WHAT YOU NEED TO KNOW ABOUT INHERITING AN IRA

No one likes to think about what happens when a
family member passes on, but it’s best to plan for the
financial repercussions of a death in the family long
before the time comes.

Most people assume an inherited IRA account will
work just like any other asset they may inherit from a
loved one. However, there are many rules and
regulations at play when it comes to inheriting an
IRA. The wrong choice can cost the beneficiary a
whole lot of money in taxes and penalties. That’s why
it’s important to take the time to research your
options now. Then, when the time arrives, you will
have a plan in place, allowing you to fully focus your
attention on the right matters without worrying about financially messing up.

Read on for all you need to know about inheriting an IRA.

Inheriting from a spouse

The surviving spouse has two options when inheriting a traditional IRA:
1. Spousal rollover

The surviving spouse can either change the IRA’s title to have their own name listed as owner, or transfer all the funds to
their own existing IRA. If possible, the transfer of funds should be done within 60 days of the departed spouse’s death to
avoid heavy taxes on the distribution. Once transferred, the money can continue to grow, tax-deferred.

This is the most popular option for surviving spouses. However, it is not always the best choice. Surviving spouses cannot
access transferred IRA funds without paying the 10% early-withdrawal penalty—in addition to income taxes—until they
reach the age of 59 %. Also, if the surviving spouse is older than 70%, they must take an annual minimum distribution.

2. Open aninherited IRA

With this option, the new owner will remain the beneficiary of the original IRA and open a new inherited IRA account in
their own name. This allows the surviving spouse to avoid the 10% early-withdrawal penalty even if they are younger
than 59% years old.

The owner of the inherited IRA must then begin taking distributions from the account before Dec. 31 of the year of their
spouse’s death.

There are 3 ways to take distributions from an inherited IRA:

e Distributed evenly over the rest of the beneficiary’s lifetime. Each withdrawal amount will be based upon the
beneficiary’s life expectancy. The surviving spouse also has the option to calculate their life expectancy based on
the original owner of the IRA instead of their own. This can be a convenient choice for spouses who were much
older than their departed partners, as it allows the surviving spouse to withdraw less money each year and let
the remaining amount collect additional interest until they need to access it.

e Over the course of five years. Emptying the entire IRA in the five years following the original owner’s death will
force the beneficiary to pay heavy income taxes on the withdrawals.



¢ Inone lump sum. The income taxes on a single, full withdrawal of funds can be steep enough to offset any
gains.

Non-spousal inheritance

Inheriting an IRA from someone other than a spouse comes with its own set of rules. Primarily, beneficiaries of these
IRAs cannot choose to transfer the funds in the inherited IRA into their own accounts. Instead, they will need to begin
taking distributions after the IRA’s owner has passed on. They can choose to take distributions over their lifetime, within
five years after the deceased’s passing or in one lump sum.

Beneficiaries of non-spousal inherited IRAs cannot make new contributions to the account. Instead, they must begin
taking distributions by Dec. 31 of the year following the death of the IRA’s original owner.

The exact amount that will need to be withdrawn annually depends on the inheritor’s age. You can check out the IRS’s
Single Life Expectancy Table here to calculate how much you would have to withdraw each month from an inherited IRA
at various ages.

Failure to withdraw the Required Minimum Distribution (RMD) can mean getting hit with a 50% penalty on the
remaining RMD. For example, if you were required to withdraw $7,000 from an inherited IRA per year, but you only
withdrew $2,000 one year, you will need to pay a full 50% penalty on the remaining $5,000. That means that $2,500 will
go to Uncle Sam instead of into your [credit union] checking account.

Multiple beneficiaries

When there are several beneficiaries for a single IRA account, each beneficiary must open their own inherited IRA
account and transfer the funds accordingly. In most cases of multiple beneficiaries, RMDs are calculated according to
each beneficiary’s age. However, if the assets aren’t divided before the Dec. 31 deadline, the RMDs will be based upon
the age of the oldest beneficiary until the funds are distributed into each of the beneficiaries’ inherited IRAs.

Roth IRAs

Roth IRAs are not tax-deferred like traditional IRAs, so there is never any income tax to pay on withdrawals. There are
also no RMDs at play for the original account owner. RMDs will not affect the surviving spouse either, as long as they
change the title of the Roth IRA to list their own name as owner.

However, there are RMDs for non-spousal beneficiaries of Roth IRAs. These beneficiaries are required to begin taking
distributions from inherited Roth IRAs in any one of the three manners listed above. If the money has been in the Roth
IRA for more than five years, the beneficiaries will not be required to pay any taxes on these distributions.

It’s important to weigh your options now so, if you are the beneficiary of an inherited IRA account, you already have a
plan in place for the funds.

Your Turn: Which option do you think is smartest for a beneficiary of an inherited IRA? Share your opinion with us in the
comments.
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