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ABSTRACT

Active employees participating in pretax
retirement plans are eligible for in-service
distributions at age 59%. For employees
who support family members with special
needs, in-service distributions offer some
unique advantages to outright Roth conver-
sions where taxes are paid with lump-sum
funds. These include: (1) use of increased
withholding taxes to “pay as you go” versus
a lump sum due at the time of conversion;
(2) they can be automated and extended
until the source of funds is fully converted;
(3) increased investment choices; (4) great-
er control, especially against losses; and (5)
the reduction of principal of an in-service
retirement account reduces in turn the re-
quired minimum distributions (RMDs) for

the account when these become due.
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Overview
here is an increasing need for alternative
sources of funding for special needs finan-
cial planning among older working adults
who support a child with disabilities over the course
of the child’s lifetime.! Hershey and Kelly note the
use of legacy retirement accounts (i.e., retirement ac-
counts with former employers) as a potential source
of funding for special needs planning (SNP).> For
adults who continue to work after age 59%%, this arti-
cle explores another funding source for SNP: in-ser-
vice distributions from ongoing retirement accounts.’?
In analyzing the perplexities financial plan-
ners face in addressing new “working in retirement”
trends, Cutler states, “Retirement options, choices,
and practices have expanded to include eatly retire-
ment, delayed retirement, phased retirement, and for
some of us workaholics—never retirement.” Reports
from the U.S. Bureau of Labor Statistics (BLS) em-
phasize that it has become more commonplace for
people to work into their later years and the number
of older adults in the workforce is expected to con-
tinue to grow. Toossi and Torpey summarize these
concerns more glibly: “You enter the labor force, you
work until a certain age, and you retire...[o]r maybe
you don’t.”” The latest data available from the U.S.
BLS states that 64 percent of people aged 55 to 64
were working or actively looking for work in 2016 and
this figure is expected to grow to 66 percent by 2026.°
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As such, labor force participation rate is expected to
increase fastest for the oldest segments of the popula-
tion—most notably, people aged 65 to 74, and 75 and
older—through 2024.7 In consideration of these cul-
tural shifts, this article explores another SNP funding
source for adults who continue to work after age 59%2:
in-service distributions from a retirement account
maintained by the employee’s current employer.®

Financial planners should recognize that adults
aged 59% and older who continue to work repre-
sent an exciting emerging market of clientele. This
population of working adults has access to unique
financial strategies under the U.S. law—federal law
allows in-service distributions from qualified retire-
ment plans for working employees who are aged 592
and over without a tax penalty.’ In this vein, Hershey
and Kelly encourage older adults to consider using
Roth conversions of legacy retirement accounts as a
potential source of funding for SNP.'® There are sev-
en advantages of this strategy for clients with SNP
issues: (1) access to funds at age 59%2; (2) no required
minimum distributions (RMDs) during the lifetime
of the account owner; (3) no future taxes; (4) reduced
risk; (5) wealth transfer in perpetuity; (6) generally
not subject to Medicaid recapture if properly struc-
tured (subject to certain conditions); and (7) no
limitation on the amount of money that can be con-
verted."" This article takes the above recommenda-
tions one step further to explore the many advantages
of using in-service withdrawals combined with Roth
conversions spread out over the year over lump-sum
conversions.'” By building the Roth principal over
time through in-service distributions and conversion,
families with intergenerational SNP issues can pro-
vide a source of tax-free funding for SNP over the
lifetime of the beneficiary with disabilities.

Unlike rollover and conversion strategies from lega-
cy retirement accounts, the in-service distribution strat-
egy withdraws funds from an active retirement plan
that may still be receiving ongoing contributions from
the employer, the employee, or both.”” While subject
to some limitations, working employees who are older
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than 59% may be able to access these funds for Roth
conversions. This in turn might benefit their family
members with special needs, if coordinated with specif-
ic SNP vehicles, as discussed elsewhere.” The in-service
distribution strategy has some advantages to lump-sum
end-of-the-year conversions, especially for client fami-
lies who are still working and personally providing the
bulk of the primary care for their special needs fami-
ly members. Additionally, for long-serving employees,
in-service distributions may be the only source for gen-
erating Roth conversions that can be used to fund SNP
planning, as they may not have legacy retirement plans
from other employers to draw upon.'®

The attraction of the Roth conversion is the po-
tential for tax-free growth of the assets and the lack of
RMD during the lifetime of the original owner and
their spousal beneficiary. Additionally, the family mem-
ber with a disability who is the eventual beneficiary of
the Roth account (or a trust set up for the family mem-
ber), can still qualify for the stretch provision allowed
under the Setting Every Community Up for Retirement
Enhancement (SECURE) Act.” The tradeoff is the
need to pay tax on the amount converted. In general,
the longer the account has a chance to grow, the more
attractive the conversion becomes as an SNP tool. As
such, the account can help pay for the financial needs of
the beneficiary with special needs over their lifetime.

Active employees who continue to work can use
in-service distributions of retirement savings begin-
ning at age 59% coupled with Roth conversions of the
distributions to help save for and fund SNP. Once set
up, the in-service distribution and Roth conversion
strategy can be a substantial source of funding and
implementation for SNP, depending upon how long
the employee continues to work. For example, should
the employee continue to work until age 7072, a full
11 years of conversions can be accumulated before
retirement.’® Depending upon the amount of conver-
sion in each year, this increase in the Roth principal
can add up quickly. For example, an employee con-
verting $20,000 per year over 11 years adds $220,000
in additional basis to the Roth account.” At $50,000
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per year over 11 years, an additional $550,000 is
added. The potential increases in basis at four levels
of yearly in-service distributions coupled with Roth
conversion are summarized in Table 1.

While any Roth conversion has tax implications,
it is important to note that the in-service distribution
with Roth conversion is 7oz suggested here primarily
as a tax strategy; it is a strategy for creating a source
of funding for long-term SNP. As noted above, the
in-service distribution with Roth conversion may be
helpful to fund SNP if the family, hypothetically, has
no other source to fund SNP. Also, even if the family
has a Roth but has not fully funded it or only recent-
ly started making contributions, future contributions
may be limited due to income. But conversions are
not limited by statute, only by the ability of the tax-
payer to pay the tax on the conversion. As discussed
below, the in-service distribution option can be com-
bined with other strategies to help build a Roth ac-
count faster than by contributions alone.

Advantages of In-Service
Distributions for Roth Conversions

Given the potential boost to a Roth account by a
multiyear conversion strategy, the in-service distribu-
tion can be an important tool for the financial advisor
helping clients with SNP issues.”’ In discussing with
clients the in-service distribution strategy, the finan-
cial advisor can point out at least five advantages of the
strategy versus an end-of-the-year lump-sum conversion
from another account, such as an existing traditional
IRA. These include: (1) use of increased withholding
taxes to “pay as you go” versus a lump sum due at the
time of conversion as in an end-of-the-year conversion;
(2) distribution can be automated and extended until
the source of funds is fully converted; (3) increased in-
vestment choices; (4) greater control; and (5) the reduc-
tion of principal over time of tax-deferred retirement
accounts that reduces in turn RMD:s for the account
owner as these become due, depending upon the type
of account and applicable law.?' Each advantage is dis-
cussed in greater detail in the following sections.

Advantage 1: Use of Increased Withholding
to Pay for the Conversion

Perhaps a major obstacle to making lump-sum end-
of-the-year Roth conversions from a traditional IRA is
the necessity of having a source for paying all the tax due
on the amount converted all at once.” Many clients, but
perhaps especially those with special needs issues, may
have trouble saving the extra aftertax amount owed due
to the conversion at the end of the year and at the top
marginal rate. They may also have an emotional reti-
cence to writing a check to the IRS for a large sum to pay
the tax due. In either case, one solution is to increase the
withholding amount for taxes by an estimate of average
tax due amortized over each paycheck over the course of
the year. This has a minimal impact on the net amount
received from each paycheck versus paying a lump-sum
amount for an end-of-the-year conversion. Additionally,
the amount withheld reduces the net income by slightly
less than the additional withholding. While hardly sub-
stantial, this is an objective reason why using pay as you
go withholding is superior to paying a lump sum at the
end of the year.” As with all such tax-related strategies,
the financial advisor should check with the client’s tax
professional to ensure all obligations are built into the
eventual withholding strategy.**

It should be remembered that Roth conversions
are considered ordinary income and subject to taxa-
tion at the time the income is realized, although there
are at least four ways to meet that obligation: at con-
version, through withholding, via estimated taxes,

TABLE 1

Total Amount Added to Basis from Yearly
Conversions over 11 Years

Amount of In-Service Number of Total
Distribution Years Added
per Year Converting to Basis
$20,000 11 $220,000
$50,000 11 $550,000
$75,000 1 $825,000
$100,000 11 $1,100,000
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and at tax-filing time. Of these, the use of additional
withholding is the most prudent for it assures that the
employee will not be subject to penalties that might
be incurred if any of the other payment methods does
not pay sufficient taxes when due.”

The next task then is to determine how much to
add to a client’s withholding to cover the estimated taxes
on the conversion. It is important to keep in mind that
withholding is already occurring for the client’s salary,
so meeting the expected additional tax due on the con-
version-only is the objective. The need here is to meet
at least a minimum expectation for additional taxes to
avoid possible interest or penalty, while at the same time
seeking to maximize the net take-home pay for the cli-
ent. Put another way, this strategy does not seek to over-
pay estimated taxes due, as the client will benefit from
use of such funds over the year. As such, it is useful to
consider what might be a continuum for estimated taxes
with a minimum amount to withhold to avoid interest
and penalties on the low end as a “floor” and the highest
likely taxes due on the high end as a “ceiling.”

For example, returning to Table 1, using the
$20,000 figure for in-service distribution on a salary
of $162,360,* additional withholding can be treated
as if it were part of the employee’s salaried compensa-
tion. Adding that amount to the client’s salary paid in
24 installments over the year matches the conversion
to the pay period and the withholding for the salary
already being paid. The final tax owed will be based
upon adjusted gross income (AGI) and whatever de-
ductions are claimed, if any, but it will probably not be
less than if the conversion amounts were taxed on aver-
age as if they were income received subject at each pay
period along with salary.?” In this case, an additional
$150 is made to withholding for each paycheck.?® This
is the planning floor for the client to consider.

Second, the ceiling simply treats the 24 separate
conversions as an end-of-the-year lump-sum con-
version would and subjects the total to the highest
marginal rate for the client. In the same example as
above, the client reaches a 24-percent marginal rate
by year’s end, and so would owe $4,800 additional
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tax on the conversions. But rather than pay this as a
lump sum at the end of the year or when filing taxes,
the client amortizes that amount across the 24 with-
holding periods with an additional $200 withheld
(rounded up to the nearest dollar, resulting in $4,800
additional withholding annually, federal only).

To take advantage of the use of additional withhold-
ing to pay for the in-service distribution with Roth con-
version, the client should set the additional withholding
somewhere between $150 and $200 each paycheck to
meet estimated taxes due. What precise figure to use
may ultimately depend upon other factors, such as un-
expected increases or decreases in income or the client’s
cash-flow needs. In any case, the financial advisor can
work with the client to determine their preference in set-
ting the actual level for additional withholding.

In contrast, consider the challenges for clients wish-
ing to make Roth conversions after retirement or leaving
service in the amounts shown in Table 1. If still working,
they will continue to face the impact of the conversion
amount on their then marginal tax rate. If retired, they
may indeed be in a lower tax rate but without the addi-
tional means of ongoing revenue from work and the use
of additional withholding to contribute to the tax due
on the conversion. Additionally, as discussed in greater
detail under advantage 5 below, they will face greater
RMDs in the tax-deferred account, including subse-
quent possible gains in the interim, than they would if
they make the conversions while in-service and pay the
conversion tax through additional withholding.

Advantage 2: Options to Automate and
Extend Withdrawals and Conversions

Once set up, the in-service distribution and Roth
conversion strategy is automatic and can be extend-
ed until the source of funding is exhausted. The em-
ployee can even continue to make new contributions
while the distributions are being made. The financial
planner and the client should plan to speak with the
vendor holding the funds to be sure that proper pa-
perwork is filed. For example, for the twice-monthly
pay period illustrated above, two separate forms must

MARCH 2022



Using In-Service Retirement Plan Distributions with
Roth Conversions to Fund Special Needs Planning

Lewis B. Hershey et al.

be filed, one for each of the two separate monthly dis-
tributions. In this case, the client is paid on or before
the 15th and the 30th of each month, and so one form
authorizes the transfer of the monthly amount on the
15th of each month and the other form authorizes the
transfer on the 30th of the month.” Calling in ad-
vance also allows the vendor to make note that these
are two different and intended in-service distributions
to ensure that one is not cancelled by mistake. Further,
this “set it and forget it” strategy frees the client from
having to manage the process manually or regularly,
a savings of both time and energy so important to the
family whose resources may already be stretched in
supporting the family member with special needs.*

Advantage 3: Increased Investment Choices

Most employer plans offer a limited menu of in-
vestment options, typically based on risk tolerance
and/or target dates for the employee’s anticipated
retirement. In general, such plans focus on mutual
funds and bonds, though a cash-only option may be
available. While there are some exceptions in plans
with self-directed “brokerage windows,” most do not
allow the employee to choose stocks directly.’’ By ex-
ercising the in-service distribution and Roth conver-
sion strategy into the client’s Roth account, the funds
can be allocated across the full range of investment
options typical of all brokerage accounts.

Advantage 4: Greater Control of Wealth
Management and Loss Prevention Strategies

To be certain, watching passively managed employ-
er retirement plans lose value is a painful and sobering
experience. Many clients who maintained investments
during the market crashes of the 2000s can readily
confirm this state of mind. While most plans do allow
some changes in asset allocation, some plans restrict
how often employees can make changes.” By using the
in-service distribution and Roth conversion strategy,
the account holder working with their financial advisor
can exercise greater control, including the use of stop-
loss strategies to protect against large downturns.”
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Upon conversion, the cash received remains el-
igible to automatically buy shares in assets of choice
such as an exchange-traded fund (ETF) at a designat-
ed amount. As with dollar-cost averaging generally,
this means the client will buy more shares when pric-
es are low and fewer shares when prices are high.**
While not a feature restricted to the in-service distri-
bution and conversion strategy, the choices available
for dollar-cost averaging to the Roth account owner
are generally greater than those of the employer’s re-
tirement plan, thus combining these last two strate-
gic advantages and so creating greater value-added
for the client.”” Here too, the financial planner can
work with the client to take advantage of those dif-
ferences, tailoring the planning more closely to the
needs of the client with special needs funding on the
horizon than may be available in the retirement plan
of the employer.

Advantage 5: Reduction in RMDs

A side effect of the in-service distribution is that in
lowering the principal in the employee’s retirement ac-
count, eventual RMDs from the pretax retirement ac-
count will also be lower in the future than if the entire
amount remained in the pretax account. While taxes
are paid on RMDs and in-service distributions regard-
less, use of an additional withholding allows payroll
deductions to meet that obligation in the latter case.

Strategic planning for RMDs has recently re-
ceived increased attention in the planning literature.
For example, Tacchino provides an extensive number
of hypothetical examples of differing implications
for RMD strategies under both the SECURE Act
and the Coronavirus Aid, Relief, and Economic Se-
curity (CARES) Act.** While not addressing either
in-service distributions or Roth conversions in regu-
lar installments over the entire tax year, the column
underscores the importance of approaching RMDs
strategically. As such, the impact on RMDs for the
employee provides another opportunity for the finan-
cial advisor to bring additional value to the financial
planning relationship.
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Caveats and Limitations

While the benefits of in-service distribution and
Roth conversion of retirement savings of a still-work-
ing employee for purposes of funding SNP can be
substantial, the strategy is not without limitations.
The strategy is only available to employees who are
59%2 or older. Clients with special needs issues who
are younger may need to seek different alternatives
for funding SNP, such as permanent life insurance.”
Additionally, the client must have the ability and mo-
tivation to continue to work past traditional retire-
ment age to maximize the benefits of the in-service
distribution strategy. Employees may also be limit-
ed to which contributions they can access. For many
plans, in-service distributions are limited to only the
employee’s contributions, not the employer’s match,
which typically can only be accessed after retirement
or separation from service, if fully vested.?®

While some retirement plans have online forms
for setting up in-service distributions coupled with
Roth conversions, these generalized, do-it-yourself
forms can sometimes be misleading. For example, the
retirement plan will almost always ask if the client
wishes to withhold federal taxes or opt out of with-
holding but may not ask about state tax withholding
at all. Additionally, some states by default require
withholding for state taxes at a set percentage of the
distribution, which can surprise the client who has
elected to opt out of withholding when asked but did
not consider szate tax withholding. It is prudent for the
financial advisor and the client to call the retirement
plan administrator prior to the distribution (as noted
above in “set it and forget it”) to verify that an opt-
out selection is applied to both federal and state tax-
es if that is the client’s choice. The client and advisor
should also work with the client’s tax professional to
determine any additional withholding for state taxes,
to assure the client is not subject to underwithholding
penalties on the state level come end of the year.

Clients paid twice a month may experience con-
fusion from the retirement plan administrator as each
payment must have a separate authorization, as noted
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above. Further, the retirement plan itself may confuse
the two authorizations as the same request and fail to
implement both monthly authorizations. In the case ex-
ample presented here, the employee received so-called
SWAT letters (referring to systematic withdrawals and
transfers) from the vendor only 2 days apart—one letter
confirmed the opt out for both state and federal taxes for
mid-month in-service distributions while the other letter
still showed state withholding for the end-of-the-month
in-service distributions. By working with the client, the
financial planner can help minimize these problems.

Summary and Conclusions
Active employees participating in pretax retire-

ment plans are eligible for in-service distributions at

age 59%. For employees with family members with
special needs who require financial planning over the
lifetime of the family member with a disability, the
in-service distribution and Roth conversion strate-
gy offers some unique advantages to outright Roth
conversions from existing IRAs. This is especially the
case compared to year-end or lump-sum conversions.

These include:

(1) wuse of increased withholding taxes to pay as you go
versus a lump sum due at the time of conversion as in
an end-of-the-year conversion. By increasing with-
holding amounts over the entire year, the client
can avoid the necessity of having a large lump sum
on hand to pay taxes due on an end-of-the-year
conversion, as well as experiencing an emotional
sticker shock by writing a large check to the IRS.

(2) distribution can be conveniently automated and ex-
tended until the source of funds is fully converted.
A set it and forget it strategy essentially creates a
pay yourself first situation and frees up emotion-
al and cognitive assets associated with quarterly
or end-of-the-year conversion decisions to be re-
tasked to the daily care issues supporting a fami-
ly member with special needs.

(3) increased investment choices. Generally, the Roth
account can benefit from increased investment
choices over most limited-menu employer plans.
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(4) greater control, especially against downside losses.
The option to actively manage the Roth account
(either with self-management or through a finan-
cial advisor) gives the client greater control and
ability to respond to changing market conditions.

(5) reduction in RMDs. A side effect of the in-ser-
vice distribution is that in lowering the principal
in the employee’s retirement account, eventual
RMDs from the pretax retirement account will
also be lower in the future than if the entire
amount remained in the pretax account.

Given these advantages, financial advisors can
bring additional planning tools in the form of in-ser-
vice distribution of current retirement plans and
Roth conversion of those funds to clients aged 59%4
and older who plan to continue to work and have
family members with disabilities and special needs. M
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