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			Praise for 
Ed Slott and The Retirement Savings Time Bomb

			“Unless you consider cat food a viable dinner option, it’s wise to take action now to bulletproof your retirement assets. Sooner or later, we pay taxes. But why allow your retirement savings to become a windfall for Uncle Sam when the money should go to you and your heirs? [Slott] will show you how to keep your cash all in the family.”

			—USA Today

			“Ed Slott’s advice could save your retirement plan from something worse than a bear market—the tax collector!”

			—Terry Savage, author of The Savage Truth on Money and nationally syndicated personal finance columnist

			“Ed Slott is my go-to resource on the nuances of tax and retirement planning. His no-nonsense style makes the dizzying changes in the rules and laws surrounding these often-confusing topics understandable and, more importantly, actionable.”

			—Jill Schlesinger, CFP®, CBS News Business Analyst

			“Ed Slott is my go-to person for smart, tax-saving advice on retirement plans. Right now, people planning for retirement especially need his help. Congress has passed a slew of new laws affecting your personal tax-favored plans, some of which make them less secure. This book shows you how to wring all the tax benefits possible from your plans, including smart ways of passing any remaining money to your heirs. Highly recommended!”

			—Jane Bryant Quinn, author of How to Make Your Money Last: The Indispensable Retirement Guide

			“Ed Slott’s mastery of IRA dos and don’ts makes this book must-reading for any IRA owner who wants to know how to save for retirement.”

			—Paul Katzeff, senior reporter/writer, Investor’s Business Daily

			“If you have questions about IRAs or other retirement plans, you’ll find every last answer in this easy-to-understand and hugely informative book. Ed Slott is truly Mr. IRA.”

			—Lynn O’Shaughnessy, author of The Retirement Bible

			“If you’re planning for or living in retirement, this book is required reading. Ed Slott is among the most trusted and knowledgeable retirement experts in the United States and the insights you will gain from reading this book will be invaluable. You’ll learn how to create tax-efficient retirement income and take advantage of the most recent tax laws, as well as pass on more of your hard-earned wealth to your loved ones. The world is filled with those who proclaim to be retirement experts, but Ed Slott is truly that—an expert who deserves your time and attention.”

			—Robert Powell, editor of Retirement Daily and TheStreet, USA Today columnist, editor of Retirement Management Journal, and host of The Exceptional Advisor podcast

			“Retirement planning is more complicated than it ought to be, but that’s where Ed Slott comes in. He has a knack for providing tax- and retirement-planning guidance that’s easy to understand, up-to-the-minute current, and—dare I say it?—fun. This book will be an indispensable part of many retirees’ tool kits.”

			—Christine Benz, director of personal finance, Morningstar

			“If you need to understand the ins and outs of retirement, look no further than this book by Ed Slott. He is the go-to expert for reporters and media folks like myself. When I have a question, I call Ed!”

			—Erin Arvedlund, author of Too Good to Be True: The Rise and Fall of Bernie Madoff and financial writer, Philadelphia Inquirer

			“Congress has turned retirement savings into a quagmire of laws, regulations, and acronyms that can serve as tax traps or opportunities. Ed Slott can explain them with care and flair.”

			—Kathleen Pender, financial writer

			“If you have assets in a retirement plan The NEW Retirement Savings Time Bomb will save you money.”

			—Natalie B. Choate, author of Life and Death Planning for Retirement Benefits: The Essential Handbook for Estate Planners

			“Ed Slott is the go-to expert on IRAs in an era when legislative and regulatory changes are popping up as fast and furious as a whac-a-mole game. Arm yourself with the latest insights on how to protect future retirement savings by making tax-savvy moves today.”

			—Mary Beth Franklin, CFP, contributing editor, Investment News
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			THE RETIREMENT SAVINGS TIME BOMB TICKS LOUDER

			Ed Slott, CPA, America’s IRA Expert, is a nationally recognized speaker, television personality, and bestselling author known for his unparalleled ability to turn advanced tax strategies into understandable, actionable, and entertaining advice. Named “The Best Source for IRA Advice” by The Wall Street Journal, he is the go-to resource for media, regularly providing insight on breaking news affecting retirement and tax-planning laws and strategies. Slott is a professor of practice at the American College of Financial Services and has been recognized by leading industry organizations for his significant thought leadership and contributions. He is one of the top pledge drivers of all time with his public television specials, and his popular website includes The Slott Report blog, which is followed by tens of thousands of readers. In 2022, he launched a podcast, The Great Retirement Debate, that provides lively commentary on opposing sides of retirement planning strategies. Ultimately, through all these efforts combined, Slott has taught millions of Americans (and their financial professionals) how to get the most out of their retirement savings. For more information, visit his website: www.irahelp.com.
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			Whether your retirement dreams are five years away or fifty, the single greatest threat standing in your way is taxes. Unlike losses experienced in the stock market, money lost to taxes never recovers. With untaxed retirement accounts likely to become your largest asset, you face an explosive landscape of costly tax traps, penalties, and a complex maze of rules when the time comes to tap into those savings.
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			This book is about the jeopardy that you—and everyone you know—will face when the taxman shows up at distribution time, regardless of the type of tax-deferred retirement savings plan you have. Now, your retirement savings are at even greater risk with new tax laws like the massive SECURE Act (which actually makes your retirement savings less secure—thanks, Congress!). Every type of plan is affected, be it an Individual Retirement Account (IRA), a Roth IRA, a 401(k), a Roth 401(k), a 403(b), a Roth 403(b), a 457(b), a Roth 457(b), a Keogh plan, a SEP-IRA, a SIMPLE IRA, or a mixture of accounts. I’ll be using the term IRA throughout the book as an umbrella term for all these retirement savings plans because the tax rules governing IRAs are generally the same as those for every type of retirement account. However, I will clearly point out those areas where the rules for a particular plan differ from those of IRAs. Likewise, I’ll be using the term company plans throughout this book as an umbrella term for all types of employer plans, not just qualified plans. (See “Talking the Talk” for the difference.)

			I want to give a special nod up front to Sarah A. Brenner, J.D., our director of retirement education at Ed Slott and Company; and Andy Ives, CFP®, AIF®, and Ian Berger, J.D., our IRA analysts, who gave tremendous help with checking and double-checking this manuscript for technical accuracy. They went above and beyond, generously contributing their time and energy to make this book as reliable and error-free as possible. Thank you, Sarah, Andy, and Ian for helping me defuse the retirement savings time bomb, and especially for your insights on the many recent tax law changes included in this edition. I can assure my readers that any inaccuracies that may still lurk herein are mine, and I take full responsibility for them.

			—Ed Slott
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			Playing the “Back 9”

			
				Taxes will be the single biggest factor that separates people from their retirement dreams.

				—Ed Slott

			

			In the not-so-distant past, the issue of protecting retirement savings rather than investing for retirement might have been considered putting the cart before the horse.

			Not any longer.

			Today, Americans have invested trillions of dollars in retirement plans, turning them into the biggest, most valuable assets they own—often worth more than even their homes. As a result, savings protection has become the name of the retirement plan game.

			Most, if not all, retirement planning strategists, however, focus on why you should save for retirement and how to grow your money through a variety of investment vehicles.

			That’s valuable information, but it’s not enough.

			Look at it this way. What good is making even a 50 percent return on an investment if, at the time of withdrawal, taxes will step in to claim 70, 80, or maybe even 90 percent of your nest egg?

			Even though income and estate tax rates have come down significantly, the great unknown is what future tax rates will be, and what new plan money-hungry Congress may devise to separate you from your retirement savings. If history is any lesson, tax rates on retirement savings will likely increase substantially just when you need the money the most—upon withdrawal in retirement. In addition, given the financial mess our country is currently in (hope springs eternal), taxes will have to increase. Look at the bulging deficits, including the trillions we added by providing relief during the COVID-19 pandemic. This bill will soon come due, hitting hardest those who have saved the most. So, you need to be prepared for future tax increases when it comes time to reach into your retirement funds. At this point, any politician who tells you they can cut your taxes is really just saying “I’m bad at math!” Remember that much of the money in Americans’ retirement funds is tax-deferred, meaning it has not yet been taxed, so it is a sitting duck for future tax hikes.

			Think of it like coming down the stretch of the U.S. Open Golf Championship. The “Front 9” is where you position your lead by building up your assets; holding on to your lead—i.e., protecting your assets from excessive taxation—is the “Back 9” where, ultimately, you win or lose.

			Crucial Component

			This book addresses the critical issue that every other retirement- and tax-related book on the market ignores: protecting from excessive taxation the assets you’ve spent a lifetime building. No single factor is more significant to your ability to live the lifestyle you’ve been saving for all your life, or to pass on your hard-earned savings to those you love.

			Why is this component so crucial?

			Due to a complex combination of distribution and estate taxes that kick in at retirement or death, millions of you are at risk of losing much—perhaps even most—of your retirement savings.

			This dire turn of events, already happening now, will put a huge financial burden on you, your children, and society as the ranks of the retiring and already retired swell to historic proportions in the coming years when the retirement savings time bomb explodes (see Chapter 1).

			And so, the overriding purpose of this book is to give savers like you the knowledge and the tools to defuse that bomb on your own—or with the help of your professional financial advisor—before detonation occurs.

			Complex Web

			I’ll expose the complex web of dark secrets and traps in the tax code governing retirement savings using layman’s terms, and I’ll present an easy-to-use plan for helping the millions of you at risk to save a fortune in retirement income—income that might otherwise be lost to you and your families forever.

			I’ll deal with all aspects of IRA (and Roth IRA) distribution planning, which encompasses virtually any type of retirement account you might have—401(k), Roth 401(k), 403(b), Roth 403(b), 457(b), Roth 457(b), a Keogh plan, SEP-IRA, SIMPLE IRA, corporate pension plan—since virtually all retirement money is distributed according to what is commonly referred to as the “IRA distribution rules.” These are among the most complicated rules in the entire U.S. tax code.

			I’ll go beyond the tax rules to provide easily understandable explanations of the planning opportunities available (including many new ones created by the recent massive tax reforms), and clear answers to some of the most perplexing and frequently asked questions, like: “I know the rule says X, but how can I accomplish Y without problem Z?”

			I’ll cut through the complexities of these rules and make them easy to grasp so that you can prevent your retirement nest egg from being decimated by taxes and keep your savings in the hands of your family, not the IRS.

			In addition, if you’re already a knowledgeable professional financial advisor, I will give you the tools to better guide and communicate with your clients, thereby attracting and retaining more assets under management, the key to growing your business.

			A Total Solution

			This book will help you devise and implement a simple, workable strategy to protect your retirement assets and keep your hard-earned money in the family—and growing—for generations.

			My strategy grew out of my more than 40 years of experience “in the trenches” as a CPA preparing tax returns and has evolved while on the circuit as a keynote speaker, teacher, and coach to consumers and professional financial advisors. I have conducted more than a thousand seminars and workshops during the past 20 years, honing my action plan into one that works for anybody with an IRA, 401(k), or other retirement account—from hardworking folks such as teachers, doctors, and CPAs who have accumulated modest but still substantial retirement assets, to high-net-worth corporate executives and entertainers.

			The new economy has also sprouted many self-employed people, including small-business owners and independent contractors, like writers, consultants, Uber drivers, home health aides, home improvement pros, and all those professionals helping us set up our homes and offices to broadcast over Zoom! The action plan in this book is particularly critical to any of you in business for yourselves, because you don’t have a company taking care of any of this for you. You are the company! So, it’s up to you to create your own retirement, health, and other company benefits that many employees already access through their employers. Read on so you too can retire safely and securely.

			Everyone wants to pay less, to keep more of their earnings, and to make their savings last. What I’ve put together for you is a total solution—one that you can achieve, and benefit from, without tax expertise and regardless of how the stock market and economy are faring. It is a solution that will show you how to:

			
					
					Move your retirement savings from accounts that are forever taxed to never taxed

				

					
					Protect company stock owned in a 401(k)

				

					
					Make the most of retirement savings

				

					
					Save a fortune by avoiding excessive, often needless taxation

				

					
					Pass on more assets to loved ones and other beneficiaries

				

					
					Keep retirement assets in the family for decades, even generations, with minimal or no taxes

				

					
					Get more from your financial advisor

				

					
					Expand your knowledge of retirement distribution planning

				

					
					Tap retirement funds for emergency cash—without big penalties

				

					
					Take advantage of the latest tax law and IRA rule changes

				

					
					Learn how the SECURE Act and the SECURE 2.0 Act impact your retirement savings

				

					
					Discover alternatives to the stretch IRA

				

					
					Create larger inheritances, with more control and less tax

				

					
					Get your plan…NOT the government plan!

				

					
					Integrate a retirement account with an overall estate plan to create the perfect estate plan

				

					
					Avoid falling into tax traps with inherited IRAs or other retirement accounts

				

					
					Protect retirement accounts from creditors, divorce, bankruptcy, lawsuits, or other problems that could expose them to confiscation

				

			

			As you read each chapter, keep in mind what I mentioned at the outset of this introduction: Retirement planning is like a golf tournament. Building assets is only part of the game—just the “Front 9.” There are nine more holes left to go in the equally, and perhaps even more, tortuous “Back 9”—the final holes where holding on to the assets you’ve built up becomes the biggest challenge of all.

			Remember, where taxes are concerned, it’s what you keep that counts!

		

	
		
			What’s New in This Edition—at a Glance
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			Saving and investing for retirement is tough enough, but it’s only one part of the retirement game. Since you can spend only what you keep, after taxes, you’ll have to take steps now to protect your savings. I want you to have more, keep more, and make it last. That is my focus in this newly revised edition.

			Our tax laws are constantly changing, and you need to know how the most current rules can affect your planning. This special 2024 edition has been revised to include the most up-to-date information on all retirement, income tax, and estate law changes and provisions enacted and now in effect since we last went to press. It includes the latest changes made to the SECURE Act and SECURE 2.0 Act—including the elimination of the stretch IRA, which will likely upend many of your existing retirement strategies. This devious provision inserted into the SECURE Act will be a big blow to even the best-laid plans.

			The major overhaul of our tax system affects virtually everyone in some way, and many of the provisions have time limits. I will guide you through all of this, so you’ll know how to best take advantage of the changes and avoid some of the traps.

			
				For up-to-the-minute information you can rely on regarding any potential changes in the tax rules for retirement accounts that our legislators spring on us, stay tuned to my website: www.irahelp.com.

			
			Here are some of the major changes explained in this new edition:

			The Setting Every Community Up for Retirement Enhancement or “SECURE Act” (enacted December 20, 2019):

			
					
					Repeal of age 70½ restriction for making contributions to traditional IRAs

				

					
					Penalty-free withdrawals from company plans and IRAs for births or adoptions

				

					
					Required Minimum Distribution (RMD) age raised to 72 from 70½ (later raised to age 73 in SECURE 2.0 Act—see below)

				

					
					Elimination of the stretch IRA for many beneficiaries

				

			

			IRS-Proposed SECURE Act Regulations (issued February 23, 2022):

			
					
					A surprising rule requiring annual RMDs (required minimum distributions) for some IRA or plan beneficiaries subject to the 10-year rule

				

					
					Adjustments to who can qualify as an eligible designated beneficiary and still stretch payments from an inherited IRA

				

					
					Clarifications to the rules that apply when a trust is a beneficiary

				

					
					A new automatic waiver of the penalty for a missed year-of-death RMD is available if the RMD is taken before the beneficiary’s tax-filing deadline, including extensions.

				

			

			SECURE 2.0 Act (enacted December 29, 2022):

			
					
					The age for required minimum distributions (RMDs) increased to 73 as of January 2023. This age will increase to 75, but not until January 1, 2033. Anyone currently subject to RMDs under the old 70½ or 72 RMD age rules is not impacted and must continue to follow their existing RMD schedule.

				

					
					As of 2023, a one-time only, $50,000 qualified charitable distribution (QCD) to a charitable gift annuity, charitable remainder unitrust, or a charitable remainder annuity trust is allowed. Also, the QCD limit of $100,000 is now indexed for inflation as of January 2024.

				

					
					Individuals age 50 or over can make an additional IRA catch-up contribution of $1,000. This amount is indexed for inflation, as of January 2024.

				

					
					Effective in 2027, the underutilized Saver’s Credit, which had been intended to help lower-income savers by providing a tax credit for retirement account contributions, has been overhauled into a government match paid directly to retirement accounts.

				

					
					Effective in 2024, beneficiaries of 529 college savings accounts are permitted to roll over up to $35,000 aggregate over the course of their lifetime from a 529 account in their name to a Roth IRA. These rollovers are subject to Roth IRA annual contribution limits, and the 529 account must have been open for more than 15 years. This new rule will allow any “leftover” 529 funds to avoid tax or penalty if rolled over.

				

					
					The 25 percent of assets limit for purchasing a qualified longevity annuity contract (QLAC) is repealed. Now, up to $200,000 can be used from an account balance for such a purchase.

				

					
					A slew of new 10 percent penalty exceptions have been added, with different effective dates. These include distributions for terminal illness (effective immediately); federally declared natural disasters: $22,000 limit (effective retroactively to January 26, 2021); pension-linked emergency savings accounts: $2,500 limit (effective 2024); domestic abuse: $10,000 limit (effective 2024); financial emergencies: $1,000 limit (effective 2024); and long-term care (LTC): $2,500 limit (effective 2025).

				

					
					The age-50 exception to the 10 percent early distribution penalty is extended to include public safety workers with at least 25 years of service. Corrections officers and private-sector firefighters are added to the list of public safety workers who can take advantage of this exception.

				

					
					The SECURE Act included a provision that allows individuals to receive penalty-free distributions from their retirement account in the case of birth or adoption. There was no time limit on repaying these distributions. SECURE 2.0 Act imposes a three-year time limit.

				

					
					The hefty 50 percent penalty for missed RMDs is reduced to 25 percent. If the missed RMDs are corrected in a timely manner, the penalty is further reduced to 10 percent. A three-year statute of limitations for the RMD penalty is also added.

				

					
					When an IRA excess contribution is removed before the applicable deadline, the net income attributable (NIA) is no longer subject to the 10 percent early distribution penalty if the individual is under age 59½. For contributions removed after the deadline, a six-year statute of limitations now applies to the 6 percent excess IRA contributions penalty, even if Form 5329 was never filed. However, this statute of limitations will not apply if the 6 percent penalty involved a bargain sale to the IRA.

				

					
					New legislation allows a special needs trust with a charity as a remainder beneficiary to still qualify as an applicable multibeneficiary trust. This preserves the stretch payout option for these trusts.

				

					
					As of 2024, higher salary deferrals and additional nonelective contributions to SIMPLE IRAs are allowed.

				

					
					Unlike Roth IRAs, Roth accounts in workplace plans have been subject to RMDs during the owner’s lifetime. As of 2024, this is no longer the case.

				

					
					Starting in 2025, individuals ages 60, 61, 62, and 63 will be eligible to make larger catch-up contributions to their plans.

				

					
					The trend toward “Rothification” continues as Congress seeks immediate tax revenue. SEP and SIMPLE plans can allow Roth contributions beginning in 2023.

				

					
					Further, all plan catch-up contributions for higher-income employees (more than $145,000 in wages in the prior year) age 50 or over must be Roth contributions, originally scheduled to start in 2024, but delayed by the IRS until 2026. Finally, beginning immediately, plans can allow employer matching contributions to be made on a Roth (after-tax) basis.

				

					
					The IRS self-correction program, called the Employee Plans Compliance Resolution System (EPCRS), will be expanded to include inadvertent IRA errors.

				

			

			The Tax Cuts and Jobs Act (enacted December 22, 2017), most of which became effective in 2018 and much of which will expire after 2025:

			
					
					Repeal of Roth recharacterizations (for Roth conversions done after 2017)

				

					
					Lowered tax-bracket rates

				

					
					Increase in standard deductions (many more people are using these now)

				

					
					Estate, gift, and generation-skipping transfer (GST) tax exemption increases

				

					
					Repeal of many popular itemized deductions such as tax preparation, advisor and investment fees, and IRA losses

				

					
					Back-door Roth IRAs OK’d by Congress and IRS

				

			

		

	
		
			Talking the Talk
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			A Foolproof Primer of Essential but Often Confusing Tax Terms and Definitions

			
				The hardest thing in the world to understand is the income tax.

				—Albert Einstein (1879–1955)

			

			You don’t have to become a CPA to understand tax lingo. (I’m a recovering CPA myself.) But you will need to grasp a few key technical terms to get the most out of this book as well as benefit from any other information you may come across on the topic of retirement distribution planning and savings protection.

			Rather than give you the standard boring glossary that is usually stuck at the rear of a book, requiring you to constantly flip back and forth between pages, accumulating a lot of paper cuts, I’ve created a primer right here at the beginning, where it’ll be more useful and convenient for you (no Band-Aids required).

			Also, instead of going the typically sleepy A-to-Z route, I’ve livened up the format with a fresher presentation called “What’s the Difference Between…?”

			My rationale (apart from wanting to educate in an entertaining manner) is this: As you read through this book, there will be times when you will need to know not only what a specific tax term means but also how it differs from another tax term that may appear on the surface to have a similar meaning.

			How could such conflicts occur?

			The writers of our tax rules—Congress and the IRS—have at times conspired to create a broad panoply of easily recognizable words, which, in tax talk, have completely different meanings than in their common usages.

			At other times, these writers just make up words out of convenience, words that cannot possibly be defined with any known form of logic—in our lexicon, anyway. (I know they’re made up because they don’t appear in any spell-check software I’ve ever seen.)

			Likewise, there are terms that some of you may think you know because they seem familiar—but if you guess wrong, the mistake could cost you a bundle at tax time.

			Reading through this section to familiarize yourself with these terms before moving on will not only help you to avoid such potentially expensive misinterpretations but will take much of the mystery out of all that follows in the coming chapters. At first this terminology may feel dense, but you’ll get used to it in no time, and going through this section now will make the rest of the book much easier to read.

			WHAT’S THE DIFFERENCE BETWEEN…?

			Adjusted Gross Income (AGI) vs. Taxable Income

			AGI is your gross income before any standard or itemized deductions or tax credits. It’s an important term to know because many provisions in the tax code are based on AGI, not taxable income, the income on which you are actually taxed. The best tax-planning moves are strategies that lower AGI and in turn lower your tax bill. One great example is qualified charitable distributions (QCDs), which are charitable donations that get transferred directly from your IRA to the charity, reducing your AGI. Learn more about this tax-saving move in Chapter 4.

			After-Tax vs. Pre-Tax Money

			Either of these can be a good option, depending on your preference. For example, if you scarf up your vegetables fast to get them out of the way so you can get on with dessert, you’re a “pay-me-later” (after-tax money) person. But if you like to put the veggies off until last and start with dessert, you’re the “pay-me-now” (pre-tax money) type. For example, money that goes into a Roth IRA or a Roth 401(k) is after-tax money because you had to earn it as ordinary income first and pay tax on it before you could contribute it to the Roth. By contrast, 401(k) contributions are pre-tax money because you received a tax deduction on the portion of your salary you contributed and will pay tax later when the funds are withdrawn. Most money accumulating in tax-deferred retirement accounts is pre-tax funds.

			It comes down to this: After-tax money is taxable now; pre-tax money is taxable later. It’s important to know the distinction so that you don’t get into a situation where you’re inadvertently shelling out money for taxes on distributions of what should be tax-free funds. Also, the IRS requires that you and your plan keep track of after-tax and pre-tax funds so that it knows how much is taxable when you begin withdrawals.

			Beneficiary vs. Designated Beneficiary vs. Eligible Designated Beneficiary

			In everyday English, these terms are interchangeable, but in tax language designated beneficiary has special meaning under the retirement distribution rules. And the SECURE Act gave us yet another category of beneficiary that Congress named eligible designated beneficiary or EDB, which is a special type of designated beneficiary that enjoys first-class status, so to speak. While Congress eliminated the stretch IRA for most designated beneficiaries, EDBs still continue to enjoy stretch IRA perks. But to gain EDB status, your beneficiary must first qualify as a designated beneficiary. So, let’s first describe what the difference is between a beneficiary and a designated beneficiary.

			A designated beneficiary is the beneficiary named on an IRA or company plan beneficiary form, and must be a person—in other words, someone with a pulse and a birthday. If you cannot prove that you have both, you fall into the nonhuman beneficiary category (a beneficiary, but a non-designated beneficiary). One example of an entity that can never become a designated beneficiary is an estate. Another is a trust, but the beneficiaries of trusts can be considered designated beneficiaries if the trust meets certain requirements (see Chapter 10). Here are other entities that can never be designated beneficiaries: charities or any other nonperson in your life, including pets or imaginary friends such as Mr. Snuffleupagus; Calvin’s tiger friend, Hobbes; or the Overlook Hotel’s ghostly bartender in The Shining; not to mention the characters on the TV show Friends. (My daughter used to think they were real people.) Deceased relatives also fall into the nonperson category because, even though they have birthdays, they’re lacking in the pulse department.

			Good, that’s out of the way. Now, here’s something else you must know. A beneficiary can be a person who is not a designated beneficiary. Shall I repeat that? Yes, a beneficiary can be a person who is not a designated beneficiary. For example, say you neglect to name a beneficiary on your IRA’s beneficiary designation form before you die. After your will goes through probate and your loving but greedy family finally finishes scrounging around beneath the split piñata that was once your estate, your son (whom you would have named as beneficiary had you gotten around to filling out the form) winds up inheriting your IRA.

			So, what’s the difference? Even though your son is a person, he is not a designated beneficiary because he inherited through your estate (the nonperson beneficiary of your account, according to the IRS). Yes, he is deemed a beneficiary and will inherit the IRA funds, but he’s a “non-designated beneficiary.” On the surface, this may seem like a lot of tortuous nuancing since the outcome in our example is the same either way, right? Not exactly. The distribution rules for a “non-designated beneficiary” and a “designated beneficiary” can result in payout period differences that come with significant tax consequences.

			Reaching EDB Status

			If your beneficiary is a human (with a pulse) and is named on the beneficiary form, he or she qualifies as a designated beneficiary. Designated beneficiaries fall under two categories: noneligible designated beneficiaries (NEDBs) or eligible designated beneficiaries (EDBs). As explained in detail Step #2: SECURE It (Chapter 6), NEDBs are subject to the 10-year post-death payout rule and therefore cannot use the stretch IRA. EDBs are eligible for the stretch. But first they must (in addition to being named) qualify for this special status through inclusion in one of the five classes established in the SECURE Act. Here is the select club of EDB members who still get the stretch IRA:

			
				
					Five Classes of Eligible Designated Beneficiaries (EDBs)

				

			

			
					
					Surviving spouses

				

					
					Minor children, until age 21—but not grandchildren

				

					
					Disabled individuals—under strict IRS rules

				

					
					Chronically ill individuals—also under strict IRS rules

				

					
					Individuals not more than 10 years younger than the IRA owner (for example, a sibling, partner, or friend)

				

			

			The final class of designated beneficiaries considered EDBs includes any designated beneficiaries (including qualifying trusts) who inherited before 2020. These beneficiaries are grandfathered under the pre-2020 stretch IRA rules. In addition, trusts for the sole benefit of these EDBs should qualify as an EDB. EDB status is determined at the date of the owner’s (or plan participant’s) death and cannot be changed. The only exception is when there is a change in qualifying status, such as when a minor child loses EDB status once he or she reaches majority.

			Capital Gains vs. Ordinary Income

			Capital gains are what everybody wants, and ordinary income is what most people get. A capital gain results from the sale of what is called a “capital asset,” which is generally defined as something you own: stocks, bonds, mutual fund shares, your home. Income from your trade or business, or IRA distributions on the other hand, is defined as “ordinary,” which means it gets taxed at a higher rate for many taxpayers. For example, if you are in a 32 percent tax bracket, you would pay 32 percent on ordinary income, whereas a capital gain would be taxed at 15 percent if the property was held more than one year before it was sold. The maximum long-term capital gains rate is currently only 20 percent, and the lowest rate is 0 percent. (That’s right, nada.)

			3.8 Percent Additional Tax on Net Investment Income

			For many higher-income taxpayers, the maximum long-term capital gains rate may actually be 23.8 percent once you add the extra 3.8 percent tax onto net investment income (investment income minus certain expenses). This extra tax applies when your income (your AGI plus any foreign income excluded from AGI) exceeds $250,000 (married, filing jointly), $200,000 (single), or $125,000 (married, filing separately).

			Conversion vs. Recharacterization

			What language are we speaking here? This is an example of the IRS stumping spell-check once again by using two words to describe the same thing: the transfer of assets between a traditional IRA and a Roth IRA. Conversions can be accomplished through a rollover or a trustee-to-trustee transfer (see “direct transfer” later in this section). A recharacterization (find that one in any dictionary!) of a Roth conversion is when you transfer converted funds back to an IRA, thereby annulling the conversion (and thus any liability, if the conversion was taxable). But the tax law did away with recharacterizations of Roth conversions completed after 2017. Now Roth conversions are permanent and cannot be undone, but recharacterizations are still available for Roth IRA or traditional IRA contributions. This would occur when an account owner makes a traditional IRA contribution and later wants to change it to a Roth IRA contribution or vice versa.

			Cost vs. Basis

			Cost is what you paid for a property, whether a stock, a bond, a mutual fund, or a home. Basis is the amount used for figuring any gain or loss when property is sold. To calculate basis, certain adjustments are added to or subtracted from your cost. Here are some examples:

			
					
					For a home, the amount you pay for improvements will be added to the home’s original purchase price to arrive at an increased basis.

				

					
					For a stock, any reinvested dividends on which you paid tax in the year they were earned will be added to the purchase price of the stock to arrive at an increased basis.

				

					
					For, say, equipment used in business, such as a tractor on a farm, any depreciation taken will be subtracted from the purchase price of the tractor to arrive at a decreased basis.

				

			

			Increasing basis results in a decrease in capital (or ordinary) gains and the tax you’ll pay, while decreasing basis results in an increase in capital (or ordinary) gains and the tax you’ll pay. You must earn basis. It is earned by spending after-tax dollars. When you invest money on which you have already paid taxes, you create basis. Basis is reduced by any tax deductions you receive. For example, if you contribute $5,000 to a tax-deductible IRA, you do not have basis, because the tax deduction reduced your basis to zero. If, on the other hand, you contribute to a nondeductible IRA or Roth IRA (which is nondeductible by definition), you have created basis.

			The basis concept is needed to figure out how much of your IRA distribution will be taxable under the pro-rata rule (see Chapter 3) when you withdraw from an IRA and you have made nondeductible contributions to your IRA, or if your IRA includes after-tax funds rolled over to your IRA from your company plan. After-tax funds and nondeductible IRA contributions are basis in an IRA because they represent funds that have already been taxed. They should not be taxed again upon withdrawal, but to make sure that doesn’t happen you must keep track of your IRA basis.

			Deductible IRA vs. Nondeductible IRA Contributions

			A deductible contribution to an IRA is taken as a current tax deduction and becomes taxable only when withdrawn. A nondeductible contribution to an IRA receives no current tax deduction, but also is not taxable when withdrawn. The traditional IRA is an example of an IRA that can be deductible (if you don’t make too much money while you’re active in your company’s plan), whereas a Roth IRA is an example of a nondeductible IRA. You never receive a tax deduction for money contributed to a Roth IRA.

			Direct Transfer vs. Rollover

			A direct transfer (aka direct rollover) is the process of moving funds from one retirement account to another. It is also referred to as a trustee-to-trustee transfer, which means that the funds go directly from one bank or brokerage firm to another without you ever touching the money en route. This is my preferred method of moving money because it’s not only safe but also tax-free. The IRS prefers you to use it too but for a different reason—they tremble at the thought of your taking the money, failing to redeposit it, and not telling them. With a trustee-to-trustee transfer, the IRS is assured (as are you) that your funds arrived safely at their new destination.

			A rollover is when you withdraw money from your IRA or qualified plan, such as a company 401(k), and redeposit it in an IRA or into your new company’s qualified plan. If you choose to have the funds paid directly to you, the IRS allows you 60 days to redeposit the money into an IRA or your new company’s plan. Some people refer to this as a 60-day IRA loan because you get to use these funds for the 60 days, but I would be very, very careful here and not take this approach without serious thought and an understanding of the tax consequences if the funds cannot be repaid in time. If you miss the deadline, the withdrawal becomes taxable, which spells the end of your retirement account! If you still prefer the rollover method as opposed to the trustee-to-trustee transfer after reading that, be advised that you can do a 60-day IRA-to-IRA or Roth IRA-to-Roth IRA rollover only once a year (every 365 days—not calendar year), so I would again strongly advise against this. The rules have tightened in this area and a mistake here could end your IRA. The IRS has no authority to provide relief in this area, even for honest errors (see Chapter 4). On the other hand, you can do as many direct transfers as you like in a year, if the funds go from trustee to trustee.

			Estate Tax vs. Income Tax

			Income tax is the one you’re still alive to complain about.

			Final Tax Return vs. Estate Tax Return

			The final tax return refers to your last income tax return (Form 1040) for the year of death. The estate tax return (Form 706) is used to calculate how much estate tax the estate owes now that you’re no longer here to say differently.

			Gift vs. Bequest and Gift Tax vs. Estate Tax

			A gift is something that you present while you are alive, whereas a bequest is presented after your death through a will or trust. Gift tax is assessed on taxable gifts such as property that are made by the giver during his or her lifetime. The giver is responsible for paying the tax, if there is one. Estate tax is levied on assets in an inherited estate after death and is paid out of the estate. The tax system in place for gift and estate taxes is supposed to establish that whether you give something away while you are alive or it gets taxed in your estate after you’re gone, the tax will be the same. But this doesn’t always happen; paying a gift tax will cost less than paying an estate tax on the same amount of property.

			IRA vs. Inherited IRA

			A reader recently asked a New York Times advice columnist, “Would it be OK to ask my parents for an advance on the money they will be leaving me, since I’d like to enjoy it now?” The Times writer responded: “Here’s the thing about your parents’ money: It’s theirs!” The IRS also likes to say it’s THEIRS, as in (spell it out): TheIRS (aka not yours).

			I think you get the point. That explains the difference between your own IRA (which is yours) and an inherited IRA (which was not yours, even though you may now have inherited it). The IRS too draws a significant and strict distinction between the two. They are separate accounts, not to be commingled.

			First, under the tax law, an inherited IRA is an IRA inherited from anyone except a spouse, because as you’ll see throughout this book, spouses enjoy numerous inheritance tax benefits that other inheritors, like children and grandchildren, do not. For example, when a husband inherits an IRA from his wife, he can do a spousal rollover, transferring his deceased wife’s IRA funds to his own IRA, and treat the funds as if they were always his. A nonspouse beneficiary cannot do that. In addition, the SECURE Act eliminated the stretch IRA for most nonspouse beneficiaries, but spouses are exempt. You’ll learn a lot more about this in the new chapters on the SECURE Act (Chapters 5 and 6).

			You can contribute to your own IRA, but you can never contribute to an inherited IRA. An IRA is made up of only your own funds that you contributed, or from funds that you rolled over from your workplace 401(k) plan, for example. In either case, aside from the spousal benefits mentioned above, your own IRA is funded only with money that you contributed to it.

			WARNING: You cannot mix your own IRA with your inherited funds (except from a spouse), otherwise the entire inherited IRA will be taxable and gone! That’s a warning and the reason I have included this section here. I’ve seen too many horror stories of lost inherited IRAs. Inherited IRAs also follow different required distribution rules than your own IRA, which you’ll see in Chapter 6.

			IRC vs. TRA86

			The Internal Revenue Code (IRC) is the tax law as written by Congress. For example, if you see a reference to “IRC Section 408,” this means Section 408 of the Internal Revenue Code, and it’s the law. TRA86 (The Tax Reform Act of 1986) is part of the tax code and is the notorious legislation that gave birth to most of the arcane rules on retirement plan distributions that are putting our savings in jeopardy of IRS confiscation today. Some of these laws were revised again as part of the massive tax reform known as the Tax Cuts and Jobs Act (enacted December 22, 2017), the SECURE Act (enacted December 20, 2019), the CARES Act (enacted March 27, 2020), and the SECURE 2.0 Act (enacted December 29, 2022). Like all tax laws, these are now part of the IRC.

			Life Expectancy (for Taxes) vs. Life Expectancy (Actual)

			Making the most out of your IRA means keeping it growing tax-deferred over your life expectancy and that of your beneficiary. For tax purposes, life expectancy is based on the IRS life expectancy tables. These tables are based on actuarial assumptions of how long people of a given age will live. They have nothing to do with predicting actual life expectancy (that’s left to crystal balls). If you work out, eat right, and have genes suggesting a longer potential life span than the IRS estimate, that’s all well and good, but from the point of view of extending your retirement plan’s growth, it’s the IRS estimate that counts—and that estimate will be the same for you as for someone else your age who has given up that gym membership and eats hamburgers and French fries for breakfast every morning (with a side of bacon, of course). In fact, it will be the same for a 50-year-old who is healthy and one who is terminally ill. However, the SECURE Act limits the life expectancy of the inherited accounts of most nonspouse beneficiaries, regardless of how long they might live.

			Probate Estate vs. Non-probate Estate vs. Taxable Estate

			The probate estate consists of assets that are wholly in your name and pass to your heirs through your will. The non-probate estate consists of assets that are jointly owned, in trust, or that pass to your heirs by beneficiary form. The taxable estate is the amount of your estate that is subject to tax and may include both probate and non-probate estate assets. For example, a house you leave in your will to an heir is considered probate property and thus is included in the taxable estate. A Roth IRA with a designated beneficiary is an example of non-probate property and is also included in the taxable estate. However, there is no estate tax on any of your assets when your total taxable estate is valued at less than the current estate exemption amount (either federal or state).

			Qualified Plan vs. Nonqualified Plan

			For an employee retirement plan to be qualified, the benefits generally must be offered to all eligible employees, not just a chosen few. Qualified plans provide tax advantages generally unavailable to nonqualified plans. The major advantages are these: Employers receive current tax deductions for contributions to the plan made for the employees, and employees pay no tax on these contributions (or their own, for which they also get a deduction), which grow tax-deferred until distributed, usually in retirement. Examples of qualified plans are a company 401(k) and other profit-sharing plans, defined benefit plans, defined contribution plans, and Keogh plans. Section 403(b) tax-deferred annuity plans and 457(b) deferred compensation plans are technically not qualified plans but, because of the Economic Growth and Tax Relief Reconciliation Act of 2001 (better known as EGTRRA 2001), they generally follow the same distribution rules. Similarly, individual retirement accounts (IRAs), simplified employee pension plans (SEP-IRAs), and savings incentive match plans for employees (SIMPLE IRAs) are not company plans or qualified plans. They are personal retirement savings accounts, but they too follow similar distribution rules.

			Nonqualified plans do not have to meet the same stiff legal requirements (under federal retirement law) as qualified plans, such as being offered to all employees. Nor are they subject to spousal consent and discrimination rules. But they also do not enjoy the same tax benefits as qualified plans. So, why would anyone want a nonqualified plan? Employers use them to provide special benefits to certain employees and executives, such as special tax-deferred compensation packages, pension arrangements, insurance, or annuities. In other words, they’re a vehicle for attracting and taking care of the “really important people” in a company—the brilliant, big-shot executives who often run it into the ground, as Sears, Enron, General Electric, and many others have demonstrated so magnificently.

			Regs vs. PLRs vs. Revenue Rulings

			Regs is short for regulations; it is interchangeable with rules. I’ll be using both words throughout the book not only for variety but to be very clear when something isn’t “optional.” Once a tax bill is passed by Congress and signed by the president, it becomes law. As Congress and the president typically have no idea what they have passed and signed, the IRS is charged with interpreting the bill as “Proposed Regulations,” which are then released for public comment. At some point thereafter, the IRS makes any changes deemed appropriate and necessary from the public’s inspection, and issues “Final Regulations.” These represent the IRS’s official interpretation of the bill’s measures, and thus they become, as Regis once liked to say, the “final answer.” Until Final Regs are issued (which can take years and years), we’re stuck with following the Proposed Regs, even though they’re still under review.

			I can hear you now: “But how can they be ‘rules’ if they’re only ‘proposed’?” Good question, to which I have no good answer, except to say, that’s how the system works. For 15 years, the TRA86 provisions on retirement accounts were Proposed Regs. They were reproposed with a major overhaul in January 2001, but it wasn’t until April 2002 that they became final. Now, we have a similar situation with the SECURE Act. In 2022, the IRS issued new proposed SECURE Act regulations, but it could be awhile until we have final regulations. In the meantime, we must follow the proposed ones.

			A PLR (private letter ruling) is the IRS’s official written response to a request from a taxpayer like you or me to clarify a regulation impacting our situation specifically, which falls into a particular gray area. (I know, the whole tax code seems like a gray area.) Used here, the word private is a bit misleading, though, because the IRS makes its pronouncements on these cases available to the public. Also, many professional financial advisors then use them as a tool for gauging how the IRS might rule on their clients who find themselves in a similar regulatory predicament. For example, the tax law never considered the possibility that some folks might miss the 60-day rollover deadline, so over the years IRS has stepped in to provide relief for many who have requested their own PLRs. Then the IRS went even further by creating something called “self-certification,” where you can get a free pass without requesting your own PLR (find out more about this in Chapter 3).

			Requesting a PLR from the IRS is both time-consuming and expensive. You can’t simply dial up the IRS and ask, “Hey, can I do this?” The process involves filling out pages and pages of application forms and questionnaires and being familiar enough with the tax code to form a sound legal argument favoring your side of the regulatory issue you want resolved. Professional fees (lawyers, CPAs, etc.) for researching, preparing, writing, and submitting a PLR request can cost from $5,000 to $10,000 or more, depending on the complexity of the issue. Then you’re hit with the IRS’s own fees, which can run from a few thousand dollars all the way up to $12,500 (or way more in some cases, depending on your income and the type of ruling you are requesting). It’s not unusual for the IRS to take upward of nine months to get back to you. And, after all that investment of time and money, you may wind up not getting a favorable ruling! So, unless there are big bucks at stake, it’s not often worth requesting a PLR. I’ve described what it is because I’ll be referring to some PLRs along the way to show how the IRS ruled on a specific provision that was unclear in the law or the Regs.

			When the IRS feels a clarification applies broadly to all taxpayers and not just an individual case, it issues a revenue ruling. This is an authoritative position taken by the IRS that every taxpayer or financial advisor can rely on with respect to how the IRS will rule in their own or a respective client’s case. The IRS also uses revenue rulings as vehicles for closing any perceived loopholes in the tax code.

			In addition to PLRs and revenue rulings, the IRS also issues several other kinds of guidance that have the effect of law (without having been enacted by Congress). These have various names such as revenue procedures, Technical Advice Memos, and IRS Notices and Announcements, and you’ll see me referring to many of these throughout the book where an important rule that you must follow when you are moving your retirement funds has been changed or newly created. For example, the new more restrictive “once-per-year” IRA rollover rule (see Chapter 3) was a result of an IRS Announcement, not an actual tax law, but the rule still applies, and harshly too! In fairness, the IRS has also harnessed this power to help taxpayers facing hardships. Following several natural disasters, the IRS has provided rapid relief assistance through issuing pronouncements, rather than waiting for Congress to act.

			So, in this book, when I say, “these are the tax rules,” they may come from a variety of sources, not just the actual tax code.

			Rollover IRA vs. Conduit IRA

			Here’s another example of two terms for the same thing: money that goes from a company plan to an IRA. In the past, it was important to keep this money separate from other IRA money so that it could be rolled over to a new company plan if you change jobs. The so-called conduit IRA account would contain just the funds that were rolled over from the company plan plus the earnings on those funds. If you mixed any other IRA contributions with those funds, you would “taint” the conduit IRA, and it would no longer be considered, or enjoy the benefits of, “pure rollover” money. Now, all taxable IRA funds can be rolled over to company plans, not just conduit (aka rollover) IRA funds, and so it is no longer important to worry about “tainting.”

			Rollover vs. Distribution vs. Lump-Sum Distribution

			All cats are animals, but not all animals are cats. Similarly, all rollovers are distributions, but not all distributions are rollovers. Funds withdrawn from a retirement account payable to you at any time are considered a distribution. But if these funds then get deposited into another retirement account, you’ve got a rollover situation. If funds are withdrawn but never redeposited, you have a distribution, but no rollover. Rollover money is tax-free because it goes into another tax-sheltered account. Throughout this book, when I refer to a rollover as “tax-free” I mean that there is no current income tax on the transfer of funds from one retirement account to another. But that money is not free of tax forever. It will be taxed later when it is withdrawn (and not rolled over to another tax-deferred account). Distribution money is taxable (unless after-tax funds are being distributed) and, therefore, not sheltered anymore.

			The term lump-sum distribution refers to money received from a company plan, not an IRA. It may sound like it applies only to folks with big bucks. After all, why would it be called a “lump” if it were just peanuts? But a lump-sum distribution doesn’t always equal a boatload of cash. It just refers to emptying that plan by withdrawing the entire balance, regardless of its size.

			For example, if you left your old job, which you hadn’t had very long, to take a new job with another company, you might have accumulated only, say, $612 in your old company’s 401(k). If you withdraw the whole $612, it’s a lump-sum distribution, even though it’s a pretty small lump. Taking a lump-sum distribution doesn’t always mean that you must take the money and run. Those funds can be, and often are, rolled over to an IRA tax-free. Taking a lump-sum distribution may also qualify you for favorable tax breaks under special circumstances. (See Chapter 3.)

			Roth Contribution vs. Roth Conversion

			These are two different ways to add money to Roth IRAs. The tax rules that apply here are often confused, so allow me to explain. A Roth contribution refers to the limited annual amount you are permitted to deposit into your Roth IRA. A Roth conversion occurs when you transfer funds into your Roth IRA from an account such as a 401(k) or your IRA. While the government doesn’t limit how much you can put in through a conversion, bear in mind that any pre-tax funds you convert will be taxable. Thus, your pain threshold for how big a tax bill you can withstand determines the only limit.

			Roth IRA vs. Roth 401(k), Roth 403(b), and Roth 457(b)

			The Roth 401(k) is a component of a company-sponsored retirement plan that became available in 2006. To contribute to a Roth 401(k), employers must offer the plan as part of their traditional 401(k) plan. They do not have to offer the Roth 401(k), but most companies do, especially since the Pension Protection Act of 2006 made Roth 401(k)s permanent. The Roth 403(b) is similar in concept except that, like traditional 403(b) plans, it is offered by schools, universities, hospitals, and other public institutions, not companies. The Roth 457(b) is a component of a 457(b) plan, a deferred-compensation plan available for certain state and local government employees, such as firefighters or police, but not for nongovernmental tax-exempt organizations, such as hospitals, unions, or charities. You do not receive tax deductions when you contribute to any of these Roth accounts (contributions are from after-tax funds), but the funds grow tax-free within the account. Once the funds are held for at least five years and you’ve reached age 59½, you can withdraw them tax-free, a windfall that can also carry over to your beneficiaries. And once you reach age 73, there are no required distributions from Roth IRAs or Roth 401(k)s.

			People can put more money in Roth 401(k)s than Roth IRAs because Roth 401(k)s have higher contribution limits. But a company plan’s rules can be more restrictive than what the IRS allows. Generally, when you leave a company, you can access your 401(k) funds or roll them over to a traditional IRA. Roth 401(k) funds can be rolled over to either another Roth 401(k) or a Roth IRA, but Roth IRA funds cannot be rolled over to Roth 401(k)s.

			Simplify vs. Complicate

			These words are used frequently in connection with taxes—in fact, I use them often throughout this book. So, I think I should explain what they mean. In English, they are opposites—like fat vs. thin or rich vs. poor. But when it comes to tax law they mean the same thing—“to render incomprehensible.” Therefore, whenever you read or hear of Congress or your state and local legislators simplifying the tax laws, you’ve got a heads-up that “something complicated this way comes.”

			Tax Audit vs. Tax Examination

			There is no difference. They both stink.

			Tax Avoidance vs. Tax Evasion

			Tax avoidance is legal; tax evasion isn’t. For example, this book will help you to avoid taxes, not evade them.

			Tax Bill vs. Tax Law

			A tax bill spells out what prognosticators tell you coming tax law changes will be. A tax law spells out what they actually turn out to be.

			Tax-Free vs. Tax-Deferred Money

			Tax-free means you never have to pay the piper. Tax-deferred means you don’t have to pay the piper now, but you will in the future. For example, retirement accounts are tax-deferred because you pay no tax on the income earned until the funds are withdrawn.

			Traditional IRAs vs. Roth IRAs vs. Coverdell Savings Accounts (Formerly Known as Education IRAs)

			Legend has it that the traditional IRA is named after an IRS pension specialist named Ira Cohen (no, I’m not making this up). It’s also an acronym—for “Individual Retirement Account,” right? Wrong! IRA stands for “Individual Retirement Arrangement.” I’m tossing this in so that when your friends want to go double or nothing in a game of Trivial Pursuit after falling victim to the Ira Cohen answer, you can stump them again and clean up. The traditional IRA is what might be called the “plain vanilla” IRA, which has been around since 1975, when it supposedly got its name from Mr. Cohen. The contributions you make to an IRA can be tax-deductible or not, depending upon your level of income and whether you are active in a company plan. One of the big changes in the SECURE Act is the elimination of age restrictions for making contributions to your traditional IRA, if you still have the earnings to qualify. In the past (before 2020), you could not contribute to a traditional IRA after age 70½, but that limitation has been removed. You cannot withdraw from a traditional IRA before you reach age 59½ without a penalty (but there are exceptions). And you must begin taking the money out of your traditional IRA when you reach age 73 (see Chapter 4).

			Named after former Senate Finance Committee chairman William Roth from Delaware, who championed their creation, the Roth IRA was born in 1998. Contributions to a Roth IRA are not tax-deductible but, unlike a traditional IRA, distributions are tax-free—if you play by the rules (see Chapter 7). Contributions to a Roth IRA can be made annually or by converting a traditional IRA to a Roth IRA. When you convert, you pay tax on the funds that are converted. Unlike with a traditional IRA, you never have to withdraw from a Roth; if you qualify, you can keep contributing after you reach age 70½ or beyond.

			Coverdell education savings accounts (named after the late Georgia senator Paul Coverdell) are not retirement accounts; they are education-funding vehicles.

			Withholding vs. Penalty

			These seem the same since they both involve the IRS taking your money, but when it comes to withholding tax you get that money back as a credit when you file your taxes, the same as income tax that’s been withheld from your pay. A penalty is very different. It is a fine you pay for breaking the rules. A penalty is not withheld; once you pay it, it’s never coming back. Retirement penalties can be an expensive drain on your savings, so be watchful to avoid them.

			When you take a distribution from your company plan or IRA, it may be subject to mandatory or even voluntary withholding. Some people choose to have funds withheld from their distributions so that they don’t have to come up with the tax money when they file their taxes or to avoid paying quarterly estimated taxes. That can lessen your paperwork and worry.
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			What to Do with the Biggest Check of Your Life
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			The Broken Promise

			
				The difference between death and taxes is death doesn’t get worse every time Congress meets.

				—Will Rogers (1879–1935), ACTOR

			

			We all had a deal with the taxman, and Congress just reneged. Why? Because, as usual, the government needed money. When Congress passed the SECURE Act on December 20, 2019, we lost out on the three-part deal that many retirees and their beneficiaries had been banking on, literally. These were the terms many savers counted on when they planned their retirement strategies:

			
					
					We would save for our retirement and, along the way, receive tax deductions for our contributions.

				

					
					Then, in retirement, we would pay back that tax but in small increments over our lifetimes.

				

					
					Any funds we didn’t use could continue being withdrawn by our beneficiaries over their lifetimes. In some cases that could be decades or generations.

				

			

			This deal, commonly known as the stretch IRA since distributions and tax deferral could extend over lifetimes, was all perfectly legal under the tax code. It required no loopholes or abusive tax tactics. Many of us hinged our financial planning around that arrangement because we not only wanted to save for ourselves but also for our children and grandchildren. Then Congress went ahead and changed the rules that had been in place when we plotted out our strategy maybe 20, 30, or more years ago. This was a classic bait and switch. We fell into their trap.

			The SECURE Act stepped up Congress’s never-ending raid on our retirement accounts and punished diligent savers by breaking the stretch IRA promise made decades earlier. The new tax laws derailed the plans of people like you who have worked, sacrificed, and saved, making careful, disciplined investments, and setting up calculated plans for yourselves and your beneficiaries. Then, at the last minute, Congress went looking for money to fill government coffers, and of course the low-hanging fruit was our retirement savings. Because most retirement savings are tax-deferred (meaning the funds haven’t yet been taxed), this money often looks to Congress like the perfect remedy for revenue shortfalls—a big, juicy steak.

			After constantly encouraging us to save for our retirement years (so that they won’t have to come in and bail us out like they do for the banks, CEOs, and Wall Street), Congress turned the tables on us. Whenever we do a good job saving, it seems Congress wants us to bail them out! Once again, our tax system has penalized savers, and that should be a crime.

			
				“Favorable tax treatment isn’t a holy writ. But before saving money over decades in a special account, people need to have faith that future politicians won’t rewrite the rules…. Congress has shown how carelessly it is willing to break its end of the bargain.”

				—The Wall Street Journal, December 23, 2019

			
			These days, the number one question people ask me is: Can I trust the government to keep its word that these will be the rules? My answer: Of course not! Fact is, Congress can change the rules
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