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Retirement Savings Plan Contribution  
Nuts & Bolts

Last month’s issue of Ed Slott's IRA 
Advisor tackled “IRA Contribution 

Nuts & Bolts” by summarizing the 
rules for IRA contribution eligibility 
and deducibility. This month, we turn 
our attention to the contribution rules 
for workplace savings plans — 401(k),  
403(b) and 457(b) governmental plans. 

Eligibility

Some retirement savings plans allow 
employees to participate as soon as 
they start working. However, 401(k) 
plans can be more restrictive by 
requiring employees to first complete 
a year of service (a 12-month 
period with at least 1,000 hours of 
service) and attain age 21. Part-time 
employees who cannot satisfy the 
1,000 hour requirement can also 
become eligible by working at least 
500 hours in three consecutive years.

403(b) plans can generally only 
exclude employees who normally 
work fewer than 20 hours per week 
and normally allow eligible employees 
to make salary deferrals right away.

Municipal 457(b) plans are not 
required to be offered to all 
employees and may exclude 
specific classes of employees, but 
that is uncommon. A special “first 
day of the month” rule applies to 
457(b) plans only. This rule requires 
employees who wish to begin making 

elective deferrals in a particular 
month to make an election prior to 
the beginning of that month. New 
employees can defer during the first 
month of employment by making an 
election on or before the first day of 
work. 

Compensation Limits

The Internal Revenue Code imposes 
a dollar limit on the amount of 
compensation that can be considered 
for employer contributions. This 
maximum amount, which is indexed 
periodically, is $305,000 for 2022. 

Example 1: George, age 52, is the 
CFO of Vandelay Industries and 
participates in its 401(k). The plan 
matches 50% of each employee’s 
elective deferrals up to 6% of 
compensation. George defers $27,000 
in 2022 and earns $400,000 this year. 
Since the plan can only recognize 
$305,000 of George’s compensation, 
his match will be limited to $9,150 
(50% x 6% x $305,000). Without the 
$305,000 maximum, his match would 
have been $12,000 (50% x 6% x 
$400,000).

The compensation limit has no 
practical effect on employee 
contributions. However, employee 
contributions may be limited due to 
nondiscrimation testing requirements. 
401(k) plans are subject to both the 
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Executive Summary

Executive Summary
Retirement Savings Plan Contribution Nuts & Bolts

■  Regarding eligibility, 401(k) plans can restrict employees to first complete a year of service (a 12-month 
period with at least 1,000 hours of service) and attain age 21. 403(b) plans can generally only exclude 
employees who normally work fewer than 20 hours per week. Municipal 457(b) plans are not required to 
be offered to all employees.

■   401(k) plans are subject to both the ADP test and the ACP tests. 403(b) plans are subject only to the 
ACP test, while 457(b) plans are not subject to either.

■  Most retirement savings plans allow for several types of contributions, including pre-tax elective 
deferrals, Roth contributions, after-tax employee contributions, and employer matching/profit sharing 
contributions.

■  The elective deferral limit for 2022 is $20,500, but participants age 50 or older can make up to $6,500 in 
catch-up deferrals (for a total of $27,000).

■  The overall limit that regulates the total contributions that can be made to any single plan for 2022 is 
$61,000, or $67,500 for employees who make over-age-50 catch-up deferrals.

72(t) Payments: The Risk Remains
■  72(t) payments are available from both IRAs and workplace plans. While they can be initiated from IRAs 

at any age, they can only be made by plan participants after termination of employment.
■  The IRS has approved three methods for calculating 72(t) payments: 1) required minimum distribution 

(RMD) method; 2) fixed amortization method; 3) fixed annuitization method.
■  Notice 2022-6 indicates that the new life expectancy tables may be used for 72(t) payment schedules 

starting in 2022 and must be used for payment schedules starting in 2023. 
■  Notice 2022-6 permits payment schedules beginning in 2022 or later years to be calculated using the 

greater of 120% of the mid-term rate or 5%.
■  Modifications of a 72(t) schedule include ceasing payments; missing payments or taking extra 

payments; changing the 72(t) account balance; changing the way payments are calculated.
Dealing with Diminished Capacity as Part of Retirement Planning 

■  A prospective retiree can set up a series of legal protections to deal with the contingency of incapacity. 
Foremost in the arsenal of legal documents is a financial Power of Attorney (POA).

■  A common planning technique is to create a living trust. This allows the person to be the grantor, 
beneficiary and trustee.

■  The Social Security Administration requires a separate designation than a Power of Attorney, called a 
Representative Payee, to act as the senior’s agent to manage Social Security benefits in the event of 
incapacity. 

■  Good retirement planning calls for addressing the possibility of diminished capacity not only by getting 
legal documents in order, but also by working through the details with a competent financial advisor. 

actual deferral percentage (ADP) 
test and the actual contribution 
percentage (ACP) tests. 403(b) 
plans are subject only to the ACP 
test, while 457(b) plans are not 
subject to either. In order to pass 
these tests, plans often restrict 
employee contributions for highly 
compensated participants or 
return contributions to them. 
(Some plans do not permit after-
tax contributions at all because of 
the ACP test.) 

Note that nondiscrimation testing 
can be avoided if the 401(k) or 
403(b) plan makes “safe harbor” 
employer contributions.

Types of Contributions

Most retirement savings plans 
allow for several types of 
contributions, including:
Pre-tax elective deferrals. 
All 401(k), 403(b) and 457(b) 
governmental plans allow for 

pre-tax deferrals. Plans with other 
kinds of contributions hold pre-tax 
deferrals and their earnings in a 
separate account. Contributions 
are made by employees from 
before-tax pay, and contributions 
and earnings are taxable upon 
distribution.

Roth contributions. Roth 
contributions are permitted (but 
not required) in 401(k), 403(b) 
plans and 457(b) governmental 

https://www.irahelp.com/newsletter
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plans and are increasingly 
popular. Roth contributions and 
earnings must be held separately. 
Contributions are made by 
employees on an after-tax basis. 
When these Roth contributions 
are ultimately paid out, they will 
be either qualified or non-qualified 
distributions. If qualified (i.e., the 
Roth account has been held for at 
least five years and the employee 
has reached age 59½, become 
disabled or died), contributions 
and earnings are non-taxable. If 
non-qualified, the distribution is 
partially taxable based on the pro-
rata rule.
After-tax employee contributions. 
Non-Roth after-tax employee 
contributions are allowed in 
401(k) and 403(b) plans, but not in 
457(b) governmental plans. After-
tax contributions and earnings 
are normally held in a separate 
account. Contributions are made 
from already-taxed pay. Earnings 
on after-tax contributions will 
be taxable. If there is separate 
accounting and there are earnings 
on the after-tax contributions, then 
a distribution from that account 
will be partly taxable based on the 
pro-rata rule as applied just to that 
account. 

If there is separate 
accounting and there are 

earnings on the after-
tax contributions, then 
a distribution from that 
account will be partly 

taxable based on the pro-
rata rule as applied just to 

that account. 

Employer matching/profit sharing 
contributions. Employer matching 
or profit sharing contributions 
are common in 401(k) plans, 
less common in 403(b) plans, 
and rare in 457(b) governmental 
plans. Employer contributions 

and earnings are held in separate 
accounts and are pre-tax funds. 
Matching contributions are 
typically made on both employee 
pre-tax deferrals and Roth plan 
contributions. (Even if made on 
Roth contributions, matching 
contributions are still allocated to 
the pre-tax employer contribution 
account.)
Profit sharing contributions 
are usually expressed as a flat 
percentage of each employee’s 
compensation. 401(k) and 
403(b) plans can impose a 
service requirements before an 
employee is vested in (i.e., owns) 
employer contributions made on 
her behalf. However, safe harbor 
contributions, used to avoid 
nondiscrimination testing, must be 
immediately 100% vested.

Contribution Limits

Retirement savings plans 
are subject to two different 
contribution limits: 1) the elective 
deferral limit; 2) the overall limit 
(also known as the "annual 
additions" or "section 415" limit).
Elective deferral limit. The elective 
deferral limit caps a participant’s 
total pre-tax deferrals and Roth 
plan contributions in any calendar 
year. For 2022, the limit is $20,500, 
but participants age 50 or older 
can make up to $6,500 in catch-up 
deferrals (for a total of $27,000). 
This limit normally applies on 
a combined basis to all plans 
someone participates in during 
the year — even if the plans are 
with companies that are not 
considered related under the tax 
rules. However, an individual 
participating in both a 457(b) plan 
and either a 401(k) or 403(b) plan 
can defer up to the maximum 
amount to the 457(b) and the 
401(k) or 403(b). Note that (non-
Roth) after-tax contributions, if 
allowed by the plan, do not count 
towards the $20,500/$27,000 
deferral limit. 

Contributing to a retirement 
savings plan does not affect a 
plan participant’s ability to also 
make a traditional IRA or Roth IRA 
contribution — and vice-versa.
Example 2: Elaine, age 35, has a 
job with Pendant Publishing, which 
has a 401(k) plan. Elaine also has 
a solo 401(k) as a sole proprietor 
providing dating services. Elaine 
has already made $20,500 of Roth 
contributions to Pendant’s plan in 
2022. Even though Pendant and 
the sole proprietorship are not 
considered related entities, she 
cannot make any pre-tax or Roth 
contributions to her solo 401(k) 
plan, because she has already 
reached the 2022 deferral limit. 
However, Elaine can still receive 
employer contributions made 
to both the Pendant 401(k) and 
her solo(k) and can potentially 
make after-tax contributions to 
both plans. She can also make a 
traditional or Roth IRA contribution 
of up to $6,000 for 2022.
403(b) plan participants with 
at least 15 years of service with 
the same employer qualify for 
up to $3,000 of extra deferrals. 
Participants age 50 or over with 
15 years of service can use both 
catch-ups. Meanwhile, in each 
of the last three years before 
retirement age, 457(b) participants 
are eligible for a special catch-up 
up to the amount of the deferral 
limit in effect that year (i.e., $20,500 
in 2022). This special catch-up, 
which can essentially double the 
annual deferral limit, cannot be 
used in conjunction with the over-
age-50 catch-up deferrals.
Overall limit. There is a separate 
overall limit that regulates the total 
contributions (pre-tax deferrals, 
Roth contributions, after-tax 
contributions, and employer 
matching and profit sharing 
contributions) that can be made 
to any single plan in any year. 
For 2022, this limit is $61,000, or 
$67,500 for employees who make 
over-50 catch-up deferrals. 
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Contributions made to all plans 
maintained by the same company 
are combined for the overall 
limit. And, contributions made by 
separate companies considered 
related under the tax rules are 
also combined. But, someone 
participating in two plans 
sponsored by unrelated companies 
gets the benefit of a separate 
overall limit for each plan. 
Example 3: Pendant and Elaine’s 
sole proprietorship (from Example 
2) are unrelated businesses. So, 
there are separate overall limits 
for the Pendant plan and her solo 
401(k). Assume Elaine receives a 
$2,500 employer match from the 
Pendant plan. 

In that case, Elaine could make 
up to $38,000 ($61,000 - $20,500 
- $2,500) of after-tax contributions 
to the Pendant plan in 2022 (if the 
plan offers such an option). Elaine 
has a separate $61,000 overall limit 
with her solo plan. Although she 
cannot make any more pre-tax 
or Roth contributions to that plan 
(because of the deferral limit), she 
could theoretically make after-tax 
contributions (if offered) and/or 
employer contributions (depending 
on her pay) to the solo 401(k) up to 
$61,000.
Note that for business owners 
with solo 401(k) plans, employer 
contributions are capped at 25% 
of W-2 pay or 20% of net earnings 

(minus the deduction for self-
employment tax).

Conclusion

Annual contribution limits to 
401(k), 403(b) and 457(b) plans 
are significantly higher than 
yearly IRA contribution limits. 
So, plan contributions should 
play an important role in any 
person’s retirement planning. 
Understanding the plan eligibility 
rules, the various types of 
contributions and the contribution 
limits are crucial to ensuring 
that individuals take maximum 
advantage of any retirement 
savings plans available to them. ◼

72(t) Payments: The Risk Remains

On January 18, 2022, the IRS 
released Notice 2022-6, 

which provides guidance on 72(t) 
payments from IRAs or workplace 
plans. This Notice makes the 
72(t) strategy a more attractive 
option for avoiding the 10% early 
distribution penalty, because it 
allows a higher interest rate which 
results in higher payments. 

While larger distributions may be 
appealing to those looking to tap 
into their retirement account early, 
account holders should proceed 
with caution. Even with the new 
rules, retirement savers should 
think long and hard before taking 
the 72(t) plunge. These payment 
plans remain a risky strategy 
due to their inflexibility and the 
possibility of severe penalties.

Background

“72(t)” refers to the section in 
the Internal Revenue Code that 
imposes a 10% penalty for early 
withdrawals from IRAs and 
company plans. That section also 
sets forth several exceptions to 
the penalty. One exception is for 
a series of substantially equal 
periodic payments (SEPPs).

72(t) payments are available from 
both IRAs and workplace plans. 
While they can be initiated from 
IRAs at any age, they can only be 
made by plan participants after 
termination of employment. 

A 72(t) schedule can technically 
be applied to a Roth IRA, but it is 
rarely needed. Individuals under 
age 59½ always have access to 
their Roth contributions tax- and 
penalty-free, and converted dollars 
are available after five years. 
So, the 72(t) payments would 
essentially only apply to Roth IRA 
earnings.

Payments must be made at regular 
intervals at least annually. The 
frequency of payments can be 
changed (e.g., from annually to 
monthly) without penalty.

Acceptable Payment Methods

The IRS has approved three 
methods for calculating 72(t) 
payments. (Although other 
methods might be acceptable, 
using an alternative method would 
be risky without first obtaining 
IRS approval, and that would be 
expensive and time-consuming.) 

While 72(t) payments can 
be initiated from IRAs at any 
age, they can only be made 

by plan participants after 
termination of employment. 

The approved methods are:

1. Required minimum distribution 
(RMD) method. Payments are 
calculated similarly to the way 
lifetime RMDs are determined. 
Each year’s payments are 
calculated by dividing the account 
balance by a life expectancy 
factor from an IRS table. As with 
RMDs, 72(t) payments under this 
method fluctuate each year based 
on investment performance and 
shorter life expectancies. The RMD 
method normally produces the 
smallest payout among the three 
methods. Those using the RMD 
method may not switch to another 
method.

2. Fixed amortization method. The 
series of payments is calculated 
like level-payment mortgage 
payments, based on a reasonable 
interest rate and an IRS life 
expectancy table. 

https://www.irahelp.com/newsletter
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Payments are fixed. A person using 
this method can make a one-time, 
irrevocable switch to the RMD 
method after one year without 
penalty.
3. Fixed annuitization method. 
Payments are calculated by 
dividing the account balance by 
an annuity factor derived from a 
reasonable interest rate and an 
IRS mortality rates table. Like the 
amortization method, payments 
remain fixed, and a one-time 
switch to the RMD method after 
the first year is permitted.
Why would a person choose 
to switch to the RMD method? 
The fixed amortization and fixed 
annuitization methods will tend 
to generate higher payouts, so 
most individuals who take 72(t) 
payments choose one of these 
methods. However, if their financial 
situation has improved and they 
no longer need the payments, 
the schedule cannot be turned 
off without penalty. In that case, 
switching to the RMD method to 
reduce future payments could be 
the best option.
Note that any of the three IRS life 
expectancy tables — the Single Life 
Table, the Joint and Last Survivor 
Table, or the Uniform Lifetime Table 
— can be used for the RMD or 
fixed amortization methods. IRS 
mortality rates must be used for 
the fixed annuitization method.

Notice 2022-6

The IRS updated its life expectancy 
tables and mortality rates table 
for 2022. Accordingly, it was not 
surprising that the Service issued 
guidance on how these new tables 
would affect 72(t) payments. 
In Notice 2022-6, the IRS said 
the new tables may be used for 
72(t) payment schedules starting 
in 2022 and must be used for 
payment schedules starting in 
2023. Also not surprisingly, the IRS 
said it would not be a prohibited 
modification when 72(t) payments 

that started before 2023 under the 
RMD method are switched from an 
old table to a new table.

In Notice 2022-6, the IRS 
said the new tables may 

be used for 72(t) payment 
schedules starting in 2022 

and must be used for 
payment schedules starting 

in 2023.

What was not expected in 
Notice 2022-6 was that the IRS 
took a new position on what a 
“reasonable interest rate” is for 
the fixed amortization and fixed 
annuitization methods. (Interest 
rates are not used for the RMD 
method.) Previously, the IRS said 
the interest rate could not be 
higher than 120% of the federal 
mid-term rate in effect for either 
of the two months before the start 
of the 72(t) payments. But Notice 
2022-6 permits payment schedules 
beginning in 2022 or later years to 
be calculated using the greater of 
120% of the mid-term rate, or 5%.
For 72(t) payments, the higher 
the interest rate, the higher the 
payment. The federal mid-term 
rate has been stuck in a historically 
low range for a number of years. 
(For February 2022, 120% of the 
federal mid-term rate was only 
1.69%.) Therefore, being able to 
use an interest rate as high as 5% 
for new payment schedules will 
allow account owners to receive 
significantly higher payments 
from the same amount of funds. 
Note that existing 72(t) payment 
schedules may not be adjusted 
to take advantage of a higher 
permissible interest rate.

Risks of 72(t) Payments

Despite the new interest rate 
guidance in Notice 2022-6, anyone 
considering 72(t) payments should 
not overlook their dangerous 

inflexibility. 
First, the payment schedule must 
remain in effect for five years 
or until the IRA owner or plan 
participant reaches age 59½, 
whichever occurs later. The ending 
date of the five-year period is 
the fifth anniversary of the first 
payment — not the date of the fifth 
annual payment, if earlier. 
Second, 72(t) payments are not 
eligible for a rollover and cannot be 
converted to a Roth IRA. 
Finally, substantial penalties can 
be assessed if there has been 
a modification of the payment 
schedule or the account balance. 
The penalty (called the “recapture 
penalty”) is 10% of all payments 
taken before age 59½ — not 
just those taken in the year of 
modification. In addition, interest is 
added to the penalty.
Example: Jenny, age 40, has 
run into unexpected financial 
difficulties and has no resources 
available other than her traditional 
IRA. She begins a series of 72(t) 
payments and, based on the fixed 
amortization method, establishes 
a schedule that requires her to 
withdraw $25,000 annually. Those 
payments are fully taxable to her 
but not subject to penalty. 
Fast forward to age 52, Jenny wins 
the lottery and no longer needs 
those payments. If she stops 
payments, she will be subject to 
a $30,000 penalty (10% x $25,000 
x 12), plus interest, since she has 
not continued her schedule until 
age 59½. A better choice for Jenny 
would be to switch to the RMD 
method to reduce her payments.
The IRS has applied the 
modification rules strictly. It has 
found the following actions to be 
modifications if they occur during 
the five year/age 59½ duration: 

 σ Ceasing payments (except in 
case of death or disability or if 
the 72(t) account balance has 
dropped to zero).

https://www.irs.gov/pub/irs-drop/n-22-06.pdf
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We have countless decisions 
to make about retiring. One 

decision we don’t always think 
about is: “Who will decide for me 
if I’m unable to decide for myself?”  
In other words, “Who speaks on 
my behalf if, because of a physical 
or mental impairment, I’m not 
competent to decide how to handle 
my retirement assets?” 
Both workers and retirees may think 
this is just a matter of dealing with 
Alzheimer’s. They think it’s either a 
matter of being totally incapacitated, 

or they’re otherwise good to go 
in making financial decisions. 
Unfortunately, aging often involves 
a subtle slide into loss of ability to 
handle finances — and it’s a slide 
that is seldom seen in first person. 
Call it “diminished capacity” or 
“cognitive decline.” Whatever term 
is used, financial advisors may need 
to help clients with their retirement 
assets when they can’t. Often, it’s the 
individuals’ inner circles that spot the 
decline before they do and having 
this change in circumstances turn 
into a financial disaster can all be 
avoided.

Even better, there are steps that 
financial advisors can help clients 
take in advance to control who and 
how their retirement assets will be 
managed if they do ultimately lose 
capacity. With proper planning, 
clients can have a say in how the 
process will work. 

Let’s first consider the documents 
and procedures that can be used 

up-front to handle the contingency 
of incapacity. Then we’ll look at 
how financial advisors, attorneys, 
and other centers of influence can 
collaborate with clients — both 
young and old — in addressing this 
key retirement-planning issue.

There are steps that 
financial advisors can help 

clients take in advance 
to control who and how 
their retirement assets 

will be managed if they do 
ultimately lose capacity.

Legal Steps

Power of Attorney (POA): A 
prospective retiree can set up a 
series of legal protections to deal 
with the contingency of incapacity. 
Foremost in the arsenal of legal 
documents is a financial POA. 

Dealing with Diminished Capacity as  
Part of Retirement Planning 

 σ Missing payments or taking 
extra payments.

 σ Changing the 72(t) account 
balance. This includes any 
rollover/transfer of any portion 
of the account to another 
retirement plan or any additions 
to the account (e.g., through 
contributions or rollovers/
transfers ). However, changes in 
the account balance resulting 
from investment gains and 
losses are not considered a 
modification.

 σ Changing the way payments 
are calculated (except for the 
aforementioned one-time 
irrevocable switch from the 
fixed amortization or fixed 
annuitization method to the 
RMD method after one year).

In some private letter rulings, the 
IRS has excused certain of these 
actions because they resulted 
from custodian or advisor error. 
But, as these rulings cannot be 
relied upon, it is best to proceed 
with caution and to do everything 
possible to avoid these mistakes in 
the first place.
Account holders must walk a 
fine line when initiating a 72(t) 
schedule. They must ensure 
their 72(t) payments will be large 
enough to meet their needs 
while avoiding the mistake of 
handcuffing too much of their 
retirement funds. One way to strike 
this balance is to split an IRA and 
take payments from only one of 
the accounts. 
Only the IRA subject to the 
72(t) schedule will be under 

the modification rules. With the 
remaining account, the IRA owner 
would retain the usual flexibility of 
adding or withdrawing funds, and 
could even start a second series of 
72(t) payments if necessary.

Conclusion

The good news is that the IRS has 
given the green light for account 
holders to squeeze larger 72(t) 
payments out of their retirement 
funds by using a higher interest 
rate assumption. The bad news 
is that 72(t) payments remain 
a risky strategy due to the real 
possibility of severe penalties. 
No one should sign onto such 
a binding commitment without 
fully understanding the possible 
consequences. ◼

https://www.irahelp.com/newsletter
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The retiree, as “principal,” can 
designate who their “agent” is to 
act on their behalf. 

Most financial POAs are durable 
in nature, meaning they stay 
in effect until the client either 
recovers or dies. Some states allow 
springing powers, where the POA 
only springs into being when the 
principal is incapacitated. Other 
states don’t permit this power, so 
the principal’s jurisdiction is an 
important consideration. Finally, 
it’s important to clarify what 
powers the principal wants their 
agent to have. For example, do 
they want their agent to be able 
to execute a Roth IRA conversion? 
Can the agent make a gift of an IRA 
distribution? A POA is a powerful 
tool, but all parties should be clear 
about expectations and not just 
sign a fill-in-the-blank form.  

A POA is a powerful tool,  
but all parties should  

be clear about expectations 
and not just sign a  

fill-in-the-blank form.  

Trusts: Trusts are another tool 
for dealing with the issue of 
diminished capacity. A common 
planning technique is to create a 
living trust. This allows the person 
to be the grantor, beneficiary and 
trustee — all in one package. Thus, 
the individual remains in control of 
the trust assets as long as they’re 
willing and legally competent. If 
something adverse happens in the 
future, the successor trustee will 
take over and act on their behalf. 

This offers tremendous flexibility 
without forcing them to give up 
power right now. It’s particularly 
important with trusts to obtain 
good legal advice on titling 
qualified plans and retirement 
assets. Improperly handled, these 
tax-advantaged assets can turn 
into an unwanted tax surprise. 

Guardianship pre-designation: 
For most individuals, guardianship 
(called “conservatorship” in some 
states) is a situation to be avoided. 
It’s cumbersome and expensive. 
However, in many states the 
individual at least can influence 
who would be appointed as their 
guardian. These states allow the 
individual to pre-designate who 
they would want to act as their 
guardian (and, perhaps who they 
don’t want). As part of retirement 
planning, it is worth determining if 
this pre-designation is available.  
Representative payee: An 
important complement to seniors’ 
personal retirement assets is 
their Social Security retirement 
income. Be aware that the 
Social Security Administration 
(SSA) does not accept financial 
POAs. Rather, the SSA requires 
a separate designation, called a 
Representative Payee, to act as the 
senior’s agent to manage Social 
Security benefits in the event of 
incapacity. If the Social Security 
beneficiary hasn’t designated a 
desired Representative Payee in 
advance, in the event of loss of 
legal capacity, the SSA will appoint 
one for them.  

How Financial Advisors  
Can Help

The possibility of diminished 
capacity increases with age. 
Good retirement planning calls for 
addressing this possibility not only 
by individuals getting their legal 
documents in order, but also by 
working through the details with a 
competent, financial advisor.  
Assessment: There are many ways 
financial advisors can help their 
clients both anticipate and deal 
with diminished capacity. First 
and foremost is to have a tough, 
up-front conversation. It may be 
an uncomfortable discussion, but 
it can enhance an advisor’s status 
with a client by helping them pre-
plan for this serious disruption to 
their retirement dreams. 

Simple up-front steps avoid painful 
consequences later in life. It is 
important to discuss family history, 
health issues and feelings about 
dealing with incapacity. Building 
these assessment questions into 
a financial advisor or attorney’s 
fact finding can be the catalyst 
that sparks action with a client or 
prospect.  
Get permission: For professionals, 
an early step in engagement 
with clients should be to obtain 
a client intention and permission 
statement. Establish an agreement 
with new clients as to what to 
do and whom you can talk with 
if or when a client becomes 
incapacitated. Is there a trusteed 
family member? Can you confer 
with the client’s other centers of 
influence? What does your client 
want to happen if you suspect 
cognitive decline, elder abuse, or 
some other threat to their finances? 
In addition to existing processes, 
professionals should utilize the 
opportunities made available by 
the law. For example, FINRA Rule 
4512 requires firms to attempt to 
collect trusted contacts for new 
and existing clients and further 
requires firms to attempt to 
regularly update that information. 
Financial advisors can use this 
as an advantage by obtaining 
this form as part of the proactive 
services provided for clients.  
Help when it happens: Planning is 
great but helping when things go 
bad can be even more important. 
It’s inevitable for financial advisors 
to have a client who experiences 
diminished capacity. This condition 
can be a threat to the client’s 
wellbeing, because it inhibits their 
ability to make financial decisions 
and exposes them to elder abuse. 
Advisors may be on the front 
line for detecting a client’s 
cognitive decline and can help 
do something. Federal law gives 
financial advisors opportunities 
to help clients avoid elder abuse. 

https://www.finra.org/rules-guidance/rulebooks/finra-rules/4512
https://www.finra.org/rules-guidance/rulebooks/finra-rules/4512
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Under the 2018 Senior Safe Act, 
advisors are generally immune from 
reporting potential exploitation of 
a senior citizen. Further, FINRA’s 
revised Rule 2165 permits firms 
to place holds on transactions 
in securities when they suspect 
financial exploitation of an elderly or 
vulnerable adult. It is important to 
become acquainted with state law 
on these issues. About half of the 
states have some form of mandatory 
reporting law for financial advisors 
who suspect elder abuse. These 
rules give both a reason to become 
involved and protection from 
potential pushback. 

An old adage states a prospect 
won’t become a client until you 
[the financial advisor] demonstrate 
that you’re not just interesting but 
interested. IRAs, Roth IRAs, and 
other tax-advantaged vehicles 
are interesting. Having a process 
for helping clients address the 
age-related issue of diminished 
capacity shows you’re interested. 
As a financial advisor, you can help 
your clients pre-plan for this messy 
retirement issue. Give your clients 
both control and peace of mind, and 
they’ll give you their trust.  ◼

Steve Parrish, JD, RICP®, CLU®, 
ChFC®, RHU®, AEP® is an Adjunct 
Professor of Advanced Planning at 
The American College of Financial 
Services, teaching in the CLU® and 
RICP® programs. Parrish is also the 
Co-Director of the American College 
Center for Retirement Income. He is 
a contributor to the WMCP®, MSFS, 
and ChFC® programs. In addition to 
his role at The College, Parrish is an 
Adjunct Professor at Drake University 
Law School, where he teaches estate 
planning.  
 
Parrish is an expert in estate and 
financial planning, with a specialty 
in business owner issues. He is 
a recognized industry authority, 
spokesperson and author, including 
as an on-going contributor for both 
Forbes and the Journal of Financial 
Service Professionals. 
 
Parrish has served as an expert source 
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as InvestmentNews, MarketWatch, 
The Wall Street Journal Radio, HR 
Magazine, and the Journal of Financial 
Planning. Parrish is a sought-after 
speaker with bar associations, estate 
planning councils and state AICPA 
meetings. He has addressed such 
financial service organizations as 
MDRT, Association for Advanced Life 
Underwriting, and Society of Financial 
Service Professionals.
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