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Dear Strategic Advisor: 
 
In 2009 and again in 2014, we wrote about how rollovers between qualified plan accounts 
work. While many of the fundamental rules are still the same, there have been significant 
changes and clarifications. So here’s an update. 

 

When clients change jobs, they often must make decisions regarding accumulated balances in 
employer-sponsored plans, such as Section 401(k) accounts and Section 403(b) annuities. In 
many cases the employee leaving a position will want to take personal control of the money 
while also minimizing any income taxes associated with the pension money. 

 

If a client starts a new job, sometimes the new employer will offer options for the client to 
participate in its own qualified plan. The new plan may allow transfers of other qualified bal-
ances into it. The client will want to know, and should know, the tax and practical conse-
quences of making a transfer. 

 

Other clients with substantial IRA balances may be interested in moving their accounts to 
different IRA fiduciaries or possibly to their employer-sponsored pension plans. Still others 
with IRAs may want to split those accounts between administrators for tax or practical rea-
sons. 

 

Additionally, when an IRA or pension participant dies, the account beneficiary may want to 
transfer any benefits to which he or she is entitled to another vehicle under the beneficiary’s 
control. 

 

Please feel free to contact me to discuss further. 

 
Regards, 
Michael W. Lagos, CFP®  
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Clients will need our help to understand how they can make transfers of qualified accounts to another account 
on an income-tax-free basis. Clients will also want to know: 
 
· Does the account from which they’re making a distribution qualify for a tax-free transfer to another retire-

ment account? 
· Is the vehicle into which they intend to transfer a qualified plan balance one that can accept a tax-free trans-

fer? 
· What administrative procedures need to be followed to accomplish the transfer? 
· What special considerations need to be evaluated to help determine whether the proposed transfer makes 

sense? 
 
Many of the rules regarding rollovers can vary depending on the type of account or other circumstances. How-
ever, we’ll cover the definitions and general rules that apply to all rollovers before diving into plan-specific 
rules. 
 
 
Definitions and General Rules 
 
Before beginning any discussion of the rules regarding tax-free transfers, it’s important to define the types of 
plans to which the rules apply as well as the types of transfers that are tax-free. 
 
Employer-Sponsored Plans 
 
The following employer-sponsored plans are eligible for tax-free rollovers: 
 
· Qualified pension plans (Section 401(a) plans, Section 401(k) plans) 
· Tax-sheltered annuities (Section 403(b) plans) 
· Governmental Section 457(b) plans 
· Section 403(a) annuities 
 
When we refer to employer-sponsored plans, we are including all of these. 
 
IRAs 
 
Eligible rollover distributions from traditional individual retirement accounts or individual retirement annuities 
(IRAs) are also eligible for tax-free transfers. Simplified employee pension (SEP) IRAs are generally treated the 
same way as traditional IRAs for rollover purposes. 
 
Special rules apply to SIMPLE IRAs. Rollovers from SIMPLE IRAs are allowed only after the participant’s 
plan account has been in existence for at least two years. If the two-year waiting period has not passed, only 
trustee-to-trustee rollovers between SIMPLE IRAs can be made. Additionally, SIMPLE IRAs can accept rollo-
vers from all other types of qualified plans only after the SIMPLE IRA has been in effect for more than two 
years.  SIMPLE IRAs that have existed for two years or less can only be rolled over to other SIMPLE IRAs. 
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Conversions to Roth IRAs are not generally tax-free transactions. However, rollovers between Roth IRAs may 
be tax-free as long as the general IRA rollover rules are followed. 
 
Eligible Rollover Distributions 
 
An eligible rollover distribution for tax-free transfer purposes is any distribution from an employer-sponsored 
plan; except the following distributions are not eligible for rollover treatment: 
 
· Required minimum distributions (RMDs) 
· Payments taken as part of a series of substantially equal periodic payments for life or as part of a payout 

plan to be made for at least ten years 
· Hardship distributions 
 
Additionally, a few other special distributions don’t qualify for rollover treatment. These special distributions 
include refunds of excess contributions and certain dividends paid on employer securities. 
 
60-Day Rollover 
 
A taxpayer may make a 60-day rollover of an eligible rollover distribution if, after receiving the distribution, 
the amount is deposited into another eligible plan or IRA. A 60-day rollover is also sometimes referred to as an 
indirect rollover.  The taxpayer must make the rollover contribution by the 60th day after receiving the eligible 
rollover distribution. 
 
Generally, the 60-day rule cannot be extended, but the IRS has limited authority to waive the deadline when 
the individual can show extraordinary circumstances. The Service has created a self-certification process that 
allows a taxpayer to claim the right to extend the 60-day deadline under certain conditions.   
 
Withholding 
 
Generally, if an eligible rollover distribution from an employer plan is paid directly to the taxpayer, the payer 
must withhold 20 percent of the taxable portion of the distribution for income-tax purposes—and send that 
amount to the IRS as a pre-payment of tax. That mandatory withholding may create some difficulty in com-
pleting the rollover. 
 
For example, consider George, who terminated his employment and is entitled to an eligible rollover distribu-
tion from his former employer’s Section 401(k) plan of $100,000. Assume that all of the distribution is pretax 
money. George requests a complete distribution, intending to complete a 60-day rollover. 
 
George’s former employer withholds 20 percent of the amount, $20,000, for income taxes and sends George a 
check for the $80,000 difference. 
 
If George wants to avoid taxes on the distribution, he must deposit into an IRA or other qualified account the 
$80,000 he receives, plus an additional $20,000 of his own after-tax money, within 60 days to equal the pre-
withholding balance of his Section 401(k) plan.  If George simply deposits the net $80,000 received, he will 
pay tax (plus potential 10 percent penalty tax) on the 20 percent that had been sent to the IRS. 
 
Taxpayers with limited liquidity will find it problematic for them to raise the money for the rollover to replace 
the amount withheld. That’s why direct rollovers—rather than 60-day rollovers—are recommended in most 
instances where a tax-free transfer from an employer-sponsored plan is desired. In this example, if George had 
requested a direct rollover, no withholding would have been required. 
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Direct Rollover 
 
A direct rollover is an eligible rollover distribution that is paid directly from one qualified plan to another. It 
also includes situations where the qualified plan sends a check to the participant, but the check is made out to 
the new administrator, such as an IRA custodian. 
 
In most cases the administrator of a qualified plan, a Section 403(b) annuity, or a governmental Section 457(b) 
plan must provide a participant the option to have an eligible rollover distribution transferred by direct rollo-
ver. 
 
Qualified plans and Section 403(b) annuities are not required to accept rollovers, direct or otherwise. Tradi-
tional IRAs are required to accept direct rollovers. 
 
Triggering Events 
 
In many cases a plan participant is theoretically able to transfer a qualifying rollover distribution to another 
plan on a tax-free basis. However, the participant may not be eligible for a qualifying rollover distribution un-
less there is a triggering event. 
 
For example, if an employee has a vested benefit in a defined benefit plan at the old employer, the participant 
may not be entitled to an eligible rollover distribution at all. Certain kinds of other plans may prevent distribu-
tions until the employee dies, attains age 59 ½, has a separation from employment, becomes disabled or en-
counters financial hardship. 
 
Different plans may vary in their rules about what constitutes a triggering event, so clients and their advisors 
should consult with the plan administrator to be certain that a rollover-eligible distribution is possible. 
 
 
Between Employer-Sponsored Plans 
 
When an employee leaves one job and starts another, the employee may be eligible to transfer a qualified plan 
balance from the old employer plan to the new one. 
 
Eligible rollover distributions from employer-sponsored pension plans to the following plans are eligible for 
tax-free treatment: 
 
· Qualified plans 
· Tax-sheltered annuities (Section 403(b) plans) 
· Governmental Section 457(b) plans (if accounted for separately) 
· Section 403(a) annuities 
 
However, even though such rollovers are allowed under federal law, the plan documents might provide re-
strictions on transfers. 
 
Plan Documents 
 
Sometimes provisions in the former employer’s pension plan or the rules of the new plan can prevent the suc-
cessful tax-free rollover of the employee’s balance. See the discussion of triggering events, above. 

 
Additionally, the new employer’s qualified plan is not required to accept rollover contributions from other 
pension plans. Even if rollovers are allowed, the new plan may also have special rules for how such rollover 
amounts are treated. The plan document and plan administrator should be consulted for details. 
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Methods of Transfer 
 
Generally tax-free rollovers between employer-sponsored plans must be done by either direct rollover or 60-
day rollover. If the 60-day rollover method is chosen, the participant must be aware of the potential adverse 
impact of the 20-percent mandatory withholding described above. Plan documents may create restrictions on 
the types of transfers or special rules for how such rollovers must be done. 
 
QDROs 
 
Under a qualified domestic relations order (QDRO), a participant’s pension plan assets are divided pursuant to 
divorce or separation. A QDRO generally creates the right of a spouse or child to receive a portion of a partici-
pant’s interest in an employer-sponsored plan. The method by which the account is split is a trustee-to-trustee 
transfer. 
 
Once the account is transferred to a spouse or former spouse beneficiary of the participant, the rollover rules 
apply to the newly created account as if the beneficiary spouse was the participant. Thus, the beneficiary 
spouse can make a tax-free rollover of the account balance obtained as part of the QDRO if the balance meets 
the other requirements to be an eligible rollover distribution. 
 
As with the plan participant, the spouse-beneficiary of a QDRO may have to wait until a triggering event oc-
curs before actually being able to transfer money from an existing plan to a new one. 
 
Designated Roth Accounts 
 
Section 401(k) plans and Section 403(b) annuities may contain designated Roth accounts. These accounts are 
not generally eligible for rollover to a pension plan or to an IRA. However, these accounts may be transferred 
trustee-to-trustee between other designated Roth accounts. They are also eligible for rollover to a Roth IRA. 
 
Practical Concerns 
 
Where the taxpayer intends a tax-free rollover of an employer-sponsored plan, the process may be complicated 
by the existence of a plan loan, pension-owned life insurance, or net unrealized appreciation of the employer’s 
stock. 
 
From an Employer-Sponsored Pension Plan to an IRA 
 
An eligible rollover distribution from an employer-sponsored plan to an IRA is always eligible for a tax-free 
rollover. However, it’s important to check the plan document to confirm that the participant may take an eligi-
ble rollover distribution based on the plan language. Additionally, there are a few practical concerns with mak-
ing a rollover from an employer-sponsored plan to an IRA. 
 
Life Insurance 
 
An IRA may not own life insurance. If a participant’s pension account includes a life policy, the employee 
must consider how the policy should be handled prior to any rollover of the account to an IRA. 
 
For example, the pension-owned life policy may be distributed to the participant as a taxable distribution. It 
may also be sold to the employee for fair market value under the rules proscribed by the Department of Labor 
in Prohibited Transaction Exemption 92-6. 
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Company Stock and NUA 
 
If a qualified plan participant invests a portion of the account balance in employer stock, the participant may 
qualify for special tax treatment of the net unrealized appreciation (NUA). The special tax treatment may be lost 
if the account is rolled over to an IRA. 
 
When the plan trustee purchases employer stock for a participant’s account, the price paid becomes the cost ba-
sis.  At the time of distribution, a positive difference between the cost basis and fair market value is NUA. 
 
For example, suppose employer stock is purchased for a participant’s account at a cost of $10 per share.  At the 
participant’s retirement, the stock has a fair market value of $50 per share.  The NUA is $40 per share. 
 
If the participant takes a distribution of the employer stock as part of a complete qualified plan distribution and 
immediately sells the stock, it gets favorable tax treatment as follows: the cost basis ($10 per share in our exam-
ple) is taxed as ordinary income, while the NUA ($40 per share in our example), is taxed as long-term capital 
gain.  For taxpayers in the highest tax bracket, paying at long-term capital gains rate can mean substantial tax 
savings. 
 
If the participant liquidates the qualified account and holds the stock rather than selling, ordinary income tax 
must be paid on the cost basis in the year of distribution.  Upon a later sale, the participant will owe capital gains 
tax on the NUA. 
 
If the participant had rolled over the entire account balance to an IRA instead, 100% of any distributions to the 
IRA would be subject to ordinary income tax at the highest individual tax bracket.  Employer stock that is rolled 
over to an IRA loses favorable NUA tax treatment and is treated as any other IRA investment. This is true even 
if the stock is rolled over as an in-kind distribution.  In essence, rolling over employer stock with NUA to an 
IRA converts capital gains into ordinary income. 
 
Electing NUA is not always the right choice, however.  The in-kind distribution of stock from the employer plan 
to the participant generates an immediate income taxable event to the extent of the taxpayer’s in-plan purchase 
price.  In addition, if the participant is younger than 59 ½ at the time of the distribution, the 10 percent penalty 
tax also applies to the taxable portion of the transaction. 
 
Loans 
 
Some employer-sponsored plans permit participants to take out loans that are secured by the account assets. Up-
on partial distribution of the account to the participant, a portion of the distribution may be used to repay the 
loan. Upon complete distribution, the entire loan must be repaid. 
 
During a separation from service, qualified plans usually require a participant to repay any outstanding loan bal-
ance within a short period of time.  If the participant lets the employer-sponsored plan balance to be used to re-
pay the outstanding loan, the amount used for repayment is considered a taxable distribution. Under these cir-
cumstances, the process of using plan funds to repay the loan is called a plan loan offset. 
 
Most plan loan offsets are eligible for indirect 60-day rollover.  That means that if the participant  
re-deposits the loan balance into an IRA or other qualified plan prior to the deadline, the loan balance is consid-
ered rolled over—and it is not taxable.  In the past, the deadline for indirect rollover of a plan loan offset was 
within 60 days of the post-severance loan default.  However, the Tax Cut and Jobs Act extended the rollover 
deadline to the participant’s tax filing due date (including extensions) for the taxable year in which the offset 
was treated as distributed from the plan. 
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Rollovers of After-Tax Contributions and IRS Notice 2014-54  
 
Many clients have employer-sponsored plans containing both pre- and after-tax contributions. As employees 
near retirement, they often ask whether they can split the plan whereby they roll over the pre-tax portion to a tra-
ditional IRA and the after-tax portion to a Roth IRA. Although this can be done, the IRS has prescribed certain 
procedures with Notice 2014-54. 
 
Normally a distribution from an employer plan account that has pre-tax and after-tax monies in it is considered 
to come pro-rata from those accounts—in other words, partly taxable.  However, the Service created a special 
tax rule in 2014 that applies when a plan administrator is willing to separate out pre-tax and after-tax portions 
into separate checks. 
 

Distributions sent to multiple destinations at the same time are treated as a single distribution for allocat-
ing pretax and after-tax amounts … This means you can roll over all your pretax amounts to a traditional 
IRA or retirement plan and all your after-tax amounts to a different destination, such as a Roth IRA. 
 

Example: You withdraw $100,000 from your plan, $80,000 in pretax amounts and $20,000 in af-
ter-tax amounts. You may request: 
 

• A direct rollover of $80,000 in pretax amounts to a traditional (non-Roth) IRA or a pret-
ax account in another plan, 
 
• A direct rollover of $10,000 in after-tax amounts to a Roth IRA, and 
 
• A distribution of $10,000 in after-tax amounts to yourself. 

 
[However] you can’t take a distribution of only the after-tax amounts and leave the rest in the plan. Any 
partial distribution from the plan must include some of the pretax amounts. Notice 2014-54 doesn’t 
change the requirement that each plan distribution must include a proportional share of the pretax and 
after-tax amounts in the account. To roll over all of your after-tax contributions to a Roth IRA, you could 
take a full distribution (all pretax and after-tax amounts), and directly roll over: 
 

· pretax amounts to a traditional IRA or another eligible retirement plan, and 
· after-tax amounts to a Roth IRA.   
 
From an IRA to an Employer-Sponsored Plan 
 
Tax-free rollovers from traditional IRAs to other employer-sponsored plans are generally allowed, but as with 
other transfers to pension plans, the plan document must be consulted for possible prohibitions, restrictions, or 
special rules. 
 
An individual may generally roll over an eligible distribution from an IRA to an eligible employer-sponsored 
plan within 60 days. However, after-tax contributions may not be rolled over from a traditional IRA to an em-
ployer-sponsored plan. 
 
An individual may also generally roll over an eligible distribution from an IRA to a governmental Section 457
(b) plan but only if the plan administrator accounts separately for the rollover funds and earnings. After-tax con-
tributions are not eligible for rollover from an IRA into a governmental Section 457(b) plan. 
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Nondeductible Contributions—Special Rule 
 
Normally, if an IRA balance includes both deductible and nondeductible contributions, distributions from the 
IRA are considered to be made pro rata of both the pretax and after-tax money. 
 
However, if distributions from an IRA are rolled over to a qualified plan, a Section 403(b) tax-sheltered annuity, 
or an eligible governmental Section 457(b) plan, they are treated as being made first from pretax contributions 
and earnings in all of the IRAs of the owner. This rule allows the IRA owner to roll over the maximum IRA 
amount to the qualified plan. 
 
From One IRA to Another 
 
Individuals with traditional IRAs often want to move money from one IRA to another for various reasons. Com-
plete transfers may be made for the simple purpose of changing administrators. Partial transfers might help with 
goals such as risk diversification or to dedicate an account for a 72(t) series of substantially equal periodic pay-
ments withdrawal plan. 
 
One Rollover Per Year  
 
A taxpayer is allowed to make one indirect rollover from IRA to IRA in any 12-month period, regardless of the 
number of IRAs owned.  The limit applies to all IRAs, including SEP IRAs, SIMPLE IRAs and Roth IRAs. 
 
The twelve-month waiting period does not apply to: 
 
· direct trustee-to-trustee transfers; 
· Roth conversions or 
· rollovers from employer-sponsored pension plans to IRAs. 
 
Roth IRAs 
 
Roth IRAs can generally receive rollover contributions from an IRA or employer-sponsored plan. An individual 
who makes a rollover to a Roth IRA from a traditional IRA or employer-sponsored plan that is not a designated 
Roth account must include the amount of the rollover contribution (other than after-tax contributions) in his 
gross income in the year of the distribution.  The indirect rollover is treated as a valid Roth conversion. 
 
When an individual rolls over a qualified plan distribution to a Roth IRA, the amount of the pretax amounts 
rolled over will be taxed. However, the 10-percent early distribution penalty generally will not apply. 
 
Roth IRAs are also eligible to make rollover contributions—direct or 60-day—but only to other Roth IRA ac-
counts. They are not eligible for rollover to employer-sponsored designated Roth accounts. 
 
Beneficiary Rollover Options 
 
The rules surrounding the stretch of inherited accounts changed as a result of the SECURE Act.  Some of the 
details around inherited account rollovers stayed the same, while others have changed. 
 
Spousal Beneficiary 
 
Often the beneficiary of an IRA or employer-sponsored plan is a surviving spouse. A surviving spouse, unlike 
any other beneficiary, may roll over the qualified money into the surviving spouse’s own IRA. This option is 
sometimes referred to as spousal continuation. Many planners automatically encourage the surviving spouse to 
choose that option; however, there are sometimes tax benefits to maintaining the current account as a normal, 
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inherited account. 
 
A surviving spouse may elect spousal continuation by 
 
· asking the current custodian to transform the inherited account into the surviving spouse’s own non-inherited 

account, 
· by having the account transferred from the inherited account custodian to the surviving spouse’s own quali-

fied account (such as an IRA) or 
· by 60-day rollover from the inherited account to the spouse’s own qualified account. 
 
In the past, planners assumed that there was no time deadline for a surviving spouse beneficiary  
of a qualified account to choose to roll over the inherited account to her own IRA.  However, in proposed regu-
lations related to the SECURE Act, the IRS has set a deadline for post-SECURE spousal continuation: 
 

[T]he proposed regulations provide a deadline for the election under which a surviving spouse may elect to 
treat a decedent's IRA as the spouse's own. Specifically, a surviving spouse must make that election by 
the later of (1) the end of the calendar year in which the surviving spouse reaches age 72, and (2) the end 
of the calendar year following the calendar year of the IRA owner's death. 

 
Nonspouse Beneficiary 
 
After the death of an individual owning an IRA, a nonspouse beneficiary cannot do a 60-day rollover to another 
IRA. Private Letter Ruling 202125007 is the most recent example of the IRS confirming that an indirect rollover 
of a non-spouse inherited qualified account is not possible. 
 
However, the balance may qualify for a tax-free trustee-to-trustee transfer to a new beneficiary IRA. The new 
IRA must have special restrictions and rules about RMDs that are consistent with inherited IRA treatment. 
 
Similarly, if an individual is the beneficiary of an employer-sponsored plan and the plan administrator makes a 
direct trustee-to-trustee transfer to a new IRA, the IRA is treated as an inherited IRA, meaning the general distri-
bution requirements must be met and the owner cannot make a 60-day rollover from the IRA. 
 
For most nonspouse beneficiaries who have inherited a qualified account in 2020 or later, the time limit for 
stretch is shorter than it was under pre-SECURE rules.  As such, while it is theoretically possible to transfer an 
inherited account from one custodian to another, many IRA companies have chosen to stop accepting inherited 
IRA transfers due to business considerations.  Financial professionals should check with their target companies’ 
rules before beginning a trustee-to-trustee transfer of an inherited account. 
 
 
Conclusion 
 
Most of our clients will be faced with decisions about qualified plan distributions during their working lives. We 
are often asked to help evaluate whether a rollover might be the right fit for them. 
 
When done properly, rollovers offer clients the opportunity to continue tax-deferred growth on their retirement 
assets. If not done properly, an attempted rollover may result in a large, unexpected  
 
income tax liability and cause a young client to be liable for an extra 10-percent tax. 
 
Responsible planners will help their clients save for retirement and make tax-efficient retirement income choic-
es. Helping clients avoid rollover pitfalls is an important part of that process. 
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LWA strives to develop and maintain sound financial plans designed 

to achieve our client’s wealth accumulation, preservation and trans-

fer objectives, with the goal of preserving their wealth for multiple 

generations.  We provide these services in a confidential and consul-

tative manner, building life-long relationships based upon education, 

trust, communication and service. 
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