
Reprint created by 

Individual retirement accounts offer many bene-
fits, but many clients do not know their Roth from 
their rollover, their SIMPLE from their SEP.

While 401(k) plans usually play a central role in 
retirement savings, individual retirement accounts 
are also important components. A 401(k) or pen-
sion might not provide enough income. Once cli-
ents near the maximum contribution limits on their 
401(k), it’s helpful to discuss ways to supplement 
those savings.

It’s critical that the IRA fits into a larger plan. “Most 
people think, ‘I’m doing fantastic. I can get a great 
rate of return,’” says Juan Carlos Cruz, founder of 
Britewater Financial Group, about current bullish 
market conditions.

But “they don’t have a systemic plan,” he says, 
which should include some guaranteed income as 
well as “play money,” while keeping their nest egg 
safe.

Tax diversification
One of the big draws of IRA accounts is the tax 
treatment. While contributions to a traditional IRA 
are tax-deductible — like 401(k) contributions — a 
Roth IRA takes after-tax contributions.

When it comes time to withdraw, the income 
drawn from a Roth IRA is not taxed, and there 
are no taxes on investment gains. By comparison, 
withdrawals from traditional IRAs are taxable as 
ordinary income.

There are two key considerations when looking 
at a Roth IRA. The first is how much the client 
has in after-tax income buckets, like a Roth IRA. 
The second is how long the money can sit in a 
Roth. The conventional advice is that younger cli-

ents should contribute to a Roth IRA because they 
have more time to grow the savings tax-free.

Cruz says that one common problem is that cli-
ents have all their retirement savings in a 401(k). 
If that’s the case, it’s valuable to diversify the tax-
able income.

“There’s flexibility of having dollars in that non-tax-
able bucket,” says Scott Butler, a financial planner 
at Klauenberg Retirement Solutions in Maryland.

If a client suddenly has unexpected expenses one 
year and has to withdraw from a 401(k) or tradi-
tional IRA, that could increase the year’s income 
and tax burden. Having a Roth IRA to draw from 
would help reduce the taxable income.

Getting money into a Roth IRA is not so easy, 
though. The contribution limit in 2020 was $6,000, 
or $7,000 if over age 50. Modified adjusted gross 
income must be below $139,000 for single filers or 
$206,000 for married couples filing jointly.

Advisors say one theme they see more are roll-
overs from traditional IRAs to Roth IRAs amid 
expectations that income tax levels will soon in-
crease.

Although every dollar converted is treated as tax-
able income for that year, it may make sense if 
a client has low income that year: for instance, if 
someone takes time off for parental leave or has 
just retired and has a few years to wait until re-
quired minimum distributions kick in.

Options for business owners
For business owners, there are more options 
when it comes to IRAs. There is a SEP IRA, or 
simplified employee plan IRA, for self-employed 
or small business owners with few or no employ-
ees. Like a traditional IRA, contributions to a SEP 
IRA are tax-deductible, and investments grow 
tax-deferred.

SEP IRAs are popular for a good reason. “There 
is so little maintenance for these IRA plans. Also, 
the individual, the employer, can contribute very 
generously,” says Britewater Financial Group’s 
Cruz. The maximum contribution limit was capped 
at 25% of compensation or $57,000 for 2020. If 
there’s a tough year, it’s simple to reduce contri-
butions. There is also less paperwork than a Solo 
401(k), which is another option for business own-
ers without employees.

A SIMPLE IRA, or Savings Incentive Match Plan 
for Employees IRA, is another option for small 
business owners with fewer than 100 employees. 
Contributions are also tax-deductible and grow 
tax-deferred until retirement. The contribution limit 
in 2020 was $13,500 for those under age 50, while 
those over 50 can make an additional $3,000 con-
tribution. With a SIMPLE IRA, employers must 
contribute to employee accounts. For a business 
owner to contribute to their own account, they 
need to pay themselves with a W2.

Another kind of IRA that is becoming more pop-
ular is a self-directed IRA. These vehicles allow 
for many more types of investments, including 
real estate or a privately held company. However, 
Klauenberg Retirement Solutions’ Butler warns 
against these vehicles, which he sees being mis-
used. For instance, real estate investments are 
allowed, but they can’t be a part of the investor’s 
business. The investor can’t be involved in day-to-
day operations. In other words, a client who wants 
to buy a property and flip it or buy a multi-family 
unit and rent it out would not be able to invest in it 
with funds from a self-directed IRA.

“There are very specific rules of how it works that 
most people don’t seem to understand,” Butler 
says.

Various IRAs have their pros and cons. As part of 
a larger retirement plan, IRAs can be another way 
to diversify savings.
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Scott Butler, CRC, is a financial planner with Klauenberg Retirement Solutions. Using his 
background as a former teacher, Scott breaks down financial topics to levels that clients can 
more easily understand, believing each person should have a basic understanding of the wealth 

strategies and products that work for them. 

To contact Scott, call 301-317-0401 or visit KlauenbergRetirementSolutions.com 
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