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The Battle of the Roth Options

he increasing popularity of
both Roth IRAs and Roth 401(k)
accounts is not surprising considering
the increasing concern about future
income tax hikes. Both Roth IRA and
Roth 401(k) contributions are made
with after-tax dollars, grow tax-free,
and can be withdrawn tax-free as
a qualified distribution. For those
who believe tax rates are lower now
than they will be when distributions
are made, a Roth contribution often
makes sense. (Since Roth accounts
can be offered in 401(k), 403(b) and
governmental 457(b) plans, this
article's references to “Roth 401(k)”
will apply to any of those plans.)
Anyone meeting certain income
restrictions can contribute up to
$6,000, or $7,000 if age 50 or older, to
a Roth IRA for 2021 or 2022. Company
plans are not required to offer Roth
contributions. However, employees
with a Roth 401(k) option can make
Roth plan contributions of up to
$19,500, or $26,000 if age 50 or older,
in 2021 ($20,500, or $27,000 if age
50 or older, in 2022). Note that these
Roth 401(k) limits are aggregated with
pre-tax elective plan deferrals.
There is no combined limit for Roth
IRAs and Roth 401(k)s. This means
that it is possible to contribute the
maximum amount to both a Roth IRA
and Roth 401(k) in the same year.
Example 1: Sofie, age 52, is single and
has a modified adjusted gross income

(MAGI) of $100,000 in 2021. Sofie’s
401(k) plan offers Roth contributions.
Since her MAGI is below $125,000
(the 2021 threshold for single
taxpayers), Sofie can make a $7,000
Roth IRA contribution for 2021. She
can also make up to $26,000 in Roth
401(k) contributions this year ($19,500,
plus $6,500 catch-up), for a total of
$33,000 of 2021 Roth contributions.
Unfortunately, not everyone can
afford to maximize both Roth IRA
and Roth 401(k) contributions. With
limited dollars available to contribute,
which option is better? To help answer
this question, consider the following
advantages each option has to offer.

5 Roth IRA Advantages
1. No Lifetime RMDs: One significant
advantage of Roth IRAs is that owners
(and surviving spouses who roll over
an inherited Roth IRA to their own
Roth IRA) are not subject to required
minimum distributions (RMDs) during
their lifetime. By contrast, Roth 401(k)
participants are subject to RMDs.
2. More investment options. Roth
IRAs (and traditional IRAs) have
almost unlimited investment options.
The only prohibited investments
are collectibles (except for certain
coins minted by the U.S. Treasury),
life insurance and S corporation
stock. On the other hand, Roth 401(k)
investments are restricted to the
limited options offered by the plan.
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The Battle of the Roth Options
Roth IRA and Roth 401(k) contributions, including those made to Roth accounts in 403(b) and
governmental 457(b) plans, are made with after-tax dollars, grow tax-free, and can be withdrawn tax-free
as a qualified distribution.
Anyone meeting certain income restrictions can contribute up to $6,000, or $7,000 if age 50 or older, to a
Roth IRA for 2021 or 2022. Employees with a Roth 401(k) option can make Roth plan contributions of up
to $19,500, or $26,000 if age 50 or older, in 2021 ($20,500, or $27,000 if age 50 or older, in 2022).
Roth IRAs have advantages of no lifetime RMDs, more investment options, easier accessibility, easierto-satisfy qualified distribution rules, and more favorable non-qualified distribution rules.
Roth 401(k)s have advantages of a higher annual limit and no income restrictions, stronger creditor
protection, matching contributions, availability of loans and life insurance, and age-55 10% early
distribution penalty relief.

Solving (Some) IRA Problems With “Returns” and “Recharacterizations”
■T
 he penalty for an excess IRA contribution is 6%, which accrues annually until the excess contribution is
either paid from the relevant IRA or is absorbed into a subsequent year’s contribution.
■ The most common use of a corrective distribution is to offset an excess IRA contribution by withdrawing
the excess, plus any “net income attributable thereto,” no later than “the day prescribed by law (including
extensions of time) for filing."
■ The deadline for a returned contribution is not the due date of an income tax return, as extended. Here,
the pertinent deadline is October 15 of the year after the year of the contribution, regardless of whether
the taxpayer obtained a filing extension. However, if the taxpayer is late filing his 2021 tax return, his
corrective distribution deadline for a 2021 excess contribution is April 15, 2022.
■ The IRS allows almost any "faulty" contribution to any type of IRA to be recharacterized by moving the
contribution, plus any subsequent earnings, into a different IRA by the extended due date of the tax
return for the year the contribution was made. (Two types of contributions cannot be recharacterized: a
valid Roth conversion made after 2017 and any valid tax-free rollover.)
3. Easier accessibility. Roth IRAs
can be withdrawn at any time —
although earnings may be taxable
and subject to the 10% early
distribution penalty. Accessibility
is not so easy with Roth 401(k)s.
An employee still working cannot
access her Roth 401(k) assets
before age 59½ (except in cases of
financial hardship).
4. Easier-to-satisfy “qualified
distribution” rules. Earnings on
both Roth IRA and Roth 401(k)
contributions can be withdrawn
tax-free as long as the distribution
is considered “qualified.” A
qualified distribution requires that
the distribution be taken after a
“triggering event” and satisfaction
of a five-year holding period.
Triggering events for both Roth
IRA and Roth 401(k) distributions
are attainment of age 59½,
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death, or disability. For Roth IRA
distributions, a first-time home
purchase also qualifies.
The Roth IRA five-year holding
period rules are easier to satisfy.
For Roth IRA distributions, the fiveyear period begins on
January 1 of the year for which
the IRA owner opened ANY Roth
IRA — not necessarily the IRA from
which the distribution is being paid.
For Roth 401(k) distributions, the
five-year period begins on
January 1 of the year the employee
made his first Roth 401(k)
contribution to THAT 401(k) plan
(i.e., the plan from which the
distribution is being paid). Thus,
employees with Roth 401(k) dollars
in separate plans must keep track
of separate five-year holding
periods.
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5. More favorable non-qualified
distribution rules. What if a
Roth distribution is not “qualified?”
Here again, Roth IRAs have the
advantage. Non-qualified Roth
IRA distributions are subject to
favorable ordering rules. The
first Roth IRA distributions are
considered to be contributions, up
to the amount of total contributions
made — no matter from which Roth
IRA the distributions actually come.
This is good news because Roth
IRA contributions always come out
tax- and penalty-free.
The next distributions are
considered to be conversions,
which are always tax-free, but are
subject to penalty if withdrawn
before age 59½ and within five
years of the conversion. It is only
then that earnings, which are
taxable and possibly subject to

The Battle of the Roth Options
penalty when non-qualified, are
considered to be distributed. The
result of these rules is that, in many
cases, even non-qualified Roth IRA
distributions will be completely
tax-free.
Example 2: Jerome has two Roth
IRAs. Roth IRA #1 has $75,000 of
Roth conversions and earnings,
while Roth IRA #2 consists of
$50,000 in contributions and
$10,000 in earnings.
At age 50, Jerome takes a $50,000
distribution from Roth IRA #1.
Since Jerome’s distribution was
not made after a triggering event,
it is non-qualified. However, even
though the funds came out of
Roth IRA #1, those dollars are
considered contributions (not
conversions) and are tax- and
penalty-free.
By contrast, when a Roth 401(k)
distribution is non-qualified, a
portion of the distribution is usually
taxable because the pro-rata
rule applies. The taxable portion
is the amount of the distribution
multiplied by the taxable fraction
(i.e., the amount of earnings in the
Roth 401(k) account divided by the
total Roth account balance).
Example 3: Maria, age 60, is
currently participating in the Alpha
Company 401(k) and has $60,000
in her Roth account: $40,000
of contributions and $20,000 of
earnings.
Maria made her first Roth
contribution to the Alpha 401(k)
plan in 2017. In 2021, she took
a $24,000 distribution from her
Alpha Roth 401(k) account. The
distribution is non-qualified,
because she has not satisfied that
plan’s five-year holding period. It
does not matter that Maria also
has a Roth 401(k) account in a
former employer’s plan and she
has satisfied that plan’s holding
period. Therefore, $8,000 [$24,000
x ($20,000 / $60,000)] of her
$24,000 distribution is taxable.

By contrast, when a Roth
401(k) distribution is nonqualified, a portion of
the distribution is usually
taxable because the pro-rata
rule applies.
5 Roth 401(k) Advantages
1. Higher annual limit and
no income restrictions. As
discussed, the annual Roth 401(k)
contribution limits are significantly
higher than the Roth IRA limits.
Another advantage of Roth 401(k)
contributions is that there are no
income restrictions.
By contrast, Roth IRA contributions
cannot be made directly if MAGI
exceeds a certain dollar limit (for
2021, the phase-outs are $198,000$208,000 for married couples filing
jointly and $125,000-$140,000 for
single filers; for 2022, the phaseouts are $204,000-$214,000 and
$129,000-$144,000, respectively).
A person whose income is too
high has historically been able
to instead make indirect Roth
IRA contributions through the
backdoor Roth IRA, but the prorata rule adds a layer of complexity
to that strategy.
Example 4: A married couple
has joint MAGI of $220,000 in
2021. Since their MAGI exceeds
$208,000, neither can make a 2021
Roth IRA contribution directly.
However, their MAGI does not
prevent either from making Roth
contributions to a 401(k) plan if the
plan allows such contributions.
2. Stronger creditor protection.
Roth 401(k) accounts covered by
ERISA enjoy strong protection
against non-bankruptcy creditor
lawsuits, like malpractice actions.
(Except for the Thrift Savings Plan
and solo 401(k) plans, most 401(k)
plans are ERISA plans.)
By contrast, Roth IRAs only receive
the creditor protection available

under state law. State-law creditor
protection varies, and some are
weaker than ERISA safeguards.
Both Roth 401(k)s and Roth IRAs
are protected in bankruptcy,
although there is a $1,362,800
aggregated limit on traditional
and Roth IRA protection, with
adjustments for inflation made
every three years. (The next
adjustment is in 2022.)
Example 5: Dr. Mary lives in a state
where Roth IRAs are only partially
protected against non-bankruptcy
creditors. Since she is concerned
about malpractice lawsuits, Dr.
Mary decides to fund her 401(k)
plan, an ERISA plan, instead of
contributing to a Roth IRA.
3. Matching contributions. Many
401(k) plans match Roth 401(k)
contributions, but there is no
comparable bonus for making Roth
IRA contributions. 401(k) matching
contributions must be made with
pre-tax (non-Roth) dollars.
4. Loans and life insurance
available. 401(k) plans often allow
loans, and some allow participants
to purchase life insurance. Roth
IRAs (like traditional IRAs) cannot
offer loans and cannot be invested
in life insurance.
5. Age-55 10% early distribution
penalty relief. Roth 401(k)
distributions made after separation
from service are exempt from the
10% early distribution penalty if
separation occurs in the year the
employee turns age 55 or older.
This age-55 exception does not
apply to Roth IRAs.

Conclusion
For those looking to protect
against possible future tax hikes,
a Roth IRA or Roth 401(k) can be
a great choice. Each offers its own
advantages, but one is not always
better. Those who must choose
between the two should weigh
the relative advantages of each as
applied to their own situation. ◼

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

3

2021 Index of Articles
2021 Index of Articles
Thank You to Our 2021 Guest Experts
January 2021
Top IRA Rulings of 2020
ρ Three Stars for SECURE
ρ Fiduciary Income Tax Experts
ρ Lifting Life Insurance
ρ Relying on Roth
ρ Matters of Trust
ρ SECURE Strategies
ρ IRS Actions
ρ Court Cases
ρ Private Letter Rulings
Summary of Key Rulings

February 2021
Timing is Everything: CRD Income
Inclusion and Repayment Options
ρ Including CRDs as Taxable Income
ρ CRD Repayments
ρ Repayment: One-Year Inclusion Is
Elected
ρ Repayment: Three-Year Income
Spread Is Used
Insert: 2021 Retirement Plan
Contribution Limits
Form 1099-R: The Rest of the Story
ρ What Form 1099-R Shows
ρ What Form 1099-R Does Not Show
ρ Advisor Action Plan
The New Ways to Advise Clients
About Life Insurance
by David Buckwald, CFP®, CLU®,
ChFC®, CLTC®, NSSA®

April 2021
Transferring Roth IRAs After a Gray
Divorce
ρ Two Methods for Tax-Free Transfer
ρ Transfer of Roth 5-Year Forever Clock
ρ Transfer of 5-Year Clock for Roth
Conversions
ρ Pro-Rata Transfer of Assets
ρ Tracking 5-Year Clocks in the
Receiving Roth IRA
Maximize IRA Contributions
by Avoiding These 6 Common
Misconceptions
ρ I Am Too Late
ρ I Am Too Old
ρ I Don't Have Any Earned Income
ρ I Can't Afford to Contribute
ρ My Income Is Too High
ρ I Have a Retirement Plan at Work

May 2021

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
Insert: Roth IRA: 5-Year Clocks &
Distribution Ordering Rules
Roths for All Seasons
by Martin James, CPA/PFS

June 2021
Probing the Pro-Rata Rule
ρ Background
ρ The Pro-Rata Formula
ρ Isolating the Basis
ρ Reporting on Form 8606
ρ The Pro-Rata Rule in Plan
Distributions
ρ Conclusion

The Year-of-Death RMD
ρ Is There a Year-of-Death RMD?
ρ Calculating the Year-of-Death RMD
ρ Taking the Year-of-Death RMD
ρ 50% Penalty and Disclaimers

Warning: IRS Targets Solo 401(k)
Plans
ρ Background
ρ Potential Audit Issues
ρ Conclusion

Understanding Your Retirement
Income Style
by Wade D. Pfau, Ph.D., CFA, RICP®

Long-Term IRA Planning for LongTerm Care
by Ashok S. Ramji, CFP®, RMA®,
LTCP, CLU®, ChFC®, RICP®, CDFA®,
CAS™

Longevity Protection for Retirement
Accounts
by Bill Upson, CLU®, ChFC®
ORDER AT IRAHELP.COM/NEWSLETTER OR CALL (877) 337-5688
© 2021 Smart Subscriptions, LLC

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

The SECURE Act's 10-Year Rule
Confusion
ρ Puzzling Position
ρ Examining the Example
ρ Does 10 Equal 5?
ρ Information, Please
ρ Compounding the Confusion
ρ Drilling Down

Insert: Tax Planning Charts

4

March 2021

Thank You to Our 2021 Guest Experts
2021 Index of Articles
Thank You to Our 2021 Guest Experts
July 2021
IRA Planning for Special Needs
Beneficiaries
ρ Special Needs Trusts
ρ SECURE Act Impact
ρ Planning Alternatives
ρ Takeaway
The Largest Check in a Lifetime: 4
Primary Options
ρ Option 1: Stay in a Company Plan
ρ Option 2: Roll Over to a Traditional
IRA
ρ Option 3: Take a Lump Sum
Distribution
ρ Option 4: Convert to a Roth IRA
Insert: 2021 Health Savings Account
Chart
Beneficiary Planning for Health
Savings Accounts
by Ryan McKeown, CPA, CFP®

October 2021
Too Much of a Good Thing?
ρ No-Longer-Deductible IRA
Contributions
ρ Excess Contributions
ρ Fixing an Excess Contribution After
the Deadline
ρ Conclusion
Consolidating Accounts to Simplify
Retirement
ρ Benefits of Consolidation
ρ Consolidating with an IRA Rollover
ρ Portability Limits
ρ Advisor Action Plan
Insert: Retirement Account RMD
Aggregation Chart
Using Reverse Mortgages to Make
IRAs Better
by Don Graves, RICP®, CLTC®, CSA®,
Certified Senior Advisor

August 2021

September 2021

Court Rules Inherited 401(k)
Accounts Are Protected in
Bankruptcy
ρ Background
ρ The Dockins Case
ρ Bankruptcy Protection for Ex-Spouses
ρ Conclusion

The Daunting Tasks of an IRA Trust
Trustee
ρ Trust Distribution Disaster
ρ Purpose of the Trust?
ρ Naming a Trustee
ρ Does the Trustee Have the "Know
How" to Address These 12 Questions?
ρ Conclusion

A Golden Opportunity to Discuss
Roth IRAs
ρ How Thiel Did It
ρ Where Does the Law Stand?
ρ The Takeaway
Insert: Denise Appleby's Retirement
Plans Comparison Table for Small
Businesses
Appleby's Top 10 Reasons Why a
Small Business Owner 401(k) Is a
Great Retirement Savings Solution
by Denise Appleby, CISP, CRC,
CRPS®, CRSP, APA, M.J.

November 2021

Why the Mega Backdoor Roth
Strategy Doesn't Always Work
ρ Background
ρ Mega Backdoor Roth Requirements
ρ The Pro-Rata Rule
ρ Conclusion
Life Insurance Has Become More
Meaningful for Beneficiaries
by Barry Flagg, CFP®, CLU, ChFC,
GFS®, AEP®

December 2021

Congress Targets IRAs
ρ Would These Proposals Eliminate
Backdoor Roth Strategies?
ρ What About Roth Conversions of PreTax Dollars, Are They Still Allowed?
ρ Would Contributions to Large IRAs Be
Outlawed?
ρ Do the Proposals Require RMDs From
Large IRAs?
ρ How Would the New Proposals Affect
Self-Directed IRAs?
ρ Stay Tuned

The Battle of the Roth Options
ρ 5 Roth IRA Advantages
ρ 5 Roth 401(k) Advantages
ρ Conclusion
2021 Index of Articles
Acknowledgments
Solving (Some) IRA Problems With
“Returns” and “Recharacterizations”
by Natalie Choate, Esq.

New Life Expectancy Tables for
2022... Finally!
ρ The Three Tables
ρ Examples of Change: Recalculating
ρ Example of Change:
Non-Recalculating
ρ Conclusion
Insert: 2022 Life Expectancy Tables
Making Portability Pay Off
by Peter Lynch, CPA
ED SLOTT'S IRA ADVISOR • DECEMBER 2021
© 2021 Smart Subscriptions, LLC

5

Returns and Recharacterizations
Solving (Some) IRA Problems With
“Returns” and “Recharacterizations”

Guest IRA Expert
Natalie Choate, Esq.
Boston, MA

P

utting too much money
into an IRA can lead to
problems. Fortunately, there are
straightforward ways to ease the
pain.
Say hypothetical Carter put
too much money into his IRA
for 2021. Or, maybe he put the
right contribution into the wrong
IRA. Most such problems can
be fixed with a “contribution
returned before due date of return”
(sometimes called a “corrective
distribution”). Another option is a
“recharacterization.”
Both remedies are available for
regular IRA contributions only, not
for IRA rollovers. Fortunately, an
invalid IRA rollover is treated as
a regular contribution, so these
remedies also can be used for
botched rollovers.

Too Much of a Good Thing

6

that is neither a valid rollover nor
a valid transfer is subject to these
annual contribution limits.)
The penalty for an excess IRA
contribution is 6%, so Carter owes a
$60 “additional tax” for 2021: 6% of
the excess $1,000. That’s an easy fix.
All Carter has to do is withdraw the
excess $1,000, plus any “net income
attributable thereto,” no later than
“the day prescribed by law (including
extensions of time) for filing ...[his]
return” for 2021. (IRS regulations
provide detailed instructions for both
of these terms.) He won’t be allowed
a deduction on his tax return for the
excess contribution.

Both remedies [corrective
distribution and
recharacterization] are
available for regular IRA
contributions only, not for
IRA rollovers.
Two Puzzles to Solve
To use the returned contribution
approach successfully, Carter must
calculate the net income attributable
to the contribution and determine
the day prescribed by law, including
any extensions, in his situation.

The most common use of a
corrective distribution is to offset an
excess IRA contribution. Say Carter
had intended to make a maximum
IRA contribution for 2021; an online
search showed the number to be
$7,000, so that’s what he contributed
in October.

To arrive at net income, there are
two possible scenarios. For one, the
excess contribution in question may
comprise the only money held in
this particular IRA, from the time it
was contributed to the time it was
withdrawn. Then, dealing with the
net income is easy — just return the
entire account.

Carter didn’t realize that the $7,000
limit is for people age 50 or older
by 12/31/21. He’s only 40, which
means his 2021 limit is $6,000, so
Carter has made a $1,000 excess IRA
contribution. (Any IRA contribution

In the alternate scenario, the excess
contribution ($1,000) is part of an IRA
that contains legitimate contributions
— in Carter’s case, the permitted
contribution of $6,000, and perhaps
other money as well.
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Here, the formula gets more
complicated. Carter must determine
the difference between (a) the
account value on the date of the
contribution and (b) the value on the
date of the return, then apportion the
resulting change of value between
the excess contribution and the rest
of the account.
What if the IRA declined in value?
Then the net income attributable to
the contribution would be a loss and
the corrective distribution will be less
than the excess contribution.
Note that the corrective distribution
must come from the IRA holding
the excess contribution. For this
purpose, an individual’s IRAs are
not aggregated (deemed to be one
single account), as they are in other
situations.

Transfer Tactic
Suppose Carter has fully invested
the $7,000 contribution amount (and
perhaps all of the other money in
this IRA) in a closely-held hedge
fund he cannot immediately liquidate
or transfer. How can he correct the
excess contribution?
It would help if Carter has another
IRA that holds some cash. He can’t
simply take the required amount
from that other account, but he
can do an IRA-to-IRA transfer to
combine the cash-holding IRA with
the one with the illiquid hedge fund.
Now the IRA that received the
excess contribution has cash to
make his corrective distribution
without disturbing the hedge fund
investment. Under the IRS regulation
covering corrective distributions, this
approach appears to work.

Prudence Pays Off
Successfully returning an IRA
contribution (and any attributable
income) by the applicable due

Returns and Recharacterizations
date offers three benefits: 1) the
6% penalty won’t apply; 2) the
returned contribution will not be
included in taxable income; 3) the
10% tax on distributions before age
59½ won’t apply to the returned
contribution, regardless of age.
However, any income attributable to
the contribution would be subject
to the income tax and the 10% tax, if
applicable.
If Carter misses the deadline, he
will owe the 6% penalty for 2021.
Moreover, the 6% penalty is not
one-and-done. Instead, the 6%
penalty would accrue annually until
the excess contribution is either
paid from the relevant IRA or is
absorbed into a subsequent year’s
contribution.
To see how absorption might help,
suppose Carter could contribute up
to $6,000 in 2022 but he contributes
only $5,000. His $1,000 excess
contribution from 2021 would be
deemed a carryover, applied to
Carter’s 2022 contribution, stopping
the 6% penalty from continuing
to run. A distribution of the $1,000
excess contribution in 2022 also
would curtail the penalty.

However, any income
attributable to the
contribution would be
subject to the income
tax and the 10% tax, if
applicable.
Better Late Than Never
Once Carter is past the extended
due date allowing a corrective
distribution, both the deadline
and the amount of the distribution
required to solve the problem
will change. (See below for an
explanation of the extended
due date.) The amount to be
distributed becomes only the excess
contribution, without any calculation
of additional income.

The new deadline becomes
December 31 of each year. Thus,
if Carter removes $1,000 from
the relevant IRA in 2022, he will
eliminate the 6% penalty for 2022
and future years.

A Matter of Time
The deadline for a returned
contribution is not the due date of
an income tax return, as extended.
Here, the pertinent deadline is
October 15 of the year after the year
of the contribution — regardless of
whether the taxpayer obtained a filing
extension.
As long as Carter files his 2021 tax
return on time, he will have until
October 15, 2022, to return an excess
contribution for 2021. However,
if Carter is late filing his 2021 tax
return, his corrective distribution
deadline for a 2021 excess
contribution is April 15, 2022.

Not Just for Mistakes!
Our Carter example shows how
to use a returned contribution to
correct an excess IRA contribution.
That said, the returned contribution
opportunity goes beyond fixing an
excess contribution.
Any IRA contribution (except a
valid rollover) qualifies for returnedcontribution treatment. For example,
if Carter had made an acceptable
$6,000 IRA contribution for 2021 but
later regrets doing so — he might
need the cash — he can execute
a returned contribution to recover
his $6,000 with no adverse tax
consequences, other than a 10% tax
on any attributable income because
he is under age 59½.

Relying on Recharacterization
Another sometimes-overlooked
remedy is “recharacterization”
(the Internal Revenue Code calls
it “adjustment”) of a faulty IRA
contribution. A contribution made to
one IRA can be moved to a different
IRA.

This provision is hidden in the tax
code section covering Roth IRAs.
It allows almost any contribution to
any type of IRA to be recharacterized
by moving the contribution, plus
any subsequent earnings, into a
different IRA by the extended due
date of the tax return for the year
the contribution was made. The
computation of earnings on the
recharacterized contribution and
the meaning of “extended due date”
are the same as for returned IRA
contributions as described above.
Two types of contributions cannot
be recharacterized: a valid Roth
conversion made after 2017 and any
valid tax-free rollover. Even so, there
still is room for correcting some
mistakes (or changing one’s mind)
about IRA contributions.
Here are three examples:
Example 1: Max contributed $6,000
to his traditional IRA in 2021. Before
the due date of his 2021 tax return,
he realizes he would have been
better off contributing to a Roth IRA.
Max is eligible to make a 2021 Roth
IRA contribution, so he moves the
$6,000 plus its earnings into a Roth
IRA by the applicable deadline. He
has successfully recharacterized his
IRA contribution for 2021 as a Roth
contribution.
Example 2: Babs retired and rolled
$89,000 from her company’s profitsharing plan into her IRA. Now she
decides it would have been better
to roll part of that money directly
into a Roth IRA. She can’t do that
via recharacterization because the
plan-to-IRA rollover was a valid taxfree rollover, which is not eligible for
recharacterization. Instead, Babs can
convert all or part of the rollover IRA
into a Roth IRA, but she can’t make
that conversion retroactive to the
original plan distribution.
Example 3: Clem retires and
requests a direct rollover of $50,000
from his company’s retirement plan
into his IRA, then goes on a cruise
for three months.
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When Clem returns, he discovers the
money was mistakenly transferred to
his wife’s IRA, not his, where it has
grown to $60,000. He causes the rolled
money and the interim earnings to be
transferred directly from her IRA into
his IRA by the extended due date.
Because the original rollover was not
a valid tax-free rollover, as the plan
distribution could not be rolled legally
into someone else’s IRA, but it did go
into an IRA (the wrong one), it appears
to be eligible for recharacterization.
However, there are no published
examples to support this strategy.
The IRA rules are complex and farranging. Mistakes, as well as decisions
that look questionable in retrospect,
may occur. If needed in such situations,
the returned contribution and
recharacterization options can come in
very handy.

Advisor Action Plan
σ If you discover that a client has a
problem with an IRA contribution,
see if a returned contribution can
be used to avoid penalties.
σ Ensure that a returned contribution
is timely, containing the amount of
any required net income.
σ Explore whether a
recharacterization would be a
better solution than a returned
contribution. ◼

Natalie Choate, Esq. is a lawyer in
Wellesley, Massachusetts. Her practice
is limited to consultations with other
lawyers on retirement benefits issues.
Her book, Life and Death Planning
for Retirement Benefits, is a leading
resource for estate planning and
money management professionals.
Miss Choate is a fellow and former
Regent of the American College of
Trust and Estate Counsel and former
chairman of its Employee Benefits
Committee. She serves as an editorial
advisor for Trusts and Estates and
is listed in "The Best Lawyers" in
America. The National Association
of Estate Planners and Councils
has awarded her the "Distinguished
Accredited Estate Planner" and the
"Hartman Axley Lifetime Service
Award." Her articles on estate planning
topics have been published in ACTEC
Notes, Estate Planning, Trusts and
Estates, Tax Practitioners Journal and
Tax Management. Miss Choate has
lectured in 50 states, Canada, Puerto
Rico, and the District of Columbia,
and has spoken at the Heckerling,
Notre Dame, and Southern Federal
Tax Institutes, among others. Her
comments on estate and retirement
planning have been quoted in The Wall
Street Journal, Money, The New York
Times, Newsweek, Forbes, Financial
Planning and Financial World.
You may contact Miss Choate at
617-237-7803 or through her website,
ataxplan.com.
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