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H
ow can you use a traditional individual retirement

account (IRA), a Roth IRA, and Section 529 plans

for estate planning? Is one better than another?

There are similarities between a traditional

IRA and a Roth IRA. For example, contributions

in both continue to grow tax-free until they are withdrawn

during retirement or at age 59½ under current law—with

some exceptions, such as catastrophic medical expenses.

Likewise, owners of either type can pass them on to heirs.

Then what is the significant difference from an estate-

 planning perspective? The traditional IRA offers a tax deduc-

tion, which simply means that a taxpayer who contributes to

the IRA receives a tax deduction for the tax year in which the

contribution is made. On the other hand, the Roth IRA uses

after-tax dollars, so no deduction is allowed from gross income

when contributions are made. The distinct advantage of the

Roth, however, is that none of the growth is taxed, and, as-

suming the age and/or other requirements in the tax law are

met, the withdrawals are tax-free as well. There also are some

different income limitations for the traditional IRA and Roth

IRA. (For more information, visit www.rothira.com.)

The pertinent issue here is what happens upon withdrawal.

With a traditional IRA, the taxpayer will need to include

some or all of the withdrawal amount in gross income since he

or she received an upfront deduction for the year of contribu-
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tion. As a result, depending on their tax position and

state tax statutes, the taxpayer or heirs may need to pay

federal and/or state taxes as well. The taxes will depend

on the state in which the contributor or heir is a resi-

dent when making the withdrawals.

With a Roth IRA, however, the taxpayer does not

take a deduction on Form 1040 because the contribu-

tions are made with after-tax dollars. Again, the contri-

butions continue to accrue interest tax-free, just like

the traditional IRA, but qualified withdrawal amounts

are not taxable. For a withdrawal to be tax-free, the

owner must meet the following requirements: The

owner must be age 59½, and the Roth IRA must have

existed for at least five years.

A Roth IRA offers an advantage when retirement ap-

proaches. Unlike the traditional IRA, no minimum dis-

tribution rules apply to the Roth IRA, and the con-

tributing taxpayer need not start taking distributions at

age 70½. The taxpayer may choose to not access the

Roth IRA at all and instead opt to leave it to heirs—

again, also free of income tax.

A hypothetical example will help show the differ-

ences for those inheriting a traditional IRA vs. a Roth

IRA. Then we will illustrate the difference in growth

between the two and the tax advantages, as well as the

benefits of a 529 Plan.

Inheriting a Roth IRA vs. a Traditional IRA

For our example, we will focus on Harry, Mary, and

Carrie. Harry is married to Mary, and they have one

daughter, Carrie. When Harry turned 65, he converted

his traditional IRA into a Roth IRA and paid the taxes

at the conversion time using other available funds.

Thus he avoided a reduction in the value of his IRA,

which would have occurred if he had paid the taxes

from the traditional IRA. Harry named his wife as the

beneficiary, lived 15 more years to age 80, and never

made any withdrawals from his converted IRA. Because

this is a Roth IRA, the account continues to accrue in-

terest tax-free, and no minimum distribution rules ap-

ply as they would with a traditional IRA.

When Harry dies, his Roth IRA passes to his wife,

Mary, who is 50 at the time of Harry’s death. Mary

treats the inherited Roth IRA as her own, retitling it in

her own name, and does not need to take any minimum

distributions because she has her own pension and

other inherited assets.

Mary then designates her daughter, Carrie, as the

beneficiary of her Roth IRA. Mary lives another 40

years, and, at the time of Mary’s death, her daughter in-

herits the Roth IRA. When Mary dies, Carrie is 50, so,

according to Internal Revenue Service (IRS) life ex-

pectancy tables, she should live another 30 years.

Under the Internal Revenue Code (IRC), Carrie must

start taking distributions by December 31 of the year

following her mother’s death; otherwise, she will have

to liquidate the account after five years. (There are no

minimum distribution requirements for the contribut-

ing taxpayer, but Carrie is not able to retitle the IRA in

her own name as her mother could. Thus Carrie will

need to take minimum distributions by December 31 of

the year following her mother’s death.)

Here is the math. Harry’s Roth IRA accumulated in-

terest tax-free for 15 years after he made the conver-

sion, then it passed to his wife to grow another 40 years

tax-free. Although Carrie had to start taking minimum

distributions (also tax-free) over the next 30 years, she

will be able to preserve the maximum tax-free accumu-

lation allowed, i.e., the balance of the account minus

the minimum distributions she had to take over the 30-

year period. From the time Harry converted his tradi-

tional IRA through possibly 30 years that Carrie would

be the beneficiary, the Roth IRA could potentially grow

tax-free for 85 years, if not more. By proper estate tax

planning, Harry and Mary created what amounted to a

tax-free annuity for their daughter. They did so at a far

lower cost than purchasing a traditional annuity for a

similar term.

While Harry had to pay taxes on any accumulated

earnings and tax-deductible contributions when he

made the Roth conversion, he was paying that tax with

current dollars and not with future dollars when the tax

rates are likely to be higher. Here is why this move

makes sense. With a U.S. national debt that is astro-

nomical and an influx of immigrants who are receiving

or will be receiving government benefits, current low

tax rates will not be sustainable. Other reasons include

the perilous condition of Social Security, Medicare, and

other government programs. By paying the income tax

at the time of conversion, one is prepaying income
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taxes for heirs who would otherwise be paying income

taxes at a higher rate. Furthermore, in doing so, there is

no need to file or pay any gift tax, and the taxpayer

does not need to use any portion of the estate tax ex-

emption of $5.43 million for the 2015 tax year, which is

up from $5.34 million for the 2014 tax year. This may

result in an additional reduction of the size of a dece-

dent’s taxable estate, provided such an estate would ex-

ceed the amount of the federal and/or state estate tax

exemption(s). Also, the taxpayer’s heirs will not need to

pay income tax on withdrawals from the Roth IRA they

inherited, but they would be subject to the minimum

distribution rules in a traditional IRA. If the heirs do

not need to access the Roth IRA at the time of the in-

heritance, they can take the minimum distributions and

allow the remainder of the account to accrue tax-free

 interest for the future.

While providing a pre-tax benefit up to the allowed

contribution amounts and allowing contributions to

grow tax-free, the traditional IRA, 401(k), 403(b), and

other qualified plans generally are not going to allow

the contributor to withdraw the amounts from such ac-

counts tax-free. In these plans, the contributor will have

to start taking minimum distributions at age 70½, thus

reducing the principal and interest that can be left to

heirs. As with a Roth IRA, a beneficiary can be named

on such accounts, but, unlike with the Roth, the con-

tributor’s heirs will pay taxes. While transferring the

balance of those accounts to the named beneficiary or

beneficiaries will avoid probate of those assets, thereby

saving the estate potentially substantial court costs and

attorney’s fees, traditional IRAs and qualified retire-

ment accounts do not have the superb estate-planning

benefits of the Roth IRA or 529 college savings plans,

which we will discuss later.

Investing Early: The Roth Wins

To achieve the maximum benefit from qualified retire-

ment plans, one should start the contributions as early

in one’s career as possible. Doing so and maxing out the

contributions allowed per year will yield the greatest

benefits for retirement. Additionally, one should make

maximum contributions to supplemental retirement ac-

counts (SRAs) where allowable to provide additional

funds for a comfortable retirement. They are supple-

mental retirement annuities that may be offered under

403(b) plans, mostly by educational institutions.

But one can achieve even greater benefits by con-

tributing to a Roth IRA at an earlier age instead of a tra-

ditional IRA. Table 1 illustrates the total return of an in-

dividual who begins contributing to a traditional IRA

vs. a Roth IRA at the age of 26. The table does not take

into account a Roth IRA conversion or whether a partic-

ular state taxes retirement income because those factors

vary greatly. One can see from the table that earlier con-

tributions to a Roth IRA will generate a larger sum for

the taxpayer and allow more funds to pass on to heirs

tax-free as well.

As Table 1 shows, the computations from age 26

through 65—when withdrawals will begin—indicate a

total accumulation in the traditional IRA of $483,209,

which assumes a 4% return rate for the 40 years of con-

tributions. We are also assuming that the taxpayer will

be in a 15% tax bracket at the retirement age of 65.

Thus, the accumulation of $483,209, minus the tax paid

on withdrawal ($72,481), plus the tax savings from al-

lowed deductible contributions during the 40-year

 period ($30,518) equals net proceeds to the taxpayer 

of $441,246 from the traditional IRA.

If we assume the same number of years of contribu-

tions (40) and the same rate of return (4%) for the Roth

IRA, the total accumulation, likewise, will be $483,209.

While the Roth IRA did not generate any tax deduc-

tions for contributions made, it did allow the IRA to

grow tax-free during those 40 years. When we subtract

the net proceeds of the traditional IRA ($441,246) from

the net proceeds of the Roth IRA ($483,209), we see

that there is an additional return with the Roth IRA in

the amount of $41,963.

Assumptions for the spreadsheet calculations in

Table 1 include:

l Calculations are based on 2014 tax rates. Standard

deduction and personal exemptions are based on

2014 amounts.

l Taxpayer was 26 when he started contributing the

maximum deductible amount allowed to a tradi-

tional IRA.

l Taxpayer married at age 30 and had two children,

one at age 32 and one at 33.

l No employer-deferred plan was available.
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l Invested IRA return is 4%.

l Tax rate at withdrawal is 15%.

By starting contributions to a Roth IRA at age 26,

there is a net tax savings of $41,963 over a traditional

IRA. The earlier one contributes, the longer the funds

in the Roth will grow tax-free and thus the more there

will be in the account that can be taken out “tax-free”

at retirement. Of course, each person’s results vary

based on salary, tax bracket, and other financial circum-

stances. Converting a traditional IRA to a Roth IRA

may also be advantageous at an early age, again de-

pending on financial position. (As we mentioned earlier,

if one must use funds from the traditional IRA to pay

the taxes on conversion, the IRA will be depleted to

that extent. Therefore, one should carefully balance the

costs of conversion and potential reduction of the IRA

account vs. any future benefits to heirs and potential

 income-tax savings.)

Section 529 College Savings Plans

In addition to Roth IRAs, Section 529 college savings

plans also present some estate-planning benefits.

Although there is no federal income tax deduction

when contributing to a 529 college savings plan, the

growth attributable to the contributions will accumulate

tax-free. Additionally, some states may offer their own

tax benefits for contributions to a 529 plan. For exam-

ple, Ohio offers an upfront deduction up to $2,000 per

child per year. Generally, withdrawals from the account

are free from federal and state income tax, provided

they go toward qualified educational expenses.

Additional good news for 529 plan contributors is the

many options. If a taxpayer does not like the 529 plan

in his or her particular state, the individual can choose

another state’s 529 plan and contribute to it instead.

There is no limit on the number of 529 plans to which

one can contribute, so parents and/or grandparents with

large families and assets that might exceed the federal

unified estate and gift tax credit may take advantage of

the 529 plan as part of an effective estate-planning 

portfolio.

While there is no limit to the number of 529 plans

someone can have, contributions that are excessive in

relation to education costs may invite government

scrutiny. Contributions for graduate schools, such as

medical schools; law schools; postgraduate business de-

grees, such as master’s or doctoral degrees; and even

considerably more expensive private colleges may jus-

tify higher 529 account contributions and thus not be

deemed an abuse of the account. The government does

not want contributors to inflate the 529 plan account

beyond what is reasonably necessary to pay educational

expenses, then use the plan to accumulate tax-free in-

terest with the contributor intending later to withdraw

any substantial excess for personal noneducational use.

After all, the 529 plan’s purpose is to provide for educa-

tional costs, not to substitute for an IRA.

With respect to federal income tax, there is no tax-

able event if the money is withdrawn from the 529 plan

by or on behalf of the named beneficiary. From an

 estate-planning perspective, the government considers

a contribution to a 529 college savings plan a completed

gift to the beneficiary for federal gift and generation-

skipping purposes, so it will not be treated as part of the

donor’s estate for estate tax purposes.

The contribution also qualifies for the $14,000 annual

gift tax exclusion, which applies to both the 2014 and

2015 tax years. If the contribution is between $14,000

and $70,000, the contributor can elect to treat the con-

tribution as having been made over a five-year period.

Thus the contributor (donor) can move money out of

his/her estate at a more rapid pace, thereby allowing the

contributor to use as much as $70,000 in annual gift tax

exclusions. Now the contributor has not only the princi-

pal contributed without taxes being paid on it, but also

all of the accumulated income growth from the contri-

butions will be tax-free as well.

Ordinarily, one drawback of gifting is that when the

gift is completed, the donor loses control over the gift,

but the tantalizing appeal of a Section 529 plan is that

the donor can maintain control over the assets and re-

voke the account. The Section 529 account is the only

estate-planning vehicle that allows the donor to remove

assets from his/her estate and yet retain the ability to

take those assets back. Of course, there may be adverse

tax consequences when the account, which includes ac-

cumulated growth, returns to the donor’s estate. If the

donor revokes and uses the account for his/her own

noneducational benefit, there will be a 10% penalty on
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the earnings, as well as potentially taxable income

 attributable to those earnings.

Planning for the Future Is Vital

Proper estate planning goes a long way, especially with

a Roth IRA over a traditional IRA and a 529 plan in the

mix. Although most young professionals and nonprofes-

sionals alike find it difficult, and even painful, to forgo

nonessential purchases in their 20s, such as that expen-

sive new car or impressive new home, their patience

and regular contributions to tax-free and tax-deferred

vehicles will provide them, and potentially their heirs,

with a hefty future financial reward. ■
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Disclaimer

While the authors have made reasonable efforts to ensure the

accuracy of the material contained herein, this article does not

and should not be construed as the rendering of legal, tax, ac-

counting, or other financial advice. One is cautioned to consult

with a licensed attorney at law, Certified Public Accountant

(CPA), or Certified Financial Planner (CFP) before imple-

menting any estate-planning or tax-savings strategies or con-

tributing to any of the investment vehicles we described in this

article.
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