant drawbacks to funding 
the trust with an IRA. 
Chief among those drawbacks is 
that IRA distributions (in addition 
to RMDs) that are not distributed 
to the trust beneficiary each year 
are taxed at trust income tax rates. 
While the maximum income tax 
rate is the same for trusts and 
individuals, the trust brackets are 
highly compressed. In other words, 
trusts reach the highest income tax 
rate at much lower income levels. 
For example, in 2021, trusts reach 
the top tax rate of 37% after just 
$13,050 of income. By comparison, 
an individual would not hit that 
rate until taxable income exceeded 
$523,600. And therein lies the 
problem with any trusts that retain 
funds for beneficiaries – the trust 
tax dilemma. 
This is more acute with special 
needs beneficiaries. Why? If the 
IRA is large enough, most of the 
RMD payments will be kept in 
the trust since the child would 
lose governmental benefits if the 
RMDs were paid out to him. Any 
funds retained in the trust will 
be subject to high trust tax rates. 
Fortunately, that trust tax impact 
is softened somewhat since the 
AMBT qualifies for the stretch IRA. 
RMDs will be lower since they 
are extended over a longer period 
based on the age of the special 
needs beneficiary.
One planning alternative is to 
have the IRA owner convert a 
portion of the IRA he wishes to 
leave to the special needs trust 

to a Roth IRA. This will trigger a 
current tax bill, but these funds (if 
not converted) could eventually 
be taxed at much higher rates if 
retained in the special needs trust. 
When an inherited Roth IRA is paid 
to a special needs trust, there is no 
income tax. That means no high 
trust taxes, which is the benefit 
of paying the tax upfront with the 
Roth IRA conversion. Plus, once 
the funds are converted, there are 
no lifetime RMDs, which could 
allow the Roth funds to grow tax-
free if not needed during lifetime. 
Another planning strategy may be 
to scrap the idea of using the IRA 
to fund the trust altogether and use 
life insurance instead. Assuming 
the IRA owner does not need the 
IRA funds to live on, he can take 
annual taxable IRA distributions 
and use those funds to purchase a 
life insurance policy. This way, IRA 
assets are drawn down over time 
at today’s lower tax rates. The life 
insurance can then be used to fund 
the special needs trust at death. 
Like a Roth IRA, life insurance 
proceeds paid to a trust will be 
income tax free and avoid any trust 
tax problems. 

Takeaway

For many people, their IRA is 
the first item that comes to mind 
when it comes to planning for a 
special needs beneficiary. This is 
understandable, because so often 
an IRA is where most of a person’s 
savings can be found. But be 
careful. IRA planning for a special 
needs beneficiary must follow 
all requirements for both special 
needs trusts and inherited IRAs in 
the wake of the SECURE Act. 
A better idea may be to explore 
exchanging assets like traditional 
IRAs for more tax-efficient assets 
like Roth IRAs and life insurance. 
These alternative strategies can, 
in many cases, more effectively 
accomplish post-death planning 
objectives for special needs 
beneficiaries. ◼
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The Largest Check in a Lifetime: 4 Primary Options

COVID-19 has reshaped the 
economy. Workers are retiring 

early, moving, changing careers, 
and generally resetting their lives. 
Along with such transition comes 
the need to decide what to do with 
funds from a previous employer’s 
retirement plan. For many, a 
workplace retirement plan houses 
the bulk of their savings. A lump 
sum payout could put one of the 
largest checks a person has ever 
seen into their pocket. 
Understanding the four primary 
options for dealing with retirement 
plan dollars prior to stuffing a life 
savings into a wallet is critical to 
success. Additionally, with the 
recently imposed SEC and DOL 
requirements, more scrutiny of 
the rollover decision means that 
a complete analysis, including a 
discussion about the benefits and 
drawbacks, is an absolute must for 
the advisor.

Option 1:  
Stay in a Company Plan

Keeping retirement dollars in a 
company plan could be the best 
option for some individuals. Just 
because a person leaves his job 
does not mean he needs to shutter 
the windows on his workplace 
retirement plan account. In fact, a 
plan offers some unique benefits 
that would be lost if a participant 
jumped ship too quickly. 
Reasons for keeping money in a 
plan after terminating employment 
include the following:
Federal creditor protection. 
Generally, company plan 
assets receive federal creditor 
protection under ERISA. This is 
the gold standard of protection, 
as it provides a complete shield 
in bankruptcy, as well as from 
lawsuits like malpractice or other 
judgments against the plan 
participant. Creditor protection 
should be considered prior to 

making any decisions with plan 
assets as this protection may be 
reduced or lost if plan accounts are 
rolled over.
Plan life insurance. Life insurance 
cannot be held in an IRA, 
but it can be held in a 401(k). 
Additionally, life insurance offered 
through a company plan may be 
the only life insurance a person 
can qualify and pay for, and it 
may be costly to continue the 
insurance if a participant leaves 
the plan. If the decision is made to 
leave, the plan life insurance may 
have to be either distributed to the 
former employee (a taxable event), 
purchased by the employee, or 
surrendered for cash. 

In fact, a plan offers some 
unique benefits that would 
be lost if a plan participant 

jumped ship too quickly. 

Age 55 plan exception to the 10% 
penalty. If a plan participant is age 
55 or older in the year he leaves 
his job, keeping his 401(k) dollars 
in the plan may make sense. While 
distributions from the company 
plan will be subject to tax, no 10% 
early withdrawal penalty will apply. 
If the participant rolls plan funds 
to an IRA, the age-55 exception 
on these dollars is lost. IRA 
withdrawals before age 59½ will 
then be subject to the 10% early 
withdrawal penalty (unless another 
exception applies).
Age 50 for public safety 
employees. Similar to the previous, 
but only for state and local public 
safety employees, plan funds 
can be withdrawn penalty-free 
if separation from service was 
in the year the public safety 
employee turned age 50 or older. 
This group includes federal public 
safety workers, including law 
enforcement officers, firefighters, 

certain customs officials, border 
protection officers and air traffic 
controllers, nuclear materials 
couriers, U.S. Capitol Police, 
Supreme Court Police, and 
diplomatic security special agents 
of the Department of State.

Option 2:  
Roll Over to a Traditional IRA

Another option for those recently 
retired is to roll their retirement 
plan assets into an IRA. While 
this transaction will eliminate the 
previous set of benefits, there are 
advantages to an IRA that are 
unavailable in a plan. 
Benefits of rolling pre-tax plan 
dollars to a traditional IRA include 
the following:
Flexibility and control. An IRA 
rollover could allow the flexibility 
to make changes more quickly 
without the administrative hurdles 
or delays that plans can impose. 
Once funds are in the IRA, 
planning updates can be done 
with the help of a financial advisor.
Potentially expanded beneficiary 
options. Plans can be designed to 
have more restrictive beneficiary 
options than an IRA. A plan can 
deny stretch payments to an 
eligible designated beneficiary 
(EDB) who would otherwise be 
able to stretch payments on an 
IRA. Plans can refuse trusts as 
beneficiaries, and ERISA-covered 
plans require spousal consent if 
someone other than the spouse is 
to be named as beneficiary. IRAs 
have no such requirements. The 
best option to guarantee the most 
favorable payout after death for 
beneficiaries is to roll the company 
plan funds over to an IRA.
Higher education and first-time 
home buyer penalty exceptions. 
There have been multiple 
instances where plan participants 
took a distribution from a company 
plan and erroneously thought they 

https://www.irahelp.com/newsletter
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could avoid the 10% penalty if they 
used those plan dollars for either 
higher education expenses or for 
a first-time home purchase. These 
exceptions to the 10% penalty do 
not apply to plan withdrawals. 
If the intent is to leverage the 
higher education and/or first-time 
home buyer exception, a rollover 
to an IRA is a must, as those 
exceptions only apply to IRAs.
Qualified charitable distributions 
(QCDs). QCDs can only be made 
from an IRA. This tax benefit is 
unavailable if the funds remain in 
the company plan.
Investment options. IRA owners 
have the universe of investment 
options from which to choose. 
They do not have to pick from a 
limited number of investments 
typically offered by the company 
plan. Investment choices within 
an IRA can be customized to meet 
specific risk tolerances, social 
preferences and other personal 
retirement needs.
No withdrawal restrictions. IRA 
account owners generally have 
immediate access to IRA dollars, 
regardless of age. Even if a person 
is under age 59½, she can still 
withdraw from her IRA. Yes, she 
will pay tax and the 10% penalty, if 
applicable, but she still has full and 
instant access. Plans may have 
restrictions on withdrawals.
More flexible withholding options. 
Plans are generally required to 
withhold 20% of an eligible rollover 
distribution paid to an employee. 
With IRAs, there is no such 20% 
mandatory withholding rule.
Required minimum distribution 
(RMD) simplicity. IRAs are 
aggregated for calculating RMDs. 
An IRA owner can take his RMD 
from any one or a combination of 
his own IRAs. With company plans, 
the employee generally has to take 
his RMD from each plan separately 
— with an exception for 403(b) 
plans, which can be aggregated.

Option 3:  
Take a Lump Sum Distribution

Another option is to take a 
distribution of all or part of the 
401(k) plan and pay taxes now. 
While such action may sound 
counterintuitive, it can potentially 
save money in the long run. By 
leveraging the net unrealized 
appreciation (NUA) tax break on 
company stock held in a 401(k), 
one can pay long-term capital gain 
tax rates on the appreciation as 
opposed to ordinary income rates.
A plan participant must hit a 
trigger event to qualify. These 
“triggers” include:

 σ Reaching age 59½
 σ Separation from service (not for 
the self-employed)

 σ Disability (only for the self-
employed)  

 σ Death
Ultimately, the NUA stock is 
transferred in-kind to a non-
qualified brokerage account, and 
the remaining plan assets are 
typically rolled over to an IRA. 
When the NUA transaction is 
initiated, the entire plan balance 
must be emptied in that same 
calendar year. Properly timing and 
executing the NUA transaction 
after a trigger event is critical. 
Move too quickly or take a wrong 
turn, and the opportunity could be 
forever lost.
While the NUA tax break could 
represent a significant savings, it 
is not available to everyone nor 
is it a perfect fit in all situations. 
Regardless, it must at least be 
considered.

Option 4:  
Convert to a Roth IRA

The fourth option for retirement 
plan dollars is to convert to a Roth 
IRA. A conversion can be done 
within the plan if the plan allows. 
For plan participants who do not 
have a Roth component to their 

work plan, rolling plan dollars to a 
Roth IRA is their only Roth access 
point.

A Roth conversion is not an all-
or-nothing scenario. A person 
could roll over part of her plan to a 
traditional IRA and part to a Roth 
IRA. Such a rollover to a Roth IRA 
would qualify as a valid conversion. 
Note that it is not necessary to 
move everything to a traditional 
IRA first and then convert.

Be aware of after-tax employee 
contributions in a plan. These 
are not Roth dollars. Earnings on 
after-tax dollars within a plan are 
taxable when paid out. If the plan 
separately accounts for after-tax 
dollars (and most do), these dollars 
can be segregated from pre-tax. 

Earnings on after-tax dollars 
within a plan are taxable 

when paid out.

Upon rollover, the plan will typically 
issue two checks: one for pre-tax 
dollars and one for after-tax dollars. 
It is highly recommended that the 
after-tax dollars be rolled over to a 
Roth IRA. This qualifies as a valid 
conversion and, since these are 
after-tax funds, the conversion will 
be tax-free. (If the after-tax dollars 
are rolled over to a traditional 
IRA, it will create basis in the IRA 
and will need to be accounted for 
with all future conversions and 
distributions.)

Conclusion

All plans and people are different, 
with unique situations and needs. 
There is no universal solution as 
to what to do with retirement plan 
dollars. A combination of these 
options could well be the best path 
forward. To ensure a successful 
transition into retirement, be sure 
to consider all possibilities prior 
to receiving the largest check in a 
lifetime. ◼
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Health Savings Accounts (HSAs) 
are growing exponentially. 

Even more impressive is their 
increased use as healthcare 
retirement accounts, designed to 
cover the qualified expenses that 
inexorably increase with age.
Over time, more people will 
accumulate more assets in their 
HSAs. Some account owners will 
die with substantial balances, so 
knowing how to arrange for post-
death succession is likely to become 
a valuable niche in retirement 
planning.

By the Numbers

Devenir Research reports that the 
number of HSAs increased by 6% in 
2020, to more than 30 million. During 
that year, HSA assets grew by 25%, 
to $82.2 billion.
What’s more, HSA investment 
assets soared to nearly $24 billion, 
up 52% in 2020. The bottom line is 
that HSA owners increasingly are 
looking at their accounts as long-
term accumulation vehicles, rather 
than merely conduits for untaxed 
healthcare spending.

Triple (or Quadruple)  
Tax Breaks

Why this explosion in looking at 
HSAs as supplemental retirement 
plans? Because of their unmatched 
tax advantages. HSA contributions 
are tax-deductible, regardless of 
income or the taxpayer’s standard 
deduction-vs.-itemizing decision. 

Once dollars are held in an HSA, 
any investment income grows tax 
deferred.
Completing the trifecta, HSA 
distributions are untaxed if they are 
used for qualified expenses. The list 
of such outlays is extensive, ranging 
from acupuncture to vet bills for 
guide dogs.
In addition, working employees who 
have an HSA through their employer 
can receive yet a fourth tax benefit. 
Any HSA contributions made via 
salary deferrals reduce the wage 
amount subject to Social Security 
and Medicare taxes, in addition to 
income tax reduction. Such cash 
flow into an HSA is considered an 
employer contribution, avoiding 
FICA taxes. 

Passing Thoughts

With such tax advantages, many 
individuals are likely to accumulate 
HSA dollars for spending in 
retirement. Some insurance 
premiums count as qualified 
(untaxed) expenses, and the same is 
true for some long-term care outlays. 
Studies indicate that retirees may 
have tens — or even hundreds — of 
thousands of dollars in lifetime, 
uninsured medical costs and having 
a tax-free HSA to pay for them will 
be welcome.
Although some seniors will have 
extended retirements and go 
through most or even all of their 
HSA money, others will die while still 
holding funds in the account. What 
will happen to the HSA? 
That depends on the beneficiary’s 
identity. When making this choice, 
it’s important to know that HSA 
beneficiaries who are not surviving 
spouses will be treated much 
differently than non-spouse IRA or 
401(k) beneficiaries.
Example: Noah named his wife, 
Cecelia as his HSA beneficiary. 
Cecelia can assume Noah’s position 

as the account’s owner, as of the 
date of Noah’s death. Cecelia, going 
forward, can revise HSA investments 
or leave them alone. If she’s eligible 
(covered by a qualified pre-
Medicare health plan), she can make 
deductible contributions to the HSA, 
up to the currently prevailing limits.
Cecelia can pay any of Noah’s 
qualified expenses that were unpaid 
at his death. Such HSA distributions 
won’t be taxed, as will be the case 
with Cecelia’s own qualified outlays. 
Cecelia can name beneficiaries of 
what’s now her HSA, too. 
Fast forward a few years; Cecelia 
remarries. She can now name her 
new spouse, Ronan, as her HSA 
beneficiary. Ronan would take over 
that HSA, if he survives Cecelia.

HSA beneficiaries who are 
not surviving spouses will 

be treated much differently 
than non-spouse IRA or 

401(k) beneficiaries.

Abrupt Ending

So far, so good. However, if Cecelia 
names her daughter, Eva, as her 
HSA beneficiary, the results will not 
be as fortuitous. When a non-spouse 
inherits an HSA, the account ceases 
to be tax-favored. On the date of 
death, the HSA will be transferred 
to the non-spouse beneficiary and 
all the remaining dollars will be 
distributed. 
Thus, the inherited amount becomes 
taxable income, fully taxed at 
ordinary rates. The only exception: 
for up to 12 months after death, 
qualified but yet unpaid expenses 
of the deceased HSA owner may 
be paid from the distributed dollars, 
which won’t be included in the non-
spouse beneficiary’s taxable income.  
The same unwelcome result will 
occur if the HSA passes to a trust. 

Beneficiary Planning for Health Savings Accounts

https://www.irahelp.com/newsletter
https://www.devenir.com/devenir-report-forecasts-health-savings-account-assets-to-exceed-100-billion-in-2022/


7ED SLOTT'S IRA ADVISOR • JULY 2021
© 2021 Smart Subscriptions, LLC

Or, if no beneficiary has been named 
the HSA will be distributed to the 
estate and taxed as income on the 
decedent’s final income tax return.
Therefore, once an owner dies and 
leaves the account to any recipient 
other than a surviving spouse, an 
HSA goes from one of the most 
favored holdings in the tax code 
to one of the least desirable. Other 
than the unpaid expenses from the 
12 months preceding death, all the 
remaining never-taxed dollars will be 
immediately taxed.
Who knows how high tax rates 
might be at that future date, possibly 
including state and even local income 
taxes? Who knows whether the 
taxpayer reporting this income will be 
in his or her peak earning years, only 
to add the inherited HSA to high-
bracket taxable income?

Sooner Than Later

The key point is that taxpayers with 
a sizable HSA that won’t be left to a 
surviving spouse should plan for the 
inevitable transfer. Spend down the 
HSA today, while distributions avoid 
tax, and leave as little as practical for 
tax collectors tomorrow.
In addition, HSA owners should 
make sure their beneficiaries are 
aware of the rules they’ll face. 
Unpaid qualified expenses should 
be paid from the HSA, tax-free, 
with beneficiaries other than a 
surviving spouse striving to make 
post-mortem distributions within 12 
months.
Moreover, naming a minor or a 
trust as HSA beneficiary may 
create complications. If the 
beneficiary won’t be a surviving 
spouse, a moderate-income adult 
who is detail-oriented might be a 
reasonable choice. Keeping good 
records — retaining receipts! — is 
vital to justify the tax treatment of 
qualified HSA distributions, in case 
of a future challenge.
Another option is to avoid naming a 
beneficiary, so the lump-sum HSA 

distribution will pass to the estate 
and taxed in the decedent’s final 
income tax return, if there will be 
scant other income to report. Or, if 
the HSA owner has philanthropic 
intent, a charity or charities can be 
named to inherit the HSA, avoiding 
income tax on the distribution.

Spouse as HSA Beneficiary

As mentioned, surviving spouses 
receive much better tax treatment 
than other HSA beneficiaries. Often, 
an HSA owner who doesn’t name a 
spouse as beneficiary should deplete 
the account during his own lifetime, 
reducing the amount subject to 
lump-sum taxation. (A charitable 
bequest also may be considered.)

Often, an HSA owner  
who doesn’t name a spouse 

as beneficiary should 
deplete the account during 
his own lifetime, reducing 

the amount subject to  
lump-sum taxation.

Does the alternate approach apply? 
Should an HSA owner refrain from 
taking qualified distributions in order 
to leave the surviving spouse with a 
larger tax-favored holding?
This may be the case when a 
surviving spouse can look forward 
to years of ongoing tax-free 
accumulation and likely will be 
able to keep the required records. 
However, if the anticipated time and 
competency of the surviving spouse 
declines substantially, it may be time 
for the current owner to aggressively 
take qualified HSA distributions.

Advisor Action Plan:
 σ Discuss beneficiary selection 
with HSA owners. Explain the 
differences from the treatment of 
IRA beneficiaries.

 σ Urge naming a spouse as HSA 
beneficiary.

 σ For HSA holders who can’t or 
won’t name a spouse, suggest 
choosing as beneficiary an adult 
relative or friend who is in a low 
to moderate tax bracket. This 
person should be competent, 
fully aware of the need to 
pay qualified expenses of the 
decedent within 12 months.

 σ Mention the possibility of 
naming a charity as HSA 
beneficiary. ◼

 
This information 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. Results 
may vary.  

Securities offered through LPL Financial, 
Member FINRA/SIPC. Investment Advice 
offered through Wealth Enhancement Advisory 
Services, a registered investment advisor. Wealth 
Enhancement Group and Wealth Enhancement 
Advisory Services are separate entities from 
LPL Financial. Wealth Enhancement Group is a 
registered trademark of Wealth Enhancement 
Group, LLC. 

Ryan McKeown, CPA, CFP® brings 
an extensive tax and retirement 
income planning background to 
Wealth Enhancement Group. He helps 
lead the Tax Strategies group of our 
Roundtable team of specialists and is 
a frequent guest on our weekly “Your 
Money” radio program.  
 
Ryan is a five-year winner (2016-
2019 & 2021) of the “FIVE STAR 
Wealth Manager” as noted in Mpls.
St.Paul Magazine and Twin Cities 
Business magazine. He has also 
been a long-standing member of 
the Ed Slott Master Elite IRA Advisor 
GroupSM, which is one of the leading 
organizations in the country devoted 
to advanced retirement account 
taxation knowledge. Ryan has also 
been a contributor to The Wall Street 
Journal and is a board member for the 
Mankato Youth Place and Mankato 
Area YMCA. 
 
Out of the office, Ryan has taught 
as an adjunct faculty member at 
Minnesota State University, Mankato, 
devotes time to several non-profit 
organizations and has enjoyed playing 
the drums for close to 30 years. 
 
Ryan can be reached at rmckeown@
wealthenhancement.com or (507) 
386-1755

Beneficiary Planning for HSAs



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/
NEWSLETTER 

 

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, and/or Smart 
Subscriptions, LLC.

© 2021 Smart Subscriptions, LLC

End Note

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

LEARN MORE AND REGISTER TODAY AT irahelp.com/2-day

LIVE

Sarah Brenner, JD
Ed Slott, CPA, Author of  

The New Retirement Savings  
Time Bomb 

Andy Ives, CFP®, AIF® Ian Berger, JD 

July 15-16, 2021

VIRTUAL
INSTANT IRA SUCCESS

Ed Slott and Company’s

2-Day IRA Workshop

Promo 
Code: $400 OFF NEWSLETTER

Featuring the latest retirement tax law 
changes, including the SECURE Act

Get Even More IRA Education
 
From continued confusion surrounding the SECURE Act’s 10-year rule 
to advancements of SECURE Act 2.0, now is the time to get actionable, 
timely strategies to help protect your clients’ retirement savings from 
unnecessary taxes!

With rollover advice facing more fiduciary scrutiny than ever before 
under both the DOL fiduciary rule and Reg BI now in effect, learn a 
systematic and educational approach to protect your business’s and 
your clients’ best interests.

AND COMPANY, LLC

America’s IRA Experts

EEDDSLOTT Web: irahelp.com Email: info@irahelp.com Phone: 800-663-1340 

mailto:newsletter%40irahelp.com?subject=from%20Back%20Cover%20
https://www.irahelp.com/newsletter
https://www.irahelp.com/newsletter
https://www.irahelp.com/2-day/virtual-ira-workshop-2021-07
https://www.irahelp.com/2-day/virtual-ira-workshop-2021-07


ED SLOTT'S IRA ADVISOR • JULY 2021
© 2021 Smart Subscriptions, LLC

2021 Health Savings Account (HSA)

2021 HSA Chart

HSA Contribution Eligibility
 ■  Must be enrolled in a high deductible health plan (HDHP) to contribute
■  Generally cannot have other health insurance that is not an HDHP
■  Cannot be enrolled in Medicare or Tricare
■  Can’t 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)
■  Cannot be eligible to be claimed as a dependent on someone else’s tax return

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

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

2020 $1,400 $6,900 $2,800 $13,800
2021 $1,400 $7,000 $2,800 $14,000

*Confirm with the health insurance company that the plan is an HDHP.

HSA Contribution Limits*
Year Self-Only HDHP 

Under Age 55
Self-Only HDHP 

Age 55+
Family HDHP 
Under Age 55

Family HDHP  
Age 55+

2020 $3,500 $4,550 $7,100 $8,100
2021 $3,600 $4,600 $7,200 $8,200**

*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 limits apply. The contribution deadline is 
the tax-filing deadline, not including extensions (i.e., April 15).  
 

**Each spouse, age 55+, is able to make up to $1,000 catch-up contributions to separate accounts, making the combined 
total $9,200.

HSA Tax Benefits and Advantages
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.

Employer 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 HSA funds can be rolled over or transferred to another HSA (once-per-year rule and 60-
day rule applies to rollovers).

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 (QHFD). HSA funds can never be rolled over to an 
IRA.

Qualified HSA Funding 
Distribution

A QHFD is a tax-free direct transfer from an IRA to an HSA. It is a one-time only transfer 
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. 


