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Demystifying Roth 401(k)-  
to-Roth IRA Rollovers

Roth 401(k) contributions continue 
to grow in popularity. At the same 

time, more and more employees are 
leaving their jobs with many looking 
to roll over their Roth 401(k) accounts 
to Roth IRAs. Unfortunately, the tax 
rules for these rollovers are confusing 
and easily misunderstood. Roth 
contributions can also be rolled over 
from 403(b) and 457(b) plans, but for 
the sake of simplicity, this article will 
refer only to 401(k) plans.

Why Would an Account Owner  
Do a Roth IRA Rollover?

An employee separating from service 
with a Roth 401(k) account has 
several good reasons to transfer 
those funds to a Roth IRA rather than 
leaving the money in the plan, such 
as: 
1. Roth 401(k) participants are subject 

to required minimum distributions 
(RMDs) during their lifetime, but 
Roth IRA owners are not. 

2. The rules for getting qualified 
tax-free distributions from Roth 
IRAs are easier to satisfy than the 
comparable rules for Roth 401(k)s. 

3. Non-qualified Roth IRA distributions 
are subject to ordering rules that 
are more favorable than the pro-rata 
rule that applies to non-qualified 
Roth 401(k) distributions.

Qualified vs. Non-Qualified  
Roth 401(k) Distributions

Once a decision is made to roll over 
Roth 401(k) dollars to a Roth IRA, the 
portion of the rollover consisting of 
Roth 401(k) contributions (and any in-
plan conversions) is always available 
tax-free, but the availability of tax-free 
earnings may depend on whether the 
Roth 401(k) distribution is considered 
qualified. Keep in mind that only the 
employee’s Roth 401(k) account is 
subject to the qualified distribution 
rules — other 401(k) accounts are 
bound by different tax rules.
A Roth 401(k) distribution is qualified 
if two requirements are met. First, 
there must be a triggering event, 
which includes reaching age 59½, 
disability (under the strict tax code 
definition) or death. This means 
that a Roth 401(k) distribution upon 
separation from service before age 
59½ (and not on account of disability 
or death) cannot be qualified.

Second, a five-year holding period 
must be satisfied. The holding 
period begins on January 1 of the 
year the employee made her first 
Roth contribution to the plan from 
which the distribution is being made. 
Besides a Roth 401(k) contribution, 
the five-year clock starts running with 
a rollover of funds from another Roth 
401(k) plan or even an in-plan Roth 
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Executive Summary

Executive Summary
Demystifying Roth 401(k)-to-Roth IRA Rollovers

■  When rolling over Roth 401(k) dollars to a Roth IRA, the portion of the rollover consisting of Roth 401(k) 
contributions (and any in-plan conversions) is always available tax-free, but the availability of tax-free 
earnings may depend on whether the Roth 401(k) distribution is considered qualified. 

■  A Roth 401(k) distribution is qualified if two requirements are met: 1) There must be a triggering event; 2) 
A five-year holding period for the Roth 401(k) distribution must be satisfied. 

■  The tax consequences of a rollover of a qualified Roth 401(k) distribution to a Roth IRA are the same 
whether there was a direct rollover or a 60-day rollover; the distribution consists entirely of basis. 

■  Whether Roth IRA earnings generated from a rollover of a qualified Roth 401(k) distribution can come 
out tax-free depends on whether the five-year holding period for the Roth IRA has been satisfied. The 
five-year Roth IRA holding period begins on January 1 of the year the first contribution (or conversion) 
was made to any Roth IRA. 

■  When a non-qualified Roth 401(k) distribution is rolled over (either directly or through a 60-day rollover) 
to a Roth IRA, only the rolled-over plan contributions themselves are considered basis. 

2022 SECURE Act Regulation FAQs
■  On February 23, 2022, the IRS ended the wait and released new proposed regulations (REG-105954-20) 

on RMDs from IRAs and workplace retirement plans. 
■  The new regulations are proposed to apply for determining RMDs for 2022 and later. They should be 

used immediately, even though they have not yet been finalized. 
■  Probably the biggest surprise in the new RMD rules is that annual RMDs must continue once started.
■  The IRS interpreted the SECURE Act as requiring annual RMDs when an account owner dies on or after 

her RBD.

Planning for Disabled and Chronically Ill IRA Beneficiaries
■  Combine the new 10-year rule with the SECURE Act’s delay of RMDs from age 70½ to age 72 (and 

perhaps to age 75 under pending legislation), and the likely result is that more deceased seniors, most 
withdrawing in the 12% bracket (assuming current tax rates), will pass larger IRAs to the next generation, 
often gainfully working and filling the 12% bracket. 

■  For EDB purposes, many currently disabled people will NOT meet the IRS guidelines, even if they are 
collecting on their personal or work-related disability income policy.

■  Even though the SECURE Act allows EDBs to stretch withdrawals and therefore minimize annual 
income to some extent, if individuals who receive asset-based benefits should inherit retirement 
accounts, they can lose government benefits such as SSI or Medicaid. 

■  Inherited retirement accounts, with a properly executed special needs trust as beneficiary, receive the 
right to stretch the IRA assets over the lifetime of the EDB beneficiary.

■  Most of the income generated and kept in a trust is taxed at the highest income tax rate. Therefore, 
leaving Roth assets or life insurance proceeds to a special needs trust can be a better idea than leaving 
a tax-deferred IRA or retirement account to the trust.

■  People over age 591/2 who want to leave money to a “special” person without disrupting vital benefits 
may want to use dollars that are in tax-deferred accounts (including IRAs) to pay for premiums on a 
permanent life insurance policy and name the special needs trust as the policy beneficiary that will 
receive the tax-free death benefit.

conversion — a transfer within the 
plan of non-Roth dollars to a Roth 
401(k) account. 

Example 1: Cass, age 60, began 
making Roth contributions to her 
401(k) plan on December 31, 2017. 

She received a distribution from 
that plan on January 1, 2022. 
Although only about four years 
lapsed between Cass‘s first 
Roth 401(k) contribution and her 
distribution, she has satisfied the 
five-year holding period. 

This is because the five-year 
period began on January 1, 2017, 
and ended on December 31, 2021. 
Cass has a qualified distribution.

Once a Roth contribution is made, 
the original five-year holding 

https://www.irahelp.com/newsletter
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period is locked in place — even 
if the employee later takes a 
distribution of his entire Roth 401(k) 
account.
Example 2: John, age 60, began 
making Roth 401(k) contributions 
on May 1, 2017. In 2020, he 
temporarily stopped his Roth 
contributions and took a hardship 
withdrawal of his entire Roth 
401(k) account. He subsequently 
restarted his contributions. 
On March 1, 2022, John took a 
distribution of his Roth 401(k) 
funds. His 2022 distribution is 
qualified. His five-year clock began 
on January 1, 2017, and continued 
to tick despite his discontinuance 
of contributions and withdrawal in 
2020.
One aspect of the five-year 
holding period that trips up many 
employees and advisors is that it 
applies on a plan-by-plan basis. 
In other words, the employee 
does not get credit for Roth 
contributions made to any plan 
other than the one from which he 
is receiving the distribution. (This 
is different than the rules for the 
Roth IRA five-year holding period, 
discussed later.)

The employee does not get 
credit for Roth contributions 
made to any plan other than 

the one from which he is 
receiving the distribution.

Example 3: Denny started making 
Roth contributions to the Alpha 
Company 401(k) plan in 2016. In 
2018, he left Alpha, took a job with 
Beta Company, and began making 
Roth contributions to Beta’s plan. 
Denny separated from service with 
Beta in 2022 and took a 401(k) 
distribution from the Beta plan that 
same year. Denny’s distribution is 
not qualified. His five-year holding 
period on the Beta plan started 
on January 1 of the year he made 

his first Roth contribution to that 
plan — January 1, 2018. His prior 
contributions to the Alpha plan are 
ignored. 

Rollover Tax Consequences: 
Qualified Distributions

The tax consequences of a 
rollover of a qualified Roth 401(k) 
distribution to a Roth IRA are 
the same whether there was a 
direct rollover or a 60-day rollover. 
In either case, the distribution 
consists entirely of basis. This 
means that the entire rolled-over 
amount (contribution + earnings) 
is immediately eligible for a tax-free 
distribution from the Roth IRA. 
The rules are more complicated 
for Roth IRA earnings generated 
from a rollover of a qualified Roth 
401(k) distribution. Whether those 
earnings can come out tax-free 
depends on whether the five-year 
holding period for the Roth IRA – 
not the five-year period for the Roth 
401(k) – has been satisfied. Once 
the Roth IRA holding period has 
been met, post-rollover earnings 
can also be distributed tax-free. 
The five-year Roth IRA holding 
period begins on January 1 of 
the year the first contribution (or 
conversion) was made to any Roth 
IRA – not necessarily the one from 
which the distribution is being 
made. However, the Roth 401(k) 
holding period is not considered in 
determining whether the Roth IRA 
holding period has been satisfied. 
Example 4: On May 1, 2017, 
Michelle opened Roth IRA #1 with 
a conversion from her traditional 
IRA. On June 1, 2022, she received 
a qualified distribution from her 
Roth 401(k) account and directly 
rolled it over to newly-opened Roth 
IRA #2. 
Michelle can receive an immediate 
tax-free distribution of the rolled-
over funds at any time. She 
can also receive post-rollover 
earnings tax free at any time. This 
is because Michelle’s five-year 

Roth IRA holding period began on 
January 1, 2017, with Roth IRA #1 
and was satisfied on December 31, 
2021.

Rollover Tax Consequences: 
Non-Qualified Distributions

When a non-qualified Roth 401(k) 
distribution is rolled over (either 
directly or via a 60-day rollover) 
to a Roth IRA, only the rolled-over 
plan contributions themselves are 
considered basis. Both the rolled-
over Roth 401(k) earnings and any 
post-rollover earnings can only be 
withdrawn tax-free from the Roth 
IRA if the distribution is qualified. 
A qualified Roth IRA distribution 
requires: 
1. The five-year holding period be 

met; and 
2. A triggering event. (Triggering 

events for qualified Roth IRA 
distributions are reaching age 
59½, disability, death or first-time 
homebuyer.)

Example 5: Scott made his first 
Roth 401(k) contribution on 
February 1, 2012. He received a 
Roth 401(k) distribution on May 
1, 2022, that was non-qualified 
because he was age 58. Scott 
rolled over that distribution to his 
first Roth IRA that he had just 
opened. 
Scott can immediately withdraw 
tax-free the portion of his rollover 
that consisted of Roth 401(k) 
contributions. However, since his 
five-year Roth IRA holding period 
does not end until December 31, 
2026, he must wait until 2027 to 
take rolled-over plan earnings and 
post-rollover Roth IRA earnings tax 
free. (Scott does not get credit for 
the period he held his Roth 401(k) 
account.) 
Example 6: Naomi made a $50 
contribution to a Roth IRA in 
2017 and made no subsequent 
contributions. She started Roth 
401(k) contributions on April 1, 
2019. 
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At age 62 on April 1, 2022, Naomi 
took a Roth 401(k) distribution 
which she rolled over to her 
existing Roth IRA. Her Roth 401(k) 
distribution was non-qualified 
because she only made Roth 
401(k) contributions for three 
years. Even so, Naomi can receive 
tax-free earnings on both the 
rolled-over dollars and post-

rollover earnings at any time since 
any Roth IRA distribution will be 
qualified. This is because she 
satisfied her Roth IRA five-year 
clock and is over age 59½. 

Conclusion

The rules for Roth 401(k)-to-Roth 
401(k) rollovers are challenging. 
There are two different five-year 

holding periods (with different 
rules) to worry about — one for 
the Roth 401(k) distribution and 
the other for an eventual Roth IRA 
distribution. Advising clients to 
make Roth 401(k) and Roth IRA 
contributions (even in nominal 
amounts) as soon as possible in 
order to start each five-year clock 
ticking is highly recommended. ◼

2022 SECURE Act Regulation FAQs

In December 2019, the SECURE 
Act was signed into law. This 

legislation was a game changer 
that upended the rules for 
distributions from inherited 
retirement accounts and did away 
with the “stretch IRA” for most 
non-spouse beneficiaries. In the 
wake of these changes, retirement 
savers have been eagerly 
anticipating guidance from the 
IRS to clarify the many issues left 
unresolved by the new law. 
On February 23, 2022, the IRS 
ended the wait and released 
new proposed regulations (REG-
105954-20) on required minimum 
distributions (RMDs) from IRAs 
and workplace retirement plans. 
We have received numerous 
questions about these new 
regulations. Here are some popular 
inquiries:  

Why do we need to pay 
attention to regulations that 
are only “proposed?” 

Since legislation is proposed in 
Congress all the time, often ends 
up going nowhere and never 
becomes law, this is a legitimate 
question. Proposed legislation, 
however, is different than proposed 
regulations. 
The new regulations are proposed 
to apply for determining RMDs 
for 2022 and later. They should be 
used immediately, even though 
they have not yet been finalized. 

It is likely that it may be a while 
until anything is settled. In the 
meantime, you should use the 
proposed regulations. Ignoring 
these rules because they are only 
proposed is risky. 

What is the biggest surprise in 
the proposed regulations? 

Probably the biggest surprise 
in the new RMD rules is the 
reappearance of an old rule. This 
rule is based on a provision of the 
tax code section IRC 401(a)(9)
(B) that the SECURE Act (either 
deliberately or by accident) left 
intact. This rule requires annual 
RMDs to continue once they are 
started. They cannot be turned off. 
The rule is sometimes called the 
“at-least-as-rapidly” rule. While it 
does not require the same amount 
that was taken by the IRA owner 
to also be taken by the beneficiary, 
it does require that the annual 
process of taking RMDs continue.

The most widespread impact of 
this rule can be found when a 
non-eligible designated beneficiary 
inherits from a retirement account 
owner who dies on or after the 
required beginning date (RBD) — 
April 1 of the year after a person 
turns age 72. The beneficiary would 
be subject to both the 10-year rule 
and the at-least-as-rapidly rule. 
The result is that annual RMDs are 
required during the 10-year payout 
period.

However, that is not the only place 
where the at-least-as-rapidly 
rule shows up in the new RMD 
regulations. Perhaps the most 
extreme application of this rule 
is the situation where an eligible 
designated beneficiary (EDB) can 
use the life expectancy of another 
individual to calculate RMDs but 
at the same time would have to 
monitor his own life expectancy 
to determine when the inherited 
account would need to be emptied. 

This [at-least-as-rapidly] 
rule requires annual RMDs 
to continue once they are 

started. 

Example 1: Robert dies at age 74, 
which is after his RBD. Robert’s 
beneficiary is his older sister Sally, 
age 80. Since Sally is not more 
than 10 years younger than Robert, 
she is an EDB and can stretch 
RMD payments. 
However, since Robert died after 
his RBD and Sally is older than 
Robert, Sally is permitted to use 
Robert’s single life expectancy 
to calculate RMDs. Robert’s life 
expectancy in the year of his 
death is 15.6 for a 74-year-old. For 
subsequent years, Sally subtracts 
1 each year. As such, the IRA 
should last for 15 years until Sally 
is age 95. Even though Sally is 
using Robert’s life expectancy 
factor (15.6) to calculate her annual 
RMDs as an EDB, she must also 

https://www.irahelp.com/newsletter
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monitor her own life expectancy 
factor to determine when she must 
empty the account. 

Had Sally used her own life 
expectancy to calculate RMDs, 
she would have started with 10.5 
(the factor for Sally’s age in the 
year after Robert’s death — age 
81*). Eleven years later, Sally’s own 
life expectancy factor would have 
been down to 0.5. 

Since 0.5 is less than one, Sally is 
required to empty the inherited IRA 
at age 91. This is true even though 
Robert’s life expectancy still had 
four years remaining and was the 
life expectancy factor Sally had 
been properly using to calculate 
her RMDs from age 81 to 91.

*Note: While a similar example 
in the regulations uses the life 
expectancy of 11.2 in the year of 
death, we chose to use the life 
expectancy in the year after death 
for our example.

Another extreme example of the 
IRS retaining the at-least-as-
rapidly rule is when a surviving 
spouse is required to take 
“hypothetical retroactive” RMDs. 
As an EDB, a surviving spouse 
can elect the 10-year rule (instead 
of the stretch IRA) if death occurs 
before the RBD. However, the IRS 
created “hypothetical RMDs” as 
a deterrent to make sure RMDs 
are not avoided by a spouse 
who would have otherwise been 
required to take those RMDs upon 
reaching age 72. Once again, the 
IRS is relying on a version of the 
at-least-as-rapidly rule. 

Another extreme example 
of the IRS retaining the 
at-least-as-rapidly rule 

is when a surviving 
spouse is required to take 
“hypothetical retroactive” 

RMDs. 

Example 2: Jackson and his 
wife, Linda, are both 70 years 
old. Jackson dies with Linda as 
his primary IRA beneficiary. As 
an EDB spouse, Linda can do a 
spousal rollover or elect to remain 
a beneficiary. 
If Linda elects to remain a 
beneficiary, she can elect the 10-
year payout. Since Jackson died 
prior to reaching his RBD, Linda 
would have no RMDs during the 
10-year window. However, if Linda 
later decides to do the spousal 
rollover, she may not be able to 
roll over the full amount. Before 
completing the spousal rollover, 
Linda must calculate hypothetical 
RMDs for each year she was age 
72 and older. These hypothetical 
RMDs apply retroactively and 
are not eligible for a rollover. (The 
years when Linda was age 70 and 
age 71 are not considered, because 
they were before her first RMD 
year.)

 
How are RMDs calculated 
when required within the 10-
year payout period? 

The IRS interpreted the 10-year 
rule as requiring annual RMDs 
when an account owner dies on 
or after her RBD. As such, many 
questions have arisen about 
exactly how those RMDs should 
be calculated. These RMDs are 
calculated using the single life 
expectancy of the beneficiary. It 
is as if the old stretch IRA was in 
place before the SECURE Act, 
except the account must now also 
be emptied after 10 years.
Example 3: Grace dies in 2021 
at age 75. The beneficiary 
of her traditional IRA is her 
granddaughter, Courtney. Courtney 
is a non-eligible designated 
beneficiary under the SECURE Act 
and is subject to the 10-year rule. 
However, under the new SECURE 
Act regulations, she also must take 
annual RMDs in years 2022-2030 

and empty the account by the 
end of 2031. The RMD for 2022 is 
calculated using Courtney’s single 
life expectancy. For the 2022 RMD, 
if Courtney is age 25, the factor 
would be 60.2. For her 2023 RMD, 
the factor is 59.2 (60.2 - 1 = 59.2). 

What are the next steps for the 
new RMD regulations? 

Once the proposed regulations 
were issued, the rule-making 
process required that comments 
be accepted from the public. These 
comments were accepted through 
May 25, 2022. Many commentators 
have weighed in, including some 
powerful voices in the retirement-
savings community, such as 
prominent industry groups and 
large financial organizations. 

Based on the published 
comments, it seems that many in 
the industry do not give the new 
RMD regulations rave reviews. 
Commentators have expressed a 
range of concerns. These include 
the feasibility of delaying and 
need to delay the effective date 
of the regulations and issues with 
complexity created by the IRS 
interpretation of SECURE Act as 
requiring RMDs during the 10-
year payout period. Some have 
suggested this requirement be 
scrapped completely.

A hearing before the IRS was held 
in Washington on June 15. After 
considering the written comments 
and the testimony at the hearing, 
the IRS will issue final regulations. 
Whether the IRS is willing to take 
into account any of the concerns 
voiced in the comments and the 
hearing remains to be seen. The 
IRS could stay the course, make 
certain changes, or completely 
revamp the proposed regulations. 

One thing that does seem likely is 
that it will take some time before 
we see final regulations and have 
more answers. ◼
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Under 2019’s SECURE Act, the 
ability for many retirement 

account beneficiaries to stretch 
required minimum distributions 
(RMDs) throughout the rest of 
their lives has been curtailed. 
Specifically, certain beneficiaries 
must withdraw ALL of those 
inherited assets by the end of the 
10th year after the death of the 
account owner. 
This loss of potential income tax 
deferral can be severe, especially 
for beneficiaries who are still 
working. The taxable RMDs will be 
added to their other income, often 
moving them into much higher tax 
brackets. 
Combine the new 10-year rule with 
the SECURE Act’s delay of RMDs 
from age 70½ to age 72 (and 
perhaps to age 75 under pending 
legislation), and the likely result is 
that more deceased seniors, most 
withdrawing in the 12% bracket 
(assuming current tax rates), 
will pass larger IRAs to the next 
generation, often gainfully working 
and filling the 12% bracket. Such 
beneficiaries will have to pay tax at 
22% or higher, with some paying 
triple the tax that the retired parent 
owed.

Eligible for Exemptions

Fortunately, there some 
exemptions to the 10-year 
distribution rule for retirement 
accounts. So-called eligible 

designated beneficiaries (EDBs) 
are still able to stretch distributions 
over their lifetime, often at modest 
tax rates.
EDBs include the account owner’s 
widow or widower. Others who 
can stretch distributions include 
minor children (though not 
grandchildren), until they reach 
the age of majority and the 10-year 
rule kicks in. Siblings and close 
friends also may be able to stretch 
distributions because beneficiaries 
who are not more than 10 years 
younger than the decedent are 
EDBs.
In addition, disabled and 
chronically ill individuals may 
qualify as EDBs. If they meet 
the strict IRS guidelines, such 
beneficiaries can stretch inherited 
retirement assets over their 
lifetime, using the pre-SECURE Act 
rules, and benefit from extended 
tax deferral. 

In addition, disabled and 
chronically ill individuals 

may qualify as EDBs.

Disability Details 

For EDB purposes, many currently 
disabled people will NOT meet 
the IRS guidelines, even if they 
are collecting on their personal 
or work-related disability income 
policy. For IRS purposes, the 
disabled person must meet the 
following terms:

Disabled. From Tax Code Section 
72(m)(7), the meaning of disabled 
is described as such: 
“For purposes of this section, an 
individual shall be considered 
to be disabled if he is unable to 
engage in any substantial gainful 
activity by reason of any medically 
determinable physical or mental 
impairment which can be 

expected to result in death or to be 
of long-continued and indefinite 
duration. An individual shall not be 
considered to be disabled unless 
he furnishes proof of the existence 
thereof in such form and manner 
as the Secretary may require.”

The key word here is ANY. 
Many disabled individuals have 
“own occ” (or own occupation) 
provisions in their disability income 
insurance policies that enable 
them to collect benefits, even if 
they can work part-time or in an 
occupation other than the one they 
had been pursuing. 
Moreover, some disabilities occur 
after injuries from which a full or 
partial recovery is expected, a 
recovery that would permit doing 
some job, even at reduced pay or 
in another field altogether. Thus, 
many disabled individuals will fail 
the SECURE Act’s definition of 
disability, with its “any substantial 
gainful activity” test; these people 
won’t qualify as EDBs and will be 
subject to the 10-year rule. 

Chronically Ill Coverage

The problem of proving substantial 
disability also will be present for 
meeting the chronically ill EDB 
requirement, but to a lesser extent. 
This rule states:

Chronically ill. Under the 
SECURE Act, a chronically 
ill individual is someone who 
qualifies under the tax rules for 
defining long-term care (LTC) 
services in LTC insurance policies. 
From Tax Code Section 7702B(c)
(2) and under the SECURE 
Act, to qualify as a chronically 
ill individual the person would 
have to be certified by a licensed 
health care practitioner to be 
unable to perform at least two 
activities of daily living for at least 
90 days or require “substantial 
supervision” due to severe 
cognitive impairment.

Planning for Disabled and Chronically Ill IRA Beneficiaries 
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Many individuals, especially 
seniors, currently receive 
benefits from LTC insurance 
contracts, which regularly use 
similar wording, and also require 
certification by a licensed health 
care practitioner. Some of these 
seniors, if they inherit retirement 
assets, will be able to stretch the 
accounts they inherit. 
Few seniors receiving LTC 
insurance benefits will inherit 
retirement accounts from their 
parents, who were already 
deceased when those benefits 
became necessary. But many 
seniors may inherit from siblings 
or from others near in age to them, 
and those beneficiaries could meet 
the requirements for stretching 
the inherited IRAs as chronically ill 
EDBs.
All that said, the main purpose 
of having the chronically ill 
classification of EDBs in the 
SECURE Act is to allow a stretch 
IRA to those who are younger and 
will need access to the money over 
a longer period of time. 
The ability to stretch inherited 
retirement accounts could be 
life-changing for these individuals, 
allowing them to avoid having to 
pull large amounts from an IRA 
unnecessarily. Stretching lifetime 
distributions may allow chronically 
ill individuals to reduce the risk of 
moving into higher tax brackets, as 
well as to avoid losing government 
benefits based on reported income 
from mandated IRA withdrawals.

Contending with Confusion 

Despite the aforementioned 
definitions, there is considerable 
confusion over the disabled and 
chronically ill classifications 
of EDBs in the SECURE 
Act, uncertainty that could 
cause substantial harm to the 
beneficiaries. Even though the 
SECURE Act allows EDBs to 
stretch withdrawals and therefore 
minimize annual income to some 

extent, if individuals who receive 
asset-based benefits should inherit 
retirement accounts, they can lose 
government benefits such as SSI 
or Medicaid. 
This may create a quandary for IRA 
owners with disabled or chronically 
ill potential beneficiaries. I, 
personally, can toss my two cents 
into this conversation. My daughter 
Megan was born in the 1980s with 
multiple genetic problems, and 
consequently she has minimal 
communication, mobility, or life 
skills.  
Megan is a sweet and loving girl, 
the light of my life, but mentally 
she is age two. We dare not let her 
out of earshot or line of vision, as 
she is tall enough to get into things 
that two-year-olds cannot. 
By the IRS rules, Megan can inherit 
our IRAs and stretch distributions 
over multiple decades. Many 
people might see that possibility 
and say “let’s put her on the 
beneficiary form, because she can 
stretch the IRA and have ongoing 
access over her lifetime.” That 
likely would be a bad move….no, it 
would be an awful move!
Megan collects $800+ a month 
from SSI. She also has much of 
her medical outlays, including her 
numerous prescriptions, covered 
through Medicaid. If Megan 
inherits our assets, including any 
IRAs, it will cause her to lose her 
SSI and Medicaid benefits. 

If Megan inherits our assets, 
including any IRAs, it will 
cause her to lose her SSI 
and Medicaid benefits. 

In fact, even if Megan (helped by 
our son) disclaims an inheritance, 
she will still lose her benefits!!! 
Supplemental Security Income 
(SSI) and Medicaid benefits are 
asset-based, with a cut-off if the 
person’s assets top $2,000.   

There is an excellent way around 
this risk. There are costs involved 
to act in time — my wife and I 
spent $5,000 in legal fees — but 
properly creating a special needs 
trust allows assets to be passed 
to an account that can be used 
for the person who meets the 
“chronically ill’ definition, yet not 
cause them to lose their Medicaid 
and SSI benefits. This trust 
can be the retirement account 
beneficiary, and the trustee can 
use the inherited money to provide 
permissible goods and services 
to the disabled or chronically 
ill individual without adverse 
consequences. INHERITED 
RETIREMENT ACCOUNTS, WITH 
A PROPERLY EXECUTED SPECIAL 
NEEDS TRUST AS BENEFICIARY, 
RECEIVE THE RIGHT TO 
STRETCH THE IRA ASSETS OVER 
THE LIFETIME OF THE EDB 
BENEFICIARY!!!

Going the Roth Route

Keep in mind that the IRS doesn’t 
particularly like assets passing 
through a trust outside of an 
estate, so most of the income 
generated and kept in a trust is 
taxed at the highest income tax 
rate. That tax rate may be even 
higher in the future, as federal 
government debt expands. 
Therefore, leaving Roth assets or 
life insurance proceeds to a special 
needs trust can be a better idea 
than leaving a tax-deferred IRA 
or retirement account to the trust. 
That is how my wife and I have 
decided to fund the special needs 
trust that will help our son care for 
Megan.  
Parents over age 591/2 who want to 
leave money to a “special” person 
without disrupting vital benefits 
may want to use dollars that are in 
tax-deferred accounts (including 
IRAs) to pay for premiums on a 
permanent life insurance policy 
and name the special needs trust 
as the policy beneficiary that will 
receive the tax-free death benefit. 
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That has been our strategy: use 
permanent life insurance and 
Roth money as the main tools for 
protecting Megan’s future.
Yes, we have paid higher premiums 
for our coverages compared to 
buying term life insurance. In return, 
we have a growing, very large, 
tax-free asset that will be around 
when — not if — we die. Most people 
outlive their term insurance, so 
relying on term insurance to fund 
a special needs trust is extremely 
risky. Even today, the premium for 
the permanent insurance is the first 
bill I pay each month, and the most 
important bill to us. The care and 
well-being of our daughter relies 
on it, and there is nothing more 
important to us. Period!!!
If people don’t want to force 
cherished individuals to accept 
the minimal benefits that the 
government will supply (Can our 
Megan make it on $800 a month plus 
Medicaid?), they can take the steps 
and pay the necessary costs to avoid 
unhappy endings. The funds used to 
pay life insurance premiums as well 
as the funds used to prepay tax so 
that Roth money accumulates and 
passes tax-free, along with spending 
a few thousand dollars to set up 
a special needs trust, will be well 
worth the comfort that comes from 
knowing that a legacy is in place for 
vulnerable loved ones.

Advisor Action Plan
 σ If you have clients with loved 
ones who can be considered 
EDBs as disabled or chronically 
ill individuals, consider naming 
them as possible retirement 
account beneficiaries, so they can 
stretch out distributions over their 
remaining lifetime.

 σ Be aware that government benefits 
such as SSI and Medicaid may 
be jeopardized if they inherit 
retirement assets. To avoid the 
loss of such government benefits, 
yet still care for disabled or 
chronically ill loved ones, discuss 
the idea of leaving retirement 

assets to a special needs trust, 
drafted by an experienced attorney, 
and instructing the trustee as to 
how best provide for the trust 
beneficiaries.

 σ Tell clients to consider using 
some of their retirement assets 
in a more tax-efficient and trust- 
efficient way. One approach to 
mention is funding Roth accounts 
for compounded tax-free growth 
and creating income tax-free 
death benefits from life insurance 
as early as possible, so lower 
insurance premiums can start 
while the insured individual is 
younger and healthier, with less 
exposure to the “family history 
medical problems” that can 
accumulate as families grow  
older. ◼ 

Michael O’Leary, CLU®, ChFC®, CASL® 
entered the financial industry in 1994 
and is the owner and co-founder of 
Family Financial Goals, LLC. He studied 
at Rutgers University and received 
his CLU®, ChFC®, and CASL® at the 
American College. He is also a member 
of Ed Slott’s Master Elite IRA Advisor 
GroupSM, since its first year of formation. 
 
Mike and his wife of 40 years, Barbara, 
have 3 adult children. He enjoys playing 
golf with Barbara and his siblings and is 
an avid collector of sports memorabilia—
especially Philadelphia teams. Barb, his 
copilot in life, accompanies him on trips 
around the country to visit clients, seeing 
historical landmarks and other beautiful 
sites on their journeys. Together, they 
are very active in their local parish, 
Incarnation Church in Mantua, NJ. 
 
Mike grew up in a family that taught him 
God would always provide—but he also 
believed that God would help those who 
helped themselves. So, Mike’s primary 
goal is simple: be a valuable resource, 
not only to his clients but to all those 
around him, and to be a trusted friend 
and advisor. 
 
Mike can be reached at michael.oleary@
nextfinancial.com or (856) 468-5292.

This article is written by Michael O’Leary, an Investment Advisor 
Representative with NEXT Financial Group, Inc., member FINRA/
SIPC. The context of this article is for informational purposes and 
does not consider your particular financial situation. We believe the 
information provided is reliable, but do not guarantee its accuracy 
or completeness. Please contact your tax professional and/or 
investment advisor for help in answering questions or need prior to 
taking any action based on this information. Neither NEXT Financial 
Group, Inc. nor its representatives give tax or legal advice.
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