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Foreword

If you’re holding this book, there’s a good chance you know that you don’t have to follow the conventional script when it comes to money and retirement.

You might be planning an early retirement. You might already be living one. Or maybe you're just trying to figure out how to make the most of the dollars you do earn so you can buy back more of your time.

Wherever you are on that journey, I want you to know that taxes don’t have to be the villain we all fear. In fact, once you understand how the system works, tax planning can become one of your most powerful tools in building a life of freedom and intention.

That's what makes this book so remarkable.

Cody Garrett and Sean Mullaney have created something that’s never existed in quite this form: a comprehensive guide to navigating the tax landscape specifically for people pursuing early retirement. And they do it in a way that’s empowering, easy to follow, and refreshingly jargon-free.

They’ve also become two of my most frequent guests on the ChooseFI podcast—and for good reason. They’re not just insightful professionals and top-tier educators; they’re also the first people I turn to when I need help with a particularly difficult financial or tax question of my own. Sean and Cody are incredible resources, thoughtful thinkers, and, most importantly, wonderful human beings who genuinely care about helping others succeed on this path.

This book won’t overwhelm you. It won’t try to scare you into action with worst-case scenarios or fearmongering. Instead, it invites you to see tax planning for what it really is—a thoughtful, lifelong puzzle with tremendous upside if approached with just a little strategy and awareness.

When I first encountered these concepts on my own FI journey, I was blown away by how much of an impact small tax decisions could make over a lifetime. But there’s a big gap out there between that realization and knowing what to do next.

This book fills that gap.

Whether it's Roth conversions, drawdown strategies, or optimizing for Affordable Care Act subsidies, Cody and Sean guide you through it all with clarity and insight. They even tackle advanced topics like gifting, RMDs, and the Widow’s Tax Trap, all in a tone that makes you feel like you’re chatting with a (brilliant and extremely knowledgeable) friend over coffee.

At ChooseFI, we talk a lot about reclaiming agency in your financial life. That means learning the levers you can pull and not outsourcing your future to someone else’s plan. This book gives you those levers. And it teaches you how to use them, ethically, effectively, and with an eye toward designing the life you want.

So don’t treat this like a one-time read. Highlight it and come back to it year after year. Let it be the quiet, confident voice in your corner reminding you that tax planning isn’t about fear, it’s about freedom.

And with that, enjoy this incredible resource.

Brad Barrett
Richmond, Virginia
August 2025


Introduction

Thank you for joining us on this journey: a journey of tax planning to and through early retirement. This book serves as your guide to navigating retirement tax strategies, especially for those retiring early by conventional standards. Our goal is to help you reduce your total lifetime income tax while effectively building up and spending down your investments.

This book stands out from other retirement tax planning content. Your authors aren’t driven by fear. We don’t believe retirees will get crushed by taxes. In fact, when it comes to retirement planning, the tax code is more likely to be your friend than your foe. We’ll provide detailed examples throughout this book.

Why We Wrote This Book

“Taxes are too complicated!”

“Taxes will crush me in retirement!”

“I’ll never be able to retire!”

Are these statements true? From our experience and the available data, it seems many Americans believe they are—often to their own detriment.

Vanguard’s 2023 data on median employer retirement account balances paints a sobering picture:

Ages 45 to 54: $60,763

Ages 55 to 64: $87,571

Even assuming the typical American has several retirement accounts, perhaps two or three with former employers and an IRA, millions aren’t financially prepared for a successful retirement—let alone an early one.

We wrote this book to cut through the complexity, anxiety, and fear. Tax planning that reduces lifetime income taxes and builds retirement savings can be a powerful and confidence-building tool, no matter when you plan to retire.

We also wrote this book in response to the tax law changes in 2025. July brought with it the passage of the 2025 reconciliation bill, commonly referred to as the One Big Beautiful Bill (the “OBBB” as we refer to it later in the book). This book offers our perspective on OBBB changes and how they shape retirement planning.

Finally, we wanted to explore more advanced retirement planning strategies. We cover complex topics without skipping over the foundational concepts.

Who This Book Is For

We wrote this book for Americans planning to retire in the United States, as well as for the advisors who serve them. Can we speak meaningfully to both professionals and everyday readers? Yes! This book doesn’t require a finance degree, and tax planning is not complex surgery or rocket science. The concepts are accessible and practical. We start with the fundamentals and explore more advanced tactics for those seeking deeper insight.

Our focus is especially, but not exclusively, on those considering early retirement or who have already retired early. Most working Americans should at least consider the possibility of early retirement, whether voluntary or involuntary. We live in unpredictable times. Will your job still exist in five or ten years? If it does, will you still want it?

There’s little downside to preparing for an early retirement. Why not be ready if life doesn’t go according to plan?

That said, this book isn’t only for early retirees. We believe that most working Americans can benefit from our thoughts and analysis, even if they’re not (yet) planning on an early retirement. If you’re already early retired, don’t worry: this book includes plenty of insights on drawdown tactics, tax-efficient withdrawals, and more.

Of course, to write a coherent book, we had to draw lines. For example, we don’t address situations involving current or future expatriates. These individuals have distinct tax and retirement planning needs that fall outside the scope of our day-to-day professional experience.

Finally, while we cover a wide range of tax planning considerations, we don’t attempt to address every possible tactic. Those excluded or only briefly mentioned tend to apply to individuals at the far ends of the wealth spectrum.

What is Early Retirement?

In theory, you get to be the judge and jury as to what an “early” retirement is. That said, we generally define early retirement as any time before Medicare eligibility, typically the first of the month of your 65th birthday. Since around 70% of Americans report retiring before then, early retirement is more common than you might think.

This book offers insights that benefit future and current retirees of any age. Whether you plan to retire early, late, or somewhere in between, we believe you’ll find valuable strategies and perspectives that apply to your plan.

Drawdown

The book places particular emphasis on the drawdown years—what some call the decumulation phase. Why?

First, tactics used during our working years must be evaluated based on their eventual tax impact in the drawdown years. We can’t assess them in isolation based on what benefits the tax return this year.

Second, in our conversations with clients, members of the financial independence community, and readers like you, we’ve noticed a particular desire to discuss the drawdown tactics in detail. Many have noted that existing personal finance content does not adequately address drawdown in early retirement planning, and we aim to fill that gap.

That said, don’t worry if you’re not yet close to retirement. We have plenty of tax planning to consider for those building up wealth during their working years.

No Fear

We made a clear decision: we are not going to sell books based on fear. We won’t rely on imagined “boogeymen” threatening to “ruin your retirement.”

Is high taxation in retirement a legitimate concern? Absolutely.

Is it something to fear? Absolutely not.

The next time you come across personal finance content, ask yourself, “Is this trying to evoke a fear response?” In our experience, too much personal finance content leans on fear-based messaging to generate page views, video clicks, and product sales. We reject that approach.

Taxes in retirement are not something to fear emotionally. They’re something to understand and plan for rationally.

We approach retirement tax planning as a thoughtful puzzle: What strategies, applied at the right time, help you get to and through early retirement while reducing your total lifetime income taxes?

Knowledge and Judgment Are Power

When it comes to tax planning, knowledge and judgment are more powerful than fear. Are the tax laws complicated? Yes! But does that mean tax planning must be complicated? No!

Think of it like driving a modern car. Today’s vehicles are packed with complex electronics and computerized systems. Could you explain all the inner workings of that car if your life depended on it? Probably not. But can you drive to the grocery store? Of course.

Tax planning is similar. You don’t need to memorize hundreds of pages of tax regulations. You need to understand fundamental tax planning concepts and develop the judgment to apply them to your unique situation.

This book provides you with that knowledge and helps you develop the judgment needed to navigate tax planning in your own life.

Cody’s Take and Sean’s Take

One unique advantage of this book is that it has two authors. You get two perspectives for the price of one!

It probably won’t surprise you to learn that we don’t always agree. As football executive Michael Lombardi once recalled, legendary coach Bill Walsh said, “If we are all thinking alike, then no one is thinking.”

Throughout the book, you’ll see occasional callouts labeled Cody’s Take and Sean’s Take. These may highlight a strong personal opinion or respectful disagreement between us.

While we’re fundamentally aligned when it comes to tax planning to and through early retirement, we bring different perspectives to certain strategies and nuances. Our hope is that by reading both viewpoints, you’ll sharpen your own knowledge and judgment.

Of course, you get to be the judge and jury in your own mind regarding each of our takes. Ultimately, our goal is to help you make informed decisions based on your own values, variables, and desired outcomes.

Tax Rules

At its core, this book is about tax planning. A necessary evil of writing a tax planning book is that we must discuss tax rules, which can be complicated and occasionally frustrating. We can’t cover every nuance, nook, and cranny of a particular tax rule, but we aim to present planning concepts clearly and engagingly.

We present tax rules not to overwhelm you, but to help you understand how they shape planning strategy. Just as you don’t need to be a mechanic to drive to the grocery store, you don’t need to be a tax expert to understand and apply planning concepts.

That said, a basic grasp of how our tax system works is essential. We hope our book helps you build that foundational understanding.

Examples

The book is full of examples of various length and complexity. We provide examples for two main reasons. First, to justify and support our assertions and conclusions. Second, because for some readers, examples help illuminate the concepts we discuss.

However, not every example will help every reader understand the concepts. For some, certain examples may—at first glance—confuse rather than inform. That is a natural consequence of writing a book about a sometimes complex topic like tax planning.

Our recommendation is to avoid getting bogged down by examples. If reading one helps you understand a concept, great—keep reading it. If the example proves difficult to comprehend, skip it for the time being and focus on the narrative discussion. You can always return to the example later to help digest the material presented.

Technical Review

We are honored that Denise Appleby, MJ, APA, CISP, CRC, CRPS, The IRA Whisperer, helped us with the technical review of the IRA and qualified plan rules presented in this book. Some edits were made after the technical review was completed, and any remaining errors are solely the responsibility of the authors, Cody and Sean.

Note: Providing a technical review does not imply Ms. Appleby’s endorsement of this book, its interpretations, or its conclusions. Her role was limited to reviewing the accuracy of tax rules related to IRAs and qualified retirement plans. Technical reviewers offer input on drafts, and it is ultimately the authors’ decision whether and how to incorporate that input into the final version.

Future Reference

We wrote this book not only to be read today, but also to serve as a reference you can revisit in the future. That’s why the chapters are written with a level of detail that may, at times, feel repetitive if you read the book from start to finish. Our goal is for each chapter to stand on its own, so you can revisit specific topics later without needing to restart from the beginning. The occasional repetition reinforces important lessons and augments the book’s usefulness as a future reference.

Future Tax Changes

We wrote this book in 2025, a year marked by major tax law changes. Will the tax laws change after the publication of this book? Of course. Does that invalidate this book the moment Congress moves a single comma in the Internal Revenue Code? Absolutely not.

Please be aware that tax laws and figures (contribution limits, tax brackets, etc.) change over time. While those changes may affect some of the specific numbers referenced, they do not undermine the core principles and strategies discussed throughout this book.

In Chapter 20, we share how we approach the ever-evolving nature of tax laws. This perspective guides how we believe most Americans can navigate retirement tax planning, even without knowing the exact contours of future tax law changes.

The Final Word

Tax planning involves one constant: continuous learning. No one engages in tax planning without learning along the way. Thus, neither this book—nor any other commentary—can offer “the final word” on the subject.

We encourage readers to consider the principles and arguments in this book while also considering ways to improve upon them for their unique situations. As authors, we refined and expanded our own tax planning knowledge while writing this book. As the saying goes, “When you teach, you learn twice.” We plan to keep learning and improving after its publication—and we hope our readers will, too.

Disclaimers

Before we dive into tax planning, here are a few important caveats to keep in mind as you read this book.

First, this book is for educational and entertainment purposes only. It does not constitute tax, legal, financial, or investment advice for you or any other specific person. The book’s examples illustrate potential tax or financial outcomes but consider only limited slices of a hypothetical person’s financial picture. None of the examples account for the full range of relevant tax or financial details for any particular person or couple, yourself included.

Second, this book is not a substitute for your and your advisors’ own research and judgment regarding tax matters. We endeavor to present accurate information, but given the complexity and volume of federal and state tax laws, regulations, cases, and other authorities, we cannot guarantee that this or any other publication discussing tax laws will always be entirely accurate. Tax law also contains many gray areas, and readers should keep that in mind.

Third, implementing the concepts from this book does not guarantee financial success in retirement. As with any planning effort, results will vary based on individual circumstances, decisions, and external factors beyond our control.

Neither Cody Garrett nor Sean Mullaney shall have any liability or responsibility to any person or entity with respect to any damage or loss caused (directly or indirectly) by the information contained in this book.

As a general convention, we’ve rounded most figures to the nearest whole dollar. Examples should be read in light of the rounding employed. Since some examples build on previous calculations, there can be some rounding on rounding.

All examples in the book involve hypothetical individuals who are U.S. citizens living, working, and retiring in the United States, with calendar-year tax years.

All illustrations of tax returns in the book are presented to show the general direction of taxation for a theoretical individual or couple. They are not intended to illustrate federal tax liabilities to the precise dollar or penny.

Lastly, the opinions expressed herein are solely those of the authors, and they do not represent the opinions of the authors’ current or former employers.

Now let’s get started with Tax Planning To and Through Early Retirement!


1 – The Federal Income Tax Formula

The following federal income tax formula applies to U.S. citizens. This book’s concepts assume residency within the United States, with all income, deductions, and credits reported on the U.S. individual income tax return (Form 1040). It is helpful to review the 2024 Form 1040 as we go through the federal income tax formula line by line.

Income (Lines 1–15)

We begin by totaling gross income from a variety of common sources:

Line 1: Employee wages, tips, and other compensation are reported on Form W-2. The amount in Box 1 excludes traditional (pre-tax) employee contributions to workplace retirement plans and other pre-tax Cafeteria Plan deductions (see Box 12). Amounts excluded from W-2 income cannot be deducted again on your income tax return—no double dipping!

Line 2: Taxable interest is reported on Form 1099-INT, including interest from bank accounts, certificates of deposit (CDs), and taxable bonds (including U.S. Treasury securities). Interest earned within retirement accounts is generally excluded from gross income, as it is tax-deferred.

Line 3: Ordinary dividends reported on Form 1099-DIV are distributions from a corporation’s earnings and profits to its stockholders. Qualified dividend income (QDI) receives preferential long-term capital gains tax treatment but must meet specific criteria, including being paid by a U.S. or qualified foreign corporation and meeting a holding period—generally at least 61 days during the 121-day period surrounding the ex-dividend date. All dividends that are not QDI are taxed as ordinary income.

Many equity index funds distribute a combination of ordinary dividends and QDI.

Lines 4–5: Taxable distributions from retirement plans, pensions, and annuities are included in gross income and reported on Form 1099-R. Taxable distributions from IRAs, 401(k)s, 403(b)s, 457(b)s, and the federal government’s Thrift Savings Plan (the “TSP”) are reported here.

Line 6: The taxable portion of Social Security benefits, as reported on Form SSA-1099, is included in gross income. This includable percentage is determined by calculating provisional income (½ of Social Security benefits plus other income, including tax-exempt interest) and applying it to threshold amounts based on filing status. Up to 85% of Social Security benefits may be included in gross income.

Taxpayers can use Worksheet 1 in IRS Publication 915 to determine how much of their Social Security benefits are taxable.

Line 7: Sales of capital assets (e.g., stocks or bonds) held in a taxable brokerage account are reported on Form 1099-B. Realized capital gains or losses are categorized as short-term (held one year or less) or long-term (held more than one year). Capital losses offset capital gains, and any remaining gain or loss (based on its holding period) is included in gross income. Net short-term capital gains are taxed at ordinary income rates, while net long-term capital gains benefit from preferential tax treatment. Up to $3,000 of net capital loss may be used to offset other income in the current year, with unused losses carried forward indefinitely.

If that felt like a lot, don’t worry—we’ll walk through an example in the next chapter.

Line 8: Additional Income (Schedule 1, Part I) includes sources such as net self-employment income (Schedule C) and net rental real estate or pass-through entity income (Schedule E).

Line 9: The sum of all taxable income sources equals total (gross) income, but we’re not ready to calculate income taxes just yet.

Line 10: Adjustments to Income (Schedule 1, Part II) are subtracted from total income. These commonly include Health Savings Account (HSA) contributions not made through payroll withholding, the deductible half of self-employment tax, self-employed retirement plan contributions, the self-employed health insurance deduction, and deductible traditional IRA contributions.

Line 11: The result is adjusted gross income (AGI)—a key figure for determining eligibility for various tax deductions, credits, and other benefits. When you see modified adjusted gross income (MAGI), keep in mind that modifications to AGI vary depending on the specific tax program or provision.

Line 12: Before applying the respective tax rates, income is then reduced again, this time by the higher of the standard deduction or combined itemized deductions (Schedule A). Itemized deductions commonly include state and local taxes (capped at $40,000 in 2025), home mortgage interest, charitable gifts, and unreimbursed medical and dental expenses (above 7.5% of AGI). Most taxpayers claim the standard deduction.

Lines 13–15: The Qualified Business Income (QBI) deduction (Form 8995 or Form 8995-A) provides an additional reduction (generally 20% of QBI) for eligible pass-through business owners and real estate investment trust (REIT) investors. The 2025 Form 1040 will need to be updated to include a new schedule or additional lines for the new tips deduction, overtime income deduction, and senior deduction. We discuss the new senior deduction in Chapter 19.

After these deductions, we finally arrive at taxable income.

Tax and Credits (Lines 16–24)

It’s important to note that federal income tax rates (both ordinary and long-term capital gains) apply to taxable income—not AGI. The standard/itemized and QBI deductions are essential in retirement planning calculations.

Although taxable income appears as a single value, it must be divided into two components before applying their respective federal income tax rates:

	Long-Term Capital Gains: Net long-term capital gains and qualified dividends. 

	Ordinary Income: All other taxable income. 



These are the two characters of taxable income. Throughout this book, you’ll see how character counts to and through early retirement.

Line 16: Ordinary income and long-term capital gains are taxed at their respective rates. Taxable income is divided into brackets, with each portion taxed at progressively higher rates. A portion of ordinary income is taxed at 10%, the next at 12%, then 22%, and so on. Your highest tax rate for ordinary income is referred to as your marginal tax rate, but the average rate across all income is your effective tax rate. We prefer to use total income as the denominator to understand the impact of Adjustments to Income—not just benefits below AGI.

Here is an example of a tax calculation using 2025 numbers:

Melinda, a 40-year-old single taxpayer, earns $140,000 in wages. After applying the standard deduction of $15,750, her ordinary taxable income is $124,250. The first $11,925 of taxable income is taxed at 10% ($1,192.50), the next $36,550 at 12% ($4,386), the next $54,875 at 22% ($12,072.50), and the remaining $20,900 at 24% ($5,016).

Beyond Melinda’s ordinary taxable income of $124,250, let’s say she also has $25,750 in net long-term capital gains (LTCG). Her combined taxable income (including both ordinary and LTCG) is $150,000, with the entire $25,750 of LTCG taxed within the 15% LTCG tax bracket ($3,862.50).

Melinda’s ordinary income tax ($22,667) and long-term capital gains tax ($3,862.50) combine to equal tentative tax of $26,529.50.

Although Melinda’s marginal (highest) income tax rate is 24%, her tax of $26,529.50 on total income of $165,750 is an effective (average) tax rate of 16%.

Lines 17–18 and 23: Additional Taxes (Schedule 2) are added, such as repayments of the Premium Tax Credit (PTC) (Form 8962), the 10% early withdrawal penalty for retirement account distributions (Form 5329), self-employment tax (Schedule SE), the Additional Medicare Tax (Form 8959), and the Net Investment Income Tax (NIIT) (Form 8960)—an extra 3.8% tax on investment income for high-income taxpayers.

Lines 19–22: Nonrefundable tax credits are subtracted next. These include the Foreign Tax Credit (Form 1116), the Credits for Qualifying Children and Other Dependents (Schedule 8812), and the Credit for Qualified Retirement Savings Contributions (Form 8880). “Nonrefundable” means the tax credit can reduce your tax liability to zero, but it will not generate a refund beyond that.

Line 24: After applying additional taxes and subtracting nonrefundable tax credits, we arrive at total tax.

Payments (Lines 25–33)

Lines 25–26: Federal income taxes withheld and paid throughout the tax year are subtracted here. These include withholdings reported on Form W-2 and Form 1099, and any estimated tax payments.

Lines 27–33: Refundable tax credits are then subtracted. These include the Additional Child Tax Credit (Form 8812), the Earned Income Tax Credit (EIC), a portion of the American Opportunity Tax Credit for education expenses (Form 8863), and the net Premium Tax Credit. “Refundable” means these tax credits can reduce your tax liability below zero and result in a refund.

Refund or Amount Owed (Lines 34–38)

Lines 34–38: After subtracting tax credits and payments from total tax, we arrive at either a refund or an amount owed, plus an estimated tax penalty (if applicable). We’ll cover how retirees make payments and avoid underpayment penalties in Chapter 14.

Federal Income Tax Formula

Congratulations! You now have a fundamental understanding of how the federal income tax system works.

Here’s a visual version of the federal income tax formula for future reference:

All Income Sources
− Exclusions from Income
Total (Gross) Income
− Adjustments to Income
= Adjusted Gross Income
− Standard or Itemized Deductions
− Qualified Business Income (QBI) Deduction
= Taxable Income
× Applicable Ordinary and Long-Term Capital Gains Tax Rates
= Tentative Tax
+ Additional Taxes
− Nonrefundable Tax Credits
= Total Tax
− Tax Payments
− Refundable Tax Credits
= Amount Refunded or Owed

Computing the Tax

There are seven progressive ordinary tax brackets: 10%, 12%, 22%, 24%, 32%, 35%, and 37%. Each year, the IRS publishes the specific taxable income thresholds for these brackets based on filing status (single and head of household, married filing jointly and qualifying surviving spouse, and married filing separately).

Long-term capital gains (LTCGs) are taxed separately using three progressive LTCG tax brackets: 0%, 15%, and 20%. The IRS also publishes these brackets annually. Notably, in 2025, the 0% LTCG bracket applies to taxable income up to $48,350 for single filers, $64,750 for head of household, and $96,700 for married filing jointly.

As we’ll explore in this book, the lower an early retiree can keep their taxable income, the more of it may be taxed in the lower ordinary and LTCG brackets—including possibly the 0% LTCG tax bracket.

Later in this chapter, we walk through four additional examples to demonstrate how federal income tax is calculated in practice.

Planning for Tax Deductions Versus Tax Credits

You may have heard the phrase, “A tax credit is worth more than a tax deduction.” While that’s generally true—credits directly reduce taxes owed and deductions reduce income taxed—a tax deduction is often more impactful from a tax planning perspective.

Consider a married couple, Serena and Sam, with $300,000 in taxable income after claiming the standard deduction. This falls squarely within the 24% marginal federal income tax bracket. They’re deciding between contributing to a traditional 401(k) or a Roth 401(k). As we’ll explore in this book, traditional 401(k) contributions are excluded from taxable income. While technically this is an exclusion (not a deduction), its effect is functionally the same. Throughout this book, we’ll refer to it as a tax deduction.

From a planning standpoint, the availability of this tax deduction is very impactful and should be carefully considered when making the “traditional versus Roth 401(k)” decision.

Now imagine Serena and Sam are also the parents of 10-year-old twins. Using 2025 rules, they qualify for a $4,400 Child Tax Credit ($2,200 per child). While that’s a valuable benefit, it doesn’t reduce their marginal tax rate or materially influence their decision to contribute to a traditional or Roth 401(k). For many taxpayers, even a large tax credit like the Child Tax Credit does not change their planning.

There is, however, one notable exception to this general rule for those planning to and through early retirement: the Premium Tax Credit. This credit does not reduce income tax. Rather, it can meaningfully reduce the cost of health insurance coverage in early retirement. We’ll explore it in greater detail later in the book.

Income Stacking

“If I have two types of income—ordinary and long-term capital gains (LTCGs)—how do I apply the different tax brackets to them?”

Good question!

The tax rules provide for income stacking. Ordinary income is taxed first, and then LTCGs are stacked on top and taxed second.

Here is an example: Margaret, age 50, is single. She has a total ordinary income of $102,000 from a W-2 and a Form 1099-INT (interest income). She also has qualified dividend income (QDI) of $3,000. Her adjusted gross income (AGI) is $105,000. How is that taxed?

The first $15,750 of ordinary income is applied against her standard deduction (effectively taxed at 0%). The next $11,925 is taxed at 10% ($1,192.50), and the next $36,550 is taxed at 12% ($4,386). That leaves us with $37,775 of remaining ordinary income, which is taxed at the 22% bracket ($8,310.50).

Margaret has $89,250 of taxable income (AGI of $105,000 less the standard deduction of $15,750). Dollars $86,251 through $89,250 are her long-term capital gains (in this case, QDI). That portion of her income is applied against the LTCG tax brackets. For single filers in 2025, this income falls within the 15% LTCG bracket, resulting in $450 of tax.

We see how income stacking applies to Margaret. It puts her long-term capital gains in the 15% LTCG bracket, separate from her ordinary income. Margaret’s total federal income tax for 2025 is $14,339 ($1,192.50 + $4,386 + $8,310.50 + $450).

How does income stacking apply to a retired married couple?

Meet Eddie and Elizabeth. Both are 67 and retired in 2025. They distribute $50,000 from traditional retirement accounts, have $5,000 of combined interest income and nonqualified dividends, and have $60,000 in long-term capital gains and qualified dividends. How is that AGI of $115,000 taxed?

The first $46,700 of their $55,000 of ordinary income is soaked up by the standard deduction ($31,500), the additional standard deduction ($1,600 × 2 = $3,200), and the senior deduction ($6,000 × 2 = $12,000). The remaining ordinary income of $8,300 is taxed at 10% ($830).

What about Eddie and Elizabeth’s $60,000 of LTCG income? Those dollars—$8,301 through $68,300 of their taxable income—fall entirely within the 0% LTCG bracket for married couples filing jointly in 2025. As a result, Eddie and Elizabeth’s total federal income tax is just $830 on $115,000 of gross income. Wow!

Did you notice that the retirees do much better in the tax calculation than Margaret? That’s because, in addition to larger deductions, character counts! We’ll explore that phenomenon next.

Character Counts

While the amount of taxable income is the primary driver of how much tax a taxpayer pays, as you will see frequently throughout the book, character counts!

In fact, character counts so much that there are situations where taxpayers with lower taxable income pay more taxes than those with higher taxable income.

Let’s consider two married couples, Carl & Connie and Debbie & Don, all age 66 in 2025:

Carl and Connie distribute $53,000 from a traditional IRA, earn $1,000 in interest income, and realize $40,000 in long-term capital gains. Their total deduction, like Eddie and Elizabeth’s deduction, is $46,700, leaving $47,300 in taxable income.

Debbie and Don, on the other hand, distribute $32,000 from a traditional IRA, earn $1,000 in interest income, and realize $81,000 of long-term capital gains. Their total deduction is also $46,700, resulting in $67,300 in taxable income—$20,000 more than Carl and Connie.

So, which couple owes more in federal income taxes in 2025?

It’s Carl and Connie! How can that be, given that their “taxable” income is $20,000 lower? The answer is: character counts!

Carl and Connie owe $730 in federal income tax. Let’s add it up. The first $46,700 of ordinary income is wiped out by the $31,500 standard deduction, the $3,200 additional standard deduction, and the $12,000 senior deduction. The next $7,300 is taxed at the 10% bracket, resulting in a tax liability of $730. Their $40,000 in LTCGs falls within taxable income from $7,301 to $47,300, which is taxed in the 0% LTCG bracket.

Debbie and Don’s $33,000 of ordinary income is completely wiped out by the combined deductions. In fact, those deductions also wipe out $13,700 of their LTCGs. Their remaining LTCGs fall within taxable income from $0 to $67,300, which is taxed in the 0% LTCG bracket.

Despite having a higher taxable income than Carl and Connie, Debbie and Don paid $0 in federal income tax in 2025!

These examples highlight that taxable income alone does not determine tax liability; its character (ordinary vs. LTCG) can be just as important. Since character counts, many early retirees will want LTCGs showing up on their tax returns instead of ordinary income.

As you’ve seen, tax planning isn’t always intuitive, but this complexity can work to your advantage if you understand how to optimize your income sources—which we’ll explore throughout this book.


2 – Taxable Accounts

Introduction

A taxable account—which includes checking, savings, and taxable brokerage accounts—is a non-retirement account where investment income is taxed in the year it is earned, regardless of whether cash is withdrawn. Unlike tax-advantaged retirement accounts, taxable accounts do not offer tax-deferred contributions or growth. Instead, think of these accounts as “taxable along the way.”

Although taxable accounts lack tax deferral, they still provide valuable advantages:

Unlimited Contributions: There are no annual contribution limits, making them ideal for saving and investing beyond retirement accounts.

Tax-Free Cash Withdrawals: While earnings (interest, dividends, and capital gains) are taxed when received within the account, cash withdrawals themselves are excluded from gross income, regardless of age or purpose.

No Age-Based Rules: Unlike traditional retirement accounts, taxable accounts have no early withdrawal penalties or Required Minimum Distributions (RMDs).

Investment Availability: Unlike workplace retirement plans, which often have limited fund options, taxable brokerage accounts offer access to individual stocks and bonds, mutual funds, exchange-traded funds (ETFs), and alternative investments such as commodities, cryptocurrencies, and private equity.

Gifts to Others: Taxable assets may be transferred in-kind (without liquidation) to other people or qualified charitable organizations during life without adverse income tax consequences.

Step-Up in Basis: Upon an investor’s death, assets within a taxable account may receive a step-up (reset) in cost basis to their fair market value as of the date of death. This means beneficiaries may sell inherited assets with little or no capital gains tax. More details are covered in Chapter 30.

Account Titling: Unlike retirement accounts, which are individually owned, taxable assets allow for multiple ownership structures, such as Joint Tenants with Rights of Survivorship (JTWROS), Transfer-on-Death (TOD), and revocable living trusts, which can be beneficial for estate planning. Learn more in Chapter 31.

Capital Gains

When an investor sells an asset within a taxable account for more than its cost basis (purchase price), the realized gain is subject to capital gains tax. The applied tax rate depends on the holding period before the sale:

Short-Term: If an investment is held for 1 year or less, the short-term capital gain (STCG) is taxed as ordinary income.

Long-Term: If an investment is held longer than 1 year, the long-term capital gain (LTCG) is taxed at preferential rates of 0%, 15%, or 20%, depending on taxable income. LTCGs taxed at 0% are covered in more detail in Chapter 24.

Extra Credit: Although LTCGs and qualified dividends receive preferential treatment at the federal level, states generally tax them as ordinary income.

Capital Gain Distributions

Mutual funds and ETFs may generate gains from the sale of assets within the fund, known as “capital gain distributions.” When held within a taxable account, these distributions are typically taxed as long-term capital gains.

What generates capital gain distributions inside a mutual fund or ETF? There are two main causes:

	Active Management: Actively managed funds tend to sell investments more frequently, triggering realized capital gains distributed to investors.
  
	Outflows Exceeding Inflows: This primarily affects mutual funds, which issue and redeem shares directly with the fund company. If redemptions exceed new purchases, the fund may need to sell underlying assets to raise cash—potentially triggering taxable capital gains that are passed on to all shareholders. ETFs generally avoid this issue because they trade on an exchange; when an investor sells shares of an ETF, the sale is matched with a buyer without requiring the fund to sell securities. 


In Real Life: Review Schedule D, Line 13 (Capital Gain Distributions) on your recent tax return. If there is a number there—especially one in the four figures or higher—it’s worth investigating which assets generated it. While we cannot provide specific investment advice, we can note (from a tax perspective) that index funds (mutual funds and ETFs) typically produce minimal capital gain distributions. Reallocating to index funds may reduce or eliminate future capital gain distributions. However, investors should consider the unrealized gains on current holdings before making changes. If reallocating would trigger substantial taxable gains, it might not be worth it.

Dividends & Interest Income

Similarly, dividends received in taxable brokerage accounts are categorized as either nonqualified (taxed as ordinary income) or qualified (taxed at LTCG rates).

Interest income received from taxable bonds (including bond funds), CDs, and savings accounts is taxed as ordinary income. Municipal bond interest is generally exempt from federal income tax and may also be exempt from state and local taxes.

Since taxable accounts generate ongoing tax liabilities (“taxable along the way”), investors may prioritize owning tax-efficient investments, such as low-turnover stock funds, to minimize distributions and benefit from preferential tax rates.

Extra Credit: High-income taxpayers may be subject to the 3.8% Net Investment Income Tax (NIIT) on capital gains, dividends, and interest. Fortunately, even many affluent early retirees can keep their taxable income low enough to avoid NIIT entirely.

Dividend Reinvestment

“Should I automatically reinvest my dividends?”

Often, yes. During the accumulation years, we generally favor dividend reinvestment. Most accumulators fund their living expenses with earned income—not investment income. This approach helps maximize compound growth within investment accounts on the path to early retirement.

In early retirement, some may consider turning off dividend reinvestment. As we’ll discuss later, early retirees often prioritize funding their living expenses by selling investments within taxable brokerage accounts—typically triggering capital gains. Taking dividends in cash can reduce the amount of securities that need to be sold, thereby minimizing realized capital gains.

Cody’s Take: Since I prefer refilling retirement cash needs every six months, I generally prefer to continue automatically reinvesting dividends in retirement and manually select which shares to sell—using the Specific Identification (Spec ID) disposal method. Each reinvested dividend creates a new tax lot with its own cost basis and holding period, which may offer more flexibility to sell shares with minimal tax consequences, including for tax loss harvesting. When dividends aren’t reinvested and instead settle in the money market fund, they may create cash drag and generate ordinary interest income—depending on how long they sit there.

Capital Losses

When an investor sells an asset in a taxable account for less than its cost basis, the resulting realized loss can be used to offset capital gains (but not qualified dividends).

Losses are first used to offset gains of the same holding period—long-term losses offset long-term gains, and short-term losses offset short-term gains. If losses exceed gains within a holding period, the excess can then be applied to the other.

If total capital losses exceed capital gains in a given tax year, up to $3,000 of the net loss can be used to offset other income, including ordinary income. Any unused losses carry forward to future years, where they continue to offset capital gains and up to $3,000 of other income annually—rinse and repeat until the loss is fully used. We explore this strategy and its important considerations in Chapter 23.

Here’s a step-by-step example of how capital losses offset capital gains:

Step One – List realized capital gains and losses by holding period:

	Long-Term Gain: $10,000 
	Long-Term Loss: −$1,000 
	Short-Term Gain: $3,000 
	Short-Term Loss: −$20,000 


Step Two – Offset gains by holding period:

	Long-Term Gain: $9,000 ($10,000 − $1,000) 
	Short-Term Loss: −$17,000 ($3,000 − $20,000) 


Step Three – Net gains and/or losses across holding periods:

	Short-Term Loss: −$8,000 ($9,000 − $17,000) 


Step Four – Offset other income (up to $3,000):

	Capital Loss Offsetting Other Income: −$3,000 
	Unused Short-Term Capital Loss Carryover: −$5,000 (−$8,000 + $3,000) 


Measure Twice: When switching tax preparers or tax software, verify that capital loss carryovers are accurately applied to the following year. Confirm your numbers on Schedule D and Form 8949.

Recent History and Taxable Accounts

Five relatively recent developments have made taxable accounts significantly more attractive—especially for early retirees.

First, the introduction of qualified dividend income (QDI) in 2003. Prior to that, all dividends were taxed as ordinary income, just like interest. The QDI concept helped reduce or eliminate the federal income taxation of many dividends. Later in the book, you’ll see this is particularly beneficial for early retirees.

Second, the creation of the 0% long-term capital gains (LTCG) tax rate in 2008. This provision can be especially powerful for early retirees, who often have years with relatively low taxable income. Much of their income may come from LTCG and qualified dividends—both potentially taxed at 0% federally.

Third, the higher standard deduction, effective in 2018. While it benefits both workers and retirees, retirees often benefit more since they are more likely to (a) no longer have mortgage interest to itemize, and (b) use Qualified Charitable Distributions (QCDs) starting at age 70½, which allow charitable giving to bypass itemized deductions while still being beneficial from a tax perspective.

Fourth, shifts in asset placement due to the growth of traditional retirement accounts. In our experience, early retirees often hold at least half of their investable assets in traditional retirement accounts and prefer to keep no more than half of their portfolio in taxable bonds. As discussed later in the book, this setup often allows retirees to place their entire bond allocation within traditional retirement accounts—keeping bond interest income off their tax returns. This ability to hide interest income helps reduce taxable investment income and overall federal income tax liability for early retirees. This concept is called Asset Location, and we’ll cover it in detail in Chapter 18.

Fifth, reduced asset yields. With bond and dividend yields declining over recent decades, taxable accounts now generate less investment income subject to tax. This results in remarkably low tax drag for early retirees—especially when bond income can be sheltered in tax-deferred retirement accounts.

It has not been all peaches and cream for taxable accounts over the past few decades. Since 2013, taxable interest, dividends, and capital gains have been subject to the 3.8% Net Investment Income Tax (NIIT). However, the NIIT only applies to those with adjusted gross income (AGI) above $200,000 (single or head of household) or $250,000 (married filing jointly). As we’ll show throughout the book, even many affluent early retirees can keep AGI below those thresholds.

Could all five of these favorable factors disappear? It’s possible, but unlikely. Still, aspiring and current early retirees should stay alert to future tax law changes.


3 – Tax-Advantaged Accounts

Pre-Tax Accounts

A pre-tax (traditional) retirement account is a tax-advantaged investment account where contributions reduce taxable income, either by an exclusion from wages or as a tax deduction. Investment earnings—including capital appreciation (asset price growth), interest, dividends, and realized capital gains—are tax-deferred, meaning they are not taxable along the way. These accounts incentivize workers to save for retirement while reducing their current tax liability.

The Catch

So, if pre-tax accounts provide immediate tax savings for contributions and tax-deferred growth along the way, what’s the downside?

Contributions reduce taxes upfront, but future distributions are included in gross income and taxed at ordinary rates. The tax rules do not allow indefinite deferral of these accounts. Thus, owners must begin Required Minimum Distributions (RMDs) (based on life expectancy) from pre-tax accounts in their 70s.

There are several types of pre-tax accounts, each with its own contribution limits and rules. We highlight the most prevalent here:

Traditional 401(k), 403(b), 457(b), and Thrift Savings Plan (TSP): These employer-sponsored retirement plans allow employees to exclude contributions from taxable wages.

Solo 401(k), SEP IRA (Simplified Employee Pension IRA), and SIMPLE IRA (Savings Incentive Match Plan for Employees IRA): These retirement plans are designed for self-employed individuals and small businesses. They allow tax-deferred contributions but have different contribution and participation rules.

Traditional IRA: These Individual Retirement Accounts may allow tax-deductible contributions depending on income thresholds and workplace plan participation.

You’ll learn much more about these in the following Chapters 4 through 6.

Tax-Free Accounts

A tax-free account is an investment account where contributions are generally funded with after-tax dollars. Although contributions are not deductible in the year made, investment earnings—such as capital appreciation, interest, dividends, and realized capital gains—are tax-deferred and may be withdrawn tax-free if certain conditions are met.

There are several types of tax-free accounts, each with specific rules and limits:

Roth 401(k), 403(b), 457(b), and TSP: These employer-sponsored retirement plans allow after-tax contributions and tax-free qualified withdrawals.

Roth IRA: This Individual Retirement Account is funded with after-tax dollars (subject to income limits). The withdrawal of Roth contributions, conversions, and earnings follows specific distribution rules, covered in Chapter 4.

Health Savings Account (HSA): This account offers triple tax benefits: tax-deductible contributions, tax-deferred growth, and tax-free withdrawals for qualified medical expenses. Learn more in Chapter 22.

529 Plan: These education savings accounts offer tax-deferred growth and tax-free withdrawals for qualified education expenses. These details are explored in Chapter 33.


4 – The Basics of IRAs

The individual retirement account (IRA) was established under the Employee Retirement Income Security Act of 1974 (ERISA) and first became available to the public in 1975.

IRAs allow individuals to fund their own retirement savings independent of an employer. One of their key advantages over workplace retirement plans is flexibility—individuals can choose the financial institution and the specific investments. In today’s environment, a wide range of financial institutions offer IRAs to the public, many providing low-cost access to investments such as stocks, bonds, mutual funds, and exchange-traded funds (ETFs).

There are two types of IRAs: traditional IRAs and Roth IRAs. Each comes with its own tax advantages and disadvantages. Generally, traditional IRAs offer a potential upfront tax deduction, but withdrawals are taxable. Roths are the reverse: no upfront tax deduction, but qualified withdrawals are tax-free.

We will explore both types in more detail later in the chapter.

Purpose

Why might someone contribute to an IRA? Here are several reasons:

	To build up retirement savings. 
	To control investments and expenses by selecting the financial institution and investment options. 
	Potential tax deduction for traditional IRA contributions. 
	For low-income taxpayers, to qualify for a tax credit (available for both traditional and Roth IRA contributions). 
	To benefit from potential tax-free withdrawals from Roth IRAs. 
	To benefit from tax-deferred growth in traditional IRAs and either tax-deferred or tax-free growth in Roth IRAs (depending on when the growth is withdrawn). 
	To receive creditor protection: IRAs enjoy varying (often substantial) degrees of protection from the claims of creditors under state law, as well as significant federal bankruptcy protection. 
	To serve as a retirement home for workplace retirement plans. IRAs have a secondary function: they often become the destination for rollovers from old 401(k) plans and other qualified retirement plans. 


Investments

As an IRA owner, the world is your oyster. Dozens of financial institutions across the United States are willing to hold your IRA and offer a wide range of investment options.

IRA investments often consist of financial assets such as stocks, bonds, mutual funds, and ETFs—though other types of investments are possible.

Contributions

There are two primary types of IRA contributions:

	Annual contributions, made from current year earnings, and 
	Rollover contributions, which involve redepositing distributions from other retirement accounts—such as IRAs or qualified plans like 401(k)s—into IRAs. 


Annual Contributions

There are only three types of annual IRA contributions:

	Traditional deductible contributions 
	Traditional nondeductible contributions 
	Roth contributions 


That’s it!

Let’s briefly review the qualifications to make each type of contribution.

Traditional Deductible Contributions

A deductible traditional IRA contribution reduces adjusted gross income (AGI) on the annual tax return, lowering the taxpayer’s income tax for that year. Under current rules, the deductible contribution is reported as an Adjustment to Income on Schedule 1, Part II, which is filed alongside Form 1040.

The ability to deduct a traditional IRA contribution depends on two factors:

	Whether the individual or their spouse is covered by a workplace retirement plan, such as a 401(k), and 
	The household’s income level. 


If neither the taxpayer nor their spouse is covered by a workplace retirement plan, there is no income limit on the ability to deduct a traditional IRA contribution.

However, if the taxpayer or their spouse is covered by a workplace plan, income limits apply.

For 2025, the deduction for individuals covered by a workplace plan begins to phase out and is eliminated at the following modified adjusted gross income (MAGI) ranges:

	Single Filer: $79,000–$89,000 
	Married Filing Jointly: $126,000–$146,000 
	Married Filing Separately: $0–$10,000 


For individuals not covered by a workplace plan but married to someone who is, a separate MAGI phaseout range applies:

	Married Filing Jointly: $236,000–$246,000 
	Married Filing Separately: $0–$10,000 


In practice, many working Americans pursuing early retirement are unable to deduct traditional IRA contributions due to higher income and workplace plan coverage. As a result, they may turn to either traditional nondeductible IRA contributions or Roth IRA contributions instead.

Traditional Nondeductible Contributions

This one is simple: there is no income limit on the ability to make a nondeductible traditional IRA contribution, and it is not restricted by workplace retirement plan coverage.

In today’s environment, there are two primary reasons to make nondeductible contributions to traditional IRAs:

	Backdoor Roth IRA: This tactic—covered in more detail in Chapter 9—involves two steps. First, the taxpayer makes a nondeductible contribution to a traditional IRA. Second, shortly thereafter, the taxpayer converts the entire amount from the traditional IRA to a Roth IRA. This is typically done when income exceeds the limit for making direct Roth IRA contributions. Note that not all taxpayers have the right profile to make a Backdoor Roth IRA a desirable tactic—because of the Pro-Rata Rule. We’ll cover that later in this chapter.
  
	Holding Bonds: For taxpayers who cannot make direct Roth IRA contributions or efficiently execute a Backdoor Roth IRA, a nondeductible traditional IRA contribution may be a sensible way to hold taxable bonds or bond funds. These assets generate ordinary income in the form of interest payments. 


Holding bonds in a taxable brokerage account is inefficient from a tax perspective. Instead, holding them in a traditional IRA allows the interest to grow tax-deferred. Additionally, the nondeductible traditional IRA contribution creates basis, which can later be recovered ratably when the taxpayer withdraws money from the traditional IRA.

Traditional nondeductible contributions are reported on Form 8606, filed with the taxpayer’s annual federal income tax return.

Roth Contributions

One key factor governs the ability to make an annual contribution directly to a Roth IRA: the taxpayer’s annual MAGI. Despite these income limits, many workers still qualify to contribute each year.

For 2025, the ability to contribute to a Roth IRA begins to phase out and is eliminated at the following MAGI ranges:

	Single Filers: $150,000–$165,000 
	Married Filing Jointly: $236,000–$246,000 
	Married Filing Separately: $0–$10,000 


In Real Life: Many Americans find themselves near the Roth IRA income thresholds. Year-end bonuses, for example, can be highly variable. What should they do? We generally favor waiting until the following year to draft the federal income tax return before making the contribution. This helps clarify whether the taxpayer falls under the applicable MAGI threshold. At that point, a Roth IRA contribution for the prior year can be made (by April 15), or alternatives—such as a Backdoor Roth IRA or investing in a taxable brokerage account—can be considered.

Rollover Contributions

The second type of IRA contribution is a rollover contribution—the transfer of funds from another retirement account. For example, an employee might retire from a large company and want to roll their 401(k) to an IRA for a variety of reasons.

As a practical matter, we generally recommend structuring rollovers from workplace plans as “direct trustee-to-trustee” transfers. This means the account owner completes paperwork, but ideally never handles a check. The current institution simply transfers the funds to the receiving institution. For example, the 401(k) provider transfers the assets directly to an IRA custodian.

Another variation is when the current institution sends a check to the account owner that is payable to the new IRA custodian, rather than to the individual personally.

Cody’s Take: Moving money from a 401(k) at one custodian to an IRA at another can be an onerous process. One helpful approach is to break it into two steps:

	Request a direct rollover (via trustee-to-trustee transfer) from a 401(k) to an IRA within the same custodian (if allowed). 
	Initiate a direct IRA-to-IRA transfer to your preferred custodian. The second step is initiated by the receiving firm. 


The direct trustee-to-trustee transfer is preferred to an indirect rollover, where the owner receives a check made payable to themselves and must deposit it into the desired retirement account within 60 days. Missing the 60-day deadline could result in the amount being treated as taxable income–and, for those under age 59½, a 10% early withdrawal penalty may also apply.

Some custodians issue a rollover check made payable to the receiving custodian FBO (for the benefit of) the account owner, but mail the check to the owner. In this case, the owner should forward the check to the receiving firm to complete the transfer. A growing number of custodians now allow mobile deposits of rollover checks using their official app.

We discuss rollovers in much greater detail in Chapter 6.

Contribution Limits

Limits on Annual Contributions

As of 2025, the annual contribution limit is $7,000, or $8,000 for individuals who turn age 50 or older during the year. This additional $1,000 is called a catch-up contribution. The annual contribution limit is occasionally adjusted by the IRS to account for inflation.

To make an annual IRA contribution, the individual must have earned income—generally defined as W-2 wages or net self-employment income. For example, if a teenager earns $3,000 in W-2 income from a summer job, that’s the maximum amount they can contribute to an IRA (likely a Roth IRA), since the contribution is limited to the lesser of the annual contribution limit or earned income.

It’s also important to note that traditional IRAs and Roth IRAs share the annual contribution limit. If a taxpayer contributes $7,000 to a Roth IRA for 2025, they cannot contribute anything to a traditional IRA—and vice versa.

In Real Life: A spouse without their own wages can “borrow” earned income from their working spouse for IRA contribution purposes. For example, imagine Francisco earns $125,000 in W-2 wages in 2025, while his spouse, Ana (age 35), works inside the home and has no W-2 or self-employment income. Ana can use a portion of Francisco’s earned income to support a $7,000 contribution to a traditional or Roth IRA. While earned income is required to make IRA contributions, the contributed funds do not need to come directly from that income—spouses don’t actually need to borrow from each other.

Limits on Rollovers

None!

There are no limits on rollover contributions. If you have $10 billion in a 401(k), you can roll it over into an IRA. You don’t need earned income to do so, and your eligibility isn’t affected by whether you or your spouse are covered by a workplace retirement plan.

Contribution Deadlines

Annual IRA contributions must be made by the tax return filing deadline—typically April 15 of the following year.

There is no deadline for rollover contributions, except in the case of an indirect rollover. In that scenario, the funds must be deposited into the new retirement account within 60 days of receiving the distribution.

Traditional IRA Distributions

Distributions from traditional IRAs are generally taxable. At first glance, this sounds terrible: “Why would it make sense to hold money in a traditional IRA during retirement if everything I withdraw is going to be taxable?”

The answer lies in the combination of progressive tax rates we have in the United States and the large standard deduction. As of 2025, the standard deduction based on tax filing status is:

	Single: $15,750, plus $2,000 if turning age 65 or older during the year 
	Head of Household: $23,625, plus $2,000 age 65+ 
	Married Filing Separately: $15,750, plus $1,600 age 65+ 
	Married Filing Jointly: $31,500, plus $1,600 per spouse age 65+ 


Now, consider how traditional IRA withdrawals are taxed in retirement. Those withdrawals may first be offset by the standard deduction. Then, any remaining amount is taxed progressively—at 10%, then 12%, then 22%, and so on. It can be surprisingly difficult for even very affluent retirees to generate significant taxable income, particularly since they’re no longer commuting to work or paying W-2 payroll taxes. Many also have a paid-off home, which reduces their housing expenses.

Beyond the Scope: Some states offer partial or full exemptions for retirement plan distributions. Be sure to review your state’s unique rules.

We’ll explore the desirability of traditional retirement accounts in greater detail later in the book. For now, it suffices to say that retirement can be an excellent time to generate taxable income—often taxed at much lower rates than during one’s working years.

Early Distributions

Withdrawals from a traditional IRA before age 59½ are generally subject to both income tax and a 10% early withdrawal penalty. If you’re like Sean and live in California, you can tack on an additional 2.5% state early withdrawal penalty. Ouch!

At first, this seems daunting: “Have I locked up my money until age 59½ by putting it in a traditional IRA?” Hardly. There are several ways to access traditional IRA funds before age 59½ without incurring the 10% early withdrawal penalty. We’ll explore those exceptions in more detail later in the book.

Required Minimum Distributions

Tax deferral is a great party. You invest in growing assets within a traditional IRA, and as long as you don’t withdraw the money, the interest, dividends, and capital gains generated inside the account aren’t taxed.

But tax deferral that never ends becomes tax avoidance. To prevent this, retirement account rules require owners to begin withdrawing money from traditional IRAs through required minimum distributions (RMDs).

RMDs are determined based on two factors:

	A life expectancy factor from the IRS Uniform Lifetime Table, based on the owner’s birthday age for the year. 
	The traditional retirement account balance as of the end of the prior year. 


For those born from 1951 through 1959, RMDs begin in the year the account owner turns age 73. With the exception of the first RMD, which can be delayed until April 1 of the following year, all subsequent RMDs must be taken by December 31 each year.

For example, let’s say Igor has $2,000,000 in a traditional IRA on December 31, 2024, and turns 73 on July 13, 2025. To calculate his 2025 RMD, he divides $2,000,000 by 26.5—the factor for age 73 from the IRS Uniform Lifetime Table (Publication 590-B). Igor’s first RMD is $75,472, and he must withdraw it by April 1, 2026.

In 2026, let’s say Igor’s traditional IRA balance on December 31, 2025, is $2,100,000. He turns 74 that year, so he uses the 25.5 life expectancy factor. His 2026 RMD is $82,353, and he must withdraw it by December 31, 2026.

People often worry about RMDs, but they typically require modest distributions—especially considering the account owner’s age. That’s because the Uniform Lifetime Table assumes the account owner has a beneficiary who is 10 years younger and calculates a joint life expectancy, resulting in relatively low required withdrawal rates.

If we take Igor’s age, 73, and add it to his life expectancy factor of 26.5, we might believe the IRS expects Igor to live to age 99.5. But that’s not the case—the IRS expects the combined life expectancy for Igor and a beneficiary 10 years younger to extend to age 99.5.

This turns out to be highly beneficial for married couples. Suppose Jack and Erica are married and turn 82 and 76, respectively, in 2025. Jack uses an RMD factor of 18.5, and Erica uses 23.7—both benefiting from assuming a beneficiary 10 years younger. If Jack passes away in 2026 and names Erica as the sole beneficiary, she can treat his IRA as her own. From 2026 onward, the RMDs on Jack’s former IRA will be based on Erica’s age. At age 77, Erica’s 2026 RMD factor would be 22.9.

We’ll explore how RMDs impact planning in more detail in Chapter 15.

Extra Credit: An account owner’s first RMD is due by April 1 of the year following the year the account owner reaches RMD age. However, delaying the first RMD means taking two RMDs in a single tax year, which may not be desirable.

Sean’s Take: Congress has managed to make a mess of the RMD beginning date rules. Under SECURE 2.0, enacted in December 2022, RMDs start at age 73 for those born from 1951 through 1959 and start at age 75 for those born January 1, 1960 or later. However, in my opinion, which I expressed in a comment letter to the IRS and Treasury, there is doubt about the validity of SECURE 2.0. If it were to be overturned, RMDs would start at age 72 for everyone without further Congressional action. While this seems messy, earlier RMDs would not meaningfully impact the vast majority of Americans’ financial success in retirement.

Account Aggregation

Now is a good time to introduce an important IRA concept: account aggregation. The tax rules, generally speaking, treat all of your traditional IRAs (including traditional SEP IRAs and traditional SIMPLE IRAs) as a single traditional IRA. Likewise, all of your Roth IRAs are treated as a single Roth IRA.

This is generally a taxpayer-friendly rule. In the context of traditional IRAs, it means you have flexibility in how you satisfy RMDs.

For example, say Peter has two traditional IRAs. One was worth $300,000 on December 31, 2024, and the other was worth $1,700,000 on the same date. If Peter turns age 76 during 2025, his RMD life expectancy factor is 23.7. His RMD from the first account is $12,658 ($300,000 ÷ 23.7), and his RMD from the second account is $71,730 ($1,700,000 ÷ 23.7), for a total RMD of $84,388. Peter is allowed to withdraw this amount from either or both traditional IRAs in any proportion he chooses. He could take the full amount from one account, split it evenly, or take any other combination—since the tax rules aggregate these two traditional IRAs into a single traditional IRA.

Basis Recovery

Remember those nondeductible traditional IRA distributions? They create what is known as basis in the traditional IRA.

Basis in a traditional IRA is a good thing—at least to an extent. It means that a portion of distributions from the traditional IRA will not be taxable, since that part represents a return of after-tax dollars. That said, basis is hurt by inflation.

For example, say Tammy made $30,000 of nondeductible traditional IRA contributions during her working career. In retirement, she will gradually recover that basis when she takes withdrawals from her traditional IRA. But due to inflation, that $30,000 won’t go as far as it once did—and there’s no mechanism to adjust basis for inflation.

Basis is recovered under the Pro-Rata Rule. Let’s say Tammy distributes $40,000 from her traditional IRA this year. At the end of the year, it is worth $200,000, and she had $30,000 of basis going into the year.

Under the Pro-Rata Rule, Tammy must allocate a percentage of the basis to the $40,000 distribution. To calculate the tax-free portion of her withdrawal, Tammy divides the $40,000 distribution by the total of the year-end balance plus the distribution—$240,000 in total. $40,000 divided by $240,000 is 16.67%. She multiplies 16.67% times the $30,000 of basis and gets $5,000.

So, of Tammy’s $40,000 distribution, $5,000 is a tax-free return of basis, and $35,000 is taxable. Her remaining basis going into the next year is $25,000.

Basis calculations are done individually—spouses’ IRAs are not combined for purposes of calculating the Pro-Rata Rule. Each spouse tracks and recovers their own basis separately.

Income Tax Withholding

The default federal income tax withholding rate on traditional IRA distributions is 10%. However, the account owner may elect a different withholding percentage if desired—though some custodians cap withholding at 99% due to internal policies.

It turns out that IRA withholding is a convenient and effective way to pay taxes in retirement for those at least age 59½. IRA withholding is treated as if it occurred evenly throughout the year, regardless of when the distribution actually takes place. In contrast, estimated tax payments are due quarterly and are credited based on the actual payment period. Many retirees may consider using their traditional IRAs to pay federal and state income taxes by taking a late-year distribution and electing a high withholding percentage. This allows more time for the funds to remain invested and under the owner’s control.

For those under age 59½, IRA withholding is not recommended—unless the distribution qualifies for a penalty exception (such as through a 72(t) payment plan). We explore these exceptions in detail in Chapter 12.

An inherited IRA can also be a great vehicle for paying federal and state income taxes in retirement. This holds true even if the inherited IRA beneficiary is under age 59½, since the 10% early withdrawal penalty never applies to inherited IRA distributions. We cover this in more detail in Chapter 14.

Roth IRA Distributions

Qualified Distributions

A qualified distribution from a Roth IRA is tax-free.

How does an account owner qualify to take a qualified distribution? In most cases, two requirements must be met:

	The account owner is age 59½ or older at the time of the distribution, and 
	The owner has established (opened and funded) any Roth IRA at least five years prior to the distribution. 


If both conditions are satisfied, any Roth IRA distribution to the account owner is a qualified distribution—and therefore entirely tax- and penalty-free.

Nonqualified Distributions

If a Roth IRA distribution is not a qualified distribution, how is it taxed? In most cases, very favorably to the owner. Let’s take a closer look.

The tax rules say a Roth IRA is composed of three layers:

	Annual contributions 
	Roth conversions (distributed on a first-in, first-out basis) 
	Earnings 


When a nonqualified distribution occurs, these layers are distributed in order. Only after the entirety of a layer has been distributed can the next layer be distributed.

The first layer, annual contributions, is always withdrawn tax- and penalty-free, at any time for any reason! There’s no age or holding period requirement to access your regular contributions.

And don’t forget about Roth IRA account aggregation. For example, if someone contributes to a Roth IRA at Schwab for three years and then to a Roth IRA at Fidelity for the next three years, they now have six years of annual contributions that can be withdrawn from either account (or both) at any time for any reason.

The second layer is Roth conversions. These also come out tax-free. However, if the conversion is less than five years old and the account owner is under age 59½, the distribution may be subject to the 10% early withdrawal penalty.

The third and final layer is earnings. They are subject to income tax if withdrawn before the distribution becomes qualified. They may also be subject to the 10% early withdrawal penalty if the owner is under age 59½ at the time of the distribution, though exceptions may apply.

These layers matter, but they become entirely academic once the owner turns 59½ and has held any funded Roth IRA for at least five years. At that point, all distributions are qualified, and no further analysis is needed.

Nonqualified distributions from Roth IRAs are reported on Form 8606, Part III.

Extra Credit: The 5-year rules are based on tax years, not calendar years. For example:

	If someone completes a Roth conversion on December 31, 2025, its 5-year clock for taxable Roth conversions starts on January 1, 2025. 
	If someone opens and funds their first Roth IRA on the April 15, 2025 deadline for the prior tax year, their 5-year clock for Roth earnings starts on January 1, 2024. 


Required Minimum Distributions

None!

There are no RMDs from a Roth IRA during the owner’s lifetime.

Under current rules, RMDs do not apply to Roth IRAs except in the case of certain inherited Roth IRAs. We will cover inherited retirement accounts later in the book.

Roth Conversions

Amounts inside a traditional IRA can be converted to a Roth IRA—but not the other way around. Once funds are in a Roth IRA, they cannot be converted to a traditional IRA.

Tax-deferred amounts converted from a traditional IRA to a Roth IRA are taxable as ordinary income in the year of the conversion.

Having the option to convert has tremendous benefits. For example, many early retirees experience several years of relatively low taxable income. Those years may present an ideal opportunity to create taxable income at low rates—potentially even against the standard deduction!

We will cover Roth conversions in much more detail later in the book. For now, understand that the ability to convert to a Roth IRA can be a beneficial planning tactic.

Note that there are no income or other restrictions on the ability to do Roth conversions.

Inherited IRAs

We will also cover inherited retirement accounts later in the book. For now, it’s important to understand the value of having a beneficiary designation form on file that clearly reflects your wishes for who should inherit the account. From a tax perspective, spouses are generally the most favored beneficiaries. In many cases, it makes the most sense to name a spouse as the 100% primary beneficiary of the IRA.

Key Differences from Qualified Plans

IRAs share similarities with qualified plans, but there are also important differences.

Both IRAs and qualified plans allow for tax-efficient retirement savings that offer some level of creditor protection.

One advantage of IRAs is that the account owner controls which financial institution holds the account and which investments are available. IRAs also tend to be more user-friendly regarding distributions, since the financial institution works directly with the account owner—not through an employer, as is the case with qualified plans.

However, IRAs have much lower annual contribution limits. In addition, the account owner’s annual MAGI affects their ability to deduct traditional IRA contributions or make Roth IRA contributions. In contrast, income usually does not limit the ability to make pre-tax, after-tax, or Roth contributions to qualified plans.

It’s important to remember that contributing to an IRA and contributing to a qualified plan are not mutually exclusive. Each is a valuable tool in the toolbox for workers striving to get to and through early retirement. As you’ll see, both IRAs and qualified plans play significant roles in the Compelling Three tactics reiterated throughout this book.

Lastly, as a practical matter, many qualified plan accounts are eventually rolled into IRAs. This can make sense for a variety of reasons, including the ability to choose the financial institution and investments, as well as greater flexibility and ease of use when it comes to taking withdrawals.


5 – The Basics of 401(k)s and Other Qualified Plans

Workplace retirement plans—which we will refer to as qualified plans—have a long history. The most popular qualified plan today, the 401(k), was created by legislation in 1978 and became available to employees in 1980.

Qualified plans come in two main flavors. Defined benefit plans—the classic pension plans—guarantee a specific retirement benefit in retirement, typically based on salary and years of service. These plans have declined in popularity and are often of modest value to those pursuing early retirement, as they usually require long tenures to earn substantial benefits.

This book focuses on defined contribution plans, which are now the more common type of qualified plan. These include 401(k)s, 403(b)s, and 457(b)s. The Thrift Savings Plan (TSP) is the federal government’s version of a 401(k). While other qualified plans exist, these “numbered” plans are the most widespread. Their names reflect their location in the Internal Revenue Code.

Qualified plans allow employees to invest in a selection of investment options chosen by the employer. They provide employers with tax deductions and offer a tax-favored way to compensate employees. For employees, these plans are a powerful tool for building retirement savings while reducing tax liability during working years.

Qualified Plan Tax Types

Qualified plans can include both traditional and Roth components. Each offers its own distinct tax advantages and trade-offs. Generally speaking, traditional qualified plans provide an upfront tax benefit—contributions are excluded from taxable income—but withdrawals are fully taxable. Roths are the flip: there’s no upfront tax break, but qualified withdrawals are received tax-free.

We’ll explore these two types in more detail later in the chapter.

Purpose

Why would someone contribute to a qualified plan? Here are several reasons:

	To build up retirement savings. 
	To reduce current taxes through traditional pre-tax contributions. 
	For low-income taxpayers, the potential to qualify for a tax credit (for both traditional and Roth contributions). 
	To enable tax-free withdrawals from Roth qualified plans, if done correctly. 
	To benefit from tax-deferred growth in traditional qualified plans—or tax-deferred or tax-free growth in Roth plans, depending on the time of withdrawals. 
	To receive creditor protection—generally speaking, qualified plans governed by ERISA enjoy significant protection. 


Investments

Employees can invest their contributions in a menu of investment options offered by the employer. These menus vary, and many employers partner with a financial institution to provide a selection of 10 to 30 mutual funds.

It works a bit like a restaurant: the kitchen designs the menu, and the patron chooses what to order. In a qualified plan, the employer designs the investment menu, and the employee decides which options to invest in from that list.

Contributions

There are several types of contributions to qualified plans. Unless otherwise noted, each contribution has both traditional and Roth versions. While not all employers offer the Roth option, we’ve found that an increasing number of 401(k), 403(b), and governmental 457(b) plans now offer both. The TSP— the federal government’s qualified plan—also includes both traditional and Roth options.

Not all plans allow every type of contribution listed below. To confirm what’s available, refer to the plan’s Summary Plan Description (SPD), usually provided as a PDF file.

Employee Deferral Contributions

These are contributions employees make to a qualified plan through payroll deductions. They’re called deferral contributions—whether traditional or Roth—because the employee chooses to defer receiving a portion of their wages, directing it instead to their 401(k) or other qualified plan account.

As of 2025, the contribution limit for employee deferrals is $23,500. This limit applies to the combined total of traditional and Roth employee deferral contributions. Employees can allocate that amount in any mix between traditional and Roth, up to the $23,500 limit. The IRS adjusts this limit annually for inflation.

Naturally, there’s one more constraint: W-2 income. You can’t defer income into a qualified plan if you didn’t earn it.

Catch-Up Contributions

Employees who turn age 50 or older during the calendar year are eligible to make additional employee deferral contributions, known as catch-up contributions. As of 2025, the catch-up contribution limit is $7,500. This means that individuals turning 50 or older in 2025 can contribute up to $31,000 in total employee deferrals for the year.

SECURE 2.0 introduced two notable updates to catch-up rules. First, individuals ages 60 through 63 can make an additional annual catch-up contribution of $3,750 (2025 amount). Second, starting in 2026, employees age 50 and older with prior-year W-2 income above a certain threshold (from the same employer) will be required to make all catch-up contributions as Roth contributions.

Tax Treatment

Traditional employee deferral contributions are generally excluded from taxable income. While this exclusion is different from a tax deduction, the effect is essentially the same. People often refer to these contributions as deductions, which is correct in principle but not technically precise.

However, traditional employee deferrals are not excluded from income for payroll tax purposes—known as FICA taxes.

An example helps clarify these concepts:

Evan earns a $120,000 W-2 salary. During the year, he contributes $20,000 to his traditional 401(k) through payroll deductions. As a result, Box 1 of his W-2 will show $100,000 of taxable income ($120,000 minus $20,000), which is what he’ll report on his income tax return. He doesn’t need to claim a deduction—the $20,000 was already excluded from his taxable wages.

However, Evan still pays FICA taxes on the full $120,000, which will appear in Boxes 3 and 5 of his W-2.

Now, let’s assume Evan instead contributes $20,000 to a Roth 401(k). In that case, his full $120,000 salary will be reported as taxable income in Boxes 1, 3, and 5 of his W-2—because Roth contributions are not excluded from taxable income.

Employer Contributions

Employers can contribute to 401(k)s and other qualified plans in several ways: matching contributions, nondiscretionary contributions, and discretionary contributions (often called profit-sharing contributions).

In our experience, matching contributions are the most common. These are typically structured as a percentage of employee contributions, up to a certain percentage of salary. For example: Jason works at Pundit Publishing and earns a $100,000 W-2 salary. Pundit’s 401(k) plan offers a 50% match on contributions up to 6% of salary. If Jason contributes 6% of his salary ($6,000), he’ll receive a $3,000 employer match. He’d be wise to contribute at least that amount to take full advantage of the match.

Subject to vesting, employer matching contributions offer an essentially guaranteed, instantaneous return on investment—hard to pass up if you’re aiming for early (or any) retirement.

Cody’s Take: A 4% employer match equals more than two weeks of additional pay in the current year. Over multiple decades, that portion could compound into months or even years of retirement income!

Some qualified plans offer nondiscretionary contributions. For instance, a plan might provide that the employer contributes 1% of salary annually, regardless of whether the employee contributes. In Jason’s case, that would mean a $1,000 employer contribution.

Some plans include discretionary employer contributions, often referred to as profit-sharing contributions. These allow employers to contribute additional funds—often during strong economic years—as a way to reward and retain employees.

Tax Treatment

Traditional employer contributions are excluded from income for both income tax and FICA (payroll tax) purposes. Continuing with Evan as our example:

Suppose Evan earns $120,000 in W-2 wages, contributes $20,000 to a traditional 401(k) through employee deferrals, and his employer contributes $5,000 to his traditional 401(k) during the year.

	Box 1 of Evan’s W-2 will show $100,000 of taxable income for income tax purposes. Both the $20,000 of traditional employee deferral contributions and the $5,000 of employer contributions are excluded from Box 1. 
	Boxes 3 and 5 will show $120,000 of wages for FICA tax purposes. The $20,000 of employee deferral contributions are not excluded from FICA wages, but the $5,000 of employer contributions are excluded from FICA wages. 


Under SECURE 2.0, employers may now make Roth contributions. These are included in the employee’s income for federal income tax purposes but are still excluded from income for FICA tax purposes.

Vesting

Employers want to attract and retain talent—and they don’t want employees leaving shortly after joining. One way to encourage retention is by subjecting employer contributions (and their associated growth) to a vesting schedule.

The basic idea: to keep the full value of employer contributions and investment growth, the employee must stay with the company for a certain period. Vesting is often gradual over time (e.g., 20% per year over five years), though some plans use a three-year cliff vesting schedule, where the employee becomes 100% vested all at once after three years of service.

Some employers offer immediate vesting, meaning all employer contributions and growth are fully vested from the start.

In our view, workers should understand how vesting works in their plan—but in most cases, it’s not a major planning consideration. Why? Because many employer matching programs are based on modest salary percentages—typically 4%, 5%, or 6%. Those seriously planning for early retirement usually contribute well beyond the match amount, regardless of the vesting schedule.

Note: Employee deferral contributions, after-tax contributions, and rollover contributions are generally not subject to vesting. Vesting also doesn’t apply to retirement plans for self-employed individuals, such as Solo 401(k)s.

Forfeitures

When employees leave before becoming fully vested, they may forfeit unvested amounts in their qualified plan. So, what happens to that money?

It depends on the plan’s rules. In some cases, forfeited amounts are used to help pay plan expenses. In others, they may be reallocated as employer contributions to the accounts of remaining employees.

Forfeitures allocated to a traditional retirement account are not currently taxable to the receiving employee and are not subject to FICA taxes.

After-Tax Contributions

After-tax contributions are another form of employee contribution. Before we dive in, it’s important to note that many 401(k) and other qualified plans do not offer after-tax contributions, making this section more academic for many readers.

After-tax contributions have only one tax treatment and can only be made to one type of account.

First, the tax treatment: they are not excluded from taxable income for either income tax or FICA tax purposes.

Second, the account type: they can only be made to traditional accounts. After-tax contributions cannot be made directly to Roth accounts.

At first glance, you might ask, “Why would I contribute to a traditional account if I don’t get an upfront tax exclusion?”

The answer lies in a powerful planning tactic: the Mega Backdoor Roth.

This is a two-step process:

	The employee makes an after-tax contribution to the traditional 401(k) (or similar qualified plan). 
	That contribution is then quickly converted—either via an in-plan Roth conversion to a Roth 401(k) or, in some cases, through an in-service rollover to a Roth IRA. 


This allows money that would otherwise be invested in a taxable brokerage account to be moved into a Roth account—where it can grow tax-free.

Example: Melvin contributes $23,500 in employee deferrals to his traditional 401(k) in 2025. In addition, every pay period (24 total), he contributes $500 in after-tax dollars to his 401(k), totaling $12,000 for the year. Shortly after each $500 contribution, he converts it to his Roth 401(k). Melvin incurs no material additional income tax for this strategy, though he will receive a Form 1099-R. On his tax return, he reports the gross amount of conversions (approximately $12,000) on Line 5a of Form 1040 and $0 (or close to it) on Line 5b. His after-tax contributions create basis, which he immediately uses to avoid tax on the Roth conversions.

You might be thinking, “That sounds too good to be true.” Fortunately, IRS Notice 2014-54 explicitly permits the Mega Backdoor Roth.

Some employers offer a 401(a) qualified plan with after-tax contributions. These may not be readily convertible to a Roth account during employment—unless the plan has a Roth feature and permits in-plan Roth conversions. However, when the employee leaves or retires, the after-tax contributions can be rolled directly to a Roth IRA. Notice 2014-54 allows a qualified plan owner with basis from after-tax contributions to roll only the basis in a traditional qualified plan directly to a Roth IRA and everything else to a traditional IRA.

Example: Teresa participates in a 401(a) plan that allows her to contribute 4% of her salary after-tax. At retirement, her account is worth $500,000, of which $150,000 represents her after-tax contributions. Teresa can roll the $150,000 after-tax amount directly to a Roth IRA and the $350,000 pre-tax portion to a traditional IRA—both without triggering current-year taxes. This is generally the best use of her after-tax basis, as it moves the funds into a Roth IRA where they can grow tax-free for the rest of Teresa’s life, and possibly beyond for her beneficiaries.

Incoming Rollover Contributions

These are contributions from another qualified plan or retirement account. For example, an employee who leaves one employer might choose to roll over their old 401(k) into their new employer’s 401(k).

As discussed in Chapter 4, we generally recommend structuring rollovers as “direct trustee-to-trustee” transfers. In this process, the account owner completes paperwork but never receives a check. The current institution transfers the money directly to the receiving institution. This helps avoid issues with the 60-day rule for indirect rollovers. If the account owner receives a check made payable to themselves, they must deposit it into a retirement account within 60 days to avoid taxes and a potential 10% early withdrawal penalty.

And here’s a quirky rule: Roth IRAs cannot be transferred into Roth 401(k)s or other Roth qualified plans. Don’t ask us—we didn’t make the rule.

Contribution Limits

Employee Deferrals

As mentioned, the employee deferral limit is $23,500 in 2025. Catch-up contributions are limited to $7,500 for those age 50 and older by the end of the year. Additionally, individuals ages 60 to 63 can make an extra catch-up contribution of up to $3,750 (2025 amount). These limits are adjusted annually for inflation by the IRS.

It’s important to note that this limit is per person, not per plan. For example, Jacob, age 40, works for Evergray Industries from January through June 2025 and contributes $15,000 to Evergray’s 401(k). In July, he begins working for Horizon Technologies. For the remainder of 2025, Jacob can contribute up to $8,500 to the Horizon 401(k), staying within the $23,500 annual limit.

The employee deferral limit is shared across 401(k) plans, 403(b) plans, and the Thrift Savings Plan (TSP). However, it is not shared with 457(b) plans, which have their own separate deferral limit. This means individuals with access to a 457(b) can effectively double up—maxing out their 401(k) or 403(b) and contributing the full amount to a 457(b).

All Additions

All contributions to an employer’s qualified plans are subject to an annual limit. This is often referred to as the “415(c) limit,” named after the section of the Internal Revenue Code where it appears. We’ll refer to it simply as the “all additions limit.”

The all additions limit applies to the total of employee deferrals, employer contributions, after-tax contributions, and forfeitures. That total cannot exceed the lesser of (1) the employee’s W-2 income from the employer or (2) $70,000 in 2025. This amount is adjusted annually for inflation. For individuals age 50 or older, allowable catch-up contributions are added on top of the all additions limit.

Importantly, the all additions limit applies per employer, per person—not just per person. Returning to Jacob’s example above, his all additions limit in the Evergray Industries 401(k) is $70,000, and his limit in the Horizon Technologies 401(k) is also $70,000—assuming he earned at least $70,000 of W-2 income from each employer.

In practice, the all additions limit is irrelevant for many workers. However, it becomes relevant in two situations:

1.      Mega Backdoor Roths – where the limit restricts how much can be contributed via after-tax dollars.

2.      Self-employed retirement plans – such as the Solo 401(k), where the business owner is responsible for both employee and employer contributions.

For W-2 employees in plans that do not offer after-tax contributions, the all additions limit rarely comes into play, as typical employer matches combined with employee deferrals don’t come close to the limit.

The all additions limit applies to all defined contribution plans offered by the employer. For example, earlier in his career, Sean worked for an employer that offered two defined contribution plans: a 401(k) with a match and a separate employer-funded plan. The all additions limit applied to the combined total of his employee deferrals, employer match, and the contributions to the separate plan.

Reminder: Rollover contributions do not count toward either the employee deferral limit or the all additions limit—they are unlimited.

Contribution Deadlines

W-2 employees only need to worry about one deadline: year-end. For an employee deferral contribution to count for a given year, it must be made during that calendar year. For example, to “max out” employee deferral contributions for 2025, they must occur no later than December 31, 2025. Any contributions made in January 2026 will count toward the 2026 employee deferral limit.

Employers can make employer contributions for the year up to their tax return filing deadline, including extensions.

Traditional Qualified Plan Distributions

Qualified Plans Often Retire to IRAs

Before diving into how distributions work from a 401(k) or other qualified plan, we must acknowledge the reality: in many cases, retirees never take withdrawals for living expenses directly from a qualified plan.

Why?

Because many retirees choose to transfer old 401(k)s and other qualified plans into IRAs. From a distribution standpoint, IRAs are generally much easier to use than employer-sponsored plans. IRAs aren’t subject to the distribution restrictions that qualified plans may impose. Plus, IRA owners get to choose their financial institution and aren’t limited to an employer-selected investment menu.

We’ll cover the pros and cons of moving money between retirement accounts in much more detail in Chapter 6.

Retirement Distributions Prior to Age 59½

The distribution rules for traditional qualified plans are similar to those for traditional IRAs, as discussed in Chapter 4. Withdrawals made before the account owner reaches age 59½ are generally subject to income tax and may incur a 10% early withdrawal penalty.

If you’re like Sean and live in California, you can tack on an additional 2.5% state early withdrawal penalty. Ouch!

Rule of 55 Distributions

There are several exceptions to the early withdrawal penalty, and one of the most notable for 401(k)s and other qualified plans is the Rule of 55. This rule allows penalty-free distributions from a former employer’s plan if the distribution occurs after a separation from service—and that separation happened during or after the calendar year in which the employee turned 55.

The Rule of 55 is a valuable exception because it’s relatively flexible. There’s no limit on the number of distributions that can qualify, and no minimum or maximum distribution amounts are required.

However, there are two important caveats:

1.      Plan design matters. Not all plans offer user-friendly partial distributions before age 59½. Employers aren’t required to allow partial withdrawals for early retirees—even if those distributions would qualify for the Rule of 55 exception.
 

2.      Rolling to an IRA disqualifies it. Rolling an employer’s plan into an IRA loses the ability to use the Rule of 55. To benefit from this exception, the funds must remain in the employer’s qualified plan until either the account owner reaches age 59½ or no longer needs access under the Rule of 55.

We’ll explore additional ways to access qualified plans before age 59½ without incurring the early withdrawal penalty in much more detail later in Chapter 12.

Plan Rules

Depending on the plan’s rules, it may be difficult to take a partial distribution from a qualified plan before age 59½—especially while still employed by the sponsoring employer. However, in most cases, employees will want to avoid taking in-service distributions from qualified plans during their working years.

Each qualified plan’s SPD should outline the plan’s specific distribution rules.

Distributions At or After Age 59½

Distributions from traditional qualified plans are generally included in taxable income. As discussed in Chapter 4, this isn’t as bad as it might sound—many retirees will find their taxable income is lower in retirement than it was during their working years.

We’ll explore the benefits and strategic use of traditional retirement accounts in much more detail later in the book.

Income Tax Withholding

One disadvantage of traditional qualified plans is that distributions—including those taken under the Rule of 55—are subject to mandatory 20% federal income tax withholding. The account owner can elect to withhold more, but not less. This 20% withholding applies regardless of the account owner’s age.

However, this withholding can be avoided by rolling the funds over directly—via a trustee-to-trustee transfer—to an IRA or another retirement plan.

This mandatory withholding is one reason many retirees choose to roll qualified plan balances to IRAs, which are not subject to mandatory withholding rules. But as a reminder: rolling those funds into an IRA eliminates their access to the Rule of 55. Measure twice before moving money around!

Required Minimum Distributions

We discussed RMDs in Chapter 4. The RMD rules also apply to qualified plans. However, unlike IRAs, qualified plans are generally not aggregated for RMD purposes.

For example, if Sam has a 401(k) at Indy Industries with a $40,000 RMD this year, and another 401(k) at JKL Industries with a $30,000 RMD, he cannot simply take $70,000 from the Indy 401(k) to satisfy his RMDs. Doing so would leave him $30,000 short. He must take at least $40,000 from the Indy 401(k) and at least $30,000 from the JKL 401(k).

This issue can be resolved by rolling 401(k) balances into IRAs. Once the funds are in IRAs, they benefit from the IRA aggregation rules, which allow RMDs to be taken from any one (or more) of the owner’s traditional IRAs.

Extra Credit: 403(b) plans are not aggregated with other qualified plans, but they can be aggregated with the owner’s other 403(b) plans for RMD purposes.

Roth Qualified Plan Distributions

Roth Qualified Plans Often Retire to Roth IRAs

As discussed earlier, IRAs—including Roth IRAs—often offer greater investment flexibility and easier access to funds than qualified plans. For this reason, many Roth 401(k)s and similar plans eventually “retire” into Roth IRAs.

As covered in Chapter 4, Roth IRA distribution rules—including the treatment of nonqualified distributions—tend to be very taxpayer-friendly. This is yet another reason an early retiree might consider transferring a Roth 401(k) or other Roth qualified plan to a Roth IRA.

Qualified Distributions

A qualified distribution from a Roth 401(k) or other Roth qualified plan account is entirely tax-free.

How does an account owner qualify for such a distribution? In most cases, two conditions must be met:

	The owner is at least age 59½ at the time of the distribution. 
	The Roth qualified plan account has been open for at least five years at the time of the distribution. 


If both tests are satisfied, the analysis is complete: any Roth qualified plan distribution to the account owner is entirely tax- and penalty-free.

Nonqualified Distributions

If a Roth qualified distribution is not a qualified distribution, how is it taxed?

The key rule to remember is what Ed Slott calls the “cream-in-the-coffee” rule: each nonqualified distribution is a mix of contributions (the coffee) and earnings (the cream). The portion of each is determined based on the ratio of contributions to total account value at the time of distribution.

The recovery of the Roth contribution portion is tax-free. Great! But the distribution of the earnings portion is not so great—it’s subject to both ordinary income tax and a 10% early withdrawal penalty.

Example: Nicole, age 53, lives in California and takes a $10,000 distribution from her Roth 401(k). At the time of the distribution, she had previously made $50,000 in contributions, and the account was worth $80,000. That means $6,250 of the $10,000 distribution is a tax-free return of contributions, and $3,750 is earnings—subject to ordinary income tax, the 10% federal early withdrawal penalty, and California’s additional 2.5% penalty. Note that a penalty exception may apply.

Here’s how the taxable portion is calculated:

Earnings: $30,000
Total Account Value: $80,000
Distribution: $10,000
Taxable Portion: ($30,000 ÷ $80,000) × $10,000 = $3,750

Since the earnings portion of a nonqualified distribution can be hit with both income tax and penalties, anyone considering accessing a Roth 401(k) before age 59½ may want to consider transferring the Roth 401(k) to a Roth IRA.

In that case, the contributions, called investment in the contract, are treated as basis. Under Roth IRA rules, nonqualified distributions always pull from contributions first, making early Roth access more flexible and potentially penalty-free.

Required Minimum Distributions

SECURE 2.0 removed the requirement for account owners to take RMDs from Roth qualified plans.
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