Rollovers to Roth IRAs Are
Complicated by Substanceover-Form Doctrines
By Vorris J. Blankenship

Vorris J. Blankenship examines how the
judicially created “substance-over-form”
doctrines can impact rollovers to Roth IRAs.
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seek to minimize the tax on “taxable qualified rollover contributions” (TQR
contributions). A taxpayer may make a TQR contribution to a Roth IRA from
a traditional IRA or from a qualified retirement plan, tax-deferred annuity or
eligible state/local government plan (for convenience, hereafter “qualified plans”).
Also subject to attack under substance-over-form doctrines are TQR contributions made in conjunction with the purchase of qualifying longevity annuity
contracts (QLACs). Perhaps most vulnerable of all are TQR contributions to a
Roth IRA of a taxpayer’s previous contributions to a traditional IRA, if made to
avoid limitations on a taxpayer’s direct contributions to a Roth IRA (so-called
“back door” Roth contributions).
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The U.S. Supreme Court held long ago in E.F. Gregory that the IRS may look
through the form of a tax-motivated transaction and treat it for tax purposes in
accordance with its substance (the substance-over-form doctrine).1 The lower
courts have used and developed the doctrine extensively. Over the years, the courts
have splintered the doctrine into a number of subsidiary doctrines. Unfortunately
though, the distinctions between these subsidiary doctrines are often unclear and
the doctrines tend to overlap.
The “sham transaction doctrine” generally targets purported transactions
that never actually occurred, as well as actual transactions without substance.2
The “step transaction doctrine” allows the collapse of a series of steps into a
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single transaction.3 The “business purpose doctrine” looks
through transactions that do not have a business purpose.4
The “economic substance doctrine” attacks transactions
that lack economic reality and business purpose. The
economic substance doctrine often appears to overlap the
business purpose and sham transaction doctrines.5

Judicially created “substance-overform” doctrines can undermine some
rollovers to Roth IRAs.
The IRS would almost certainly use the step transaction
doctrine to attack problematic retirement plan rollovers,
and combinations of such rollovers. Problematic rollovers
are particularly susceptible to step transaction analysis
since they generally use a series of tax-motivated steps
to achieve desired tax results. Even if those steps should
have some kind of business purpose (doubtful), business
purpose is generally irrelevant to application of the step
transaction
doctrine.6
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The IRS is also unlikely to invoke the economic substance
doctrine. Congress, the IRS and the courts have all indicated
the doctrine is reserved for the most egregious types of cases.8
The IRS has even enumerated the factors it will consider
before invoking the doctrine. The enumerated factors that
militate against its use include situations where it is more
appropriate to invoke the step transaction doctrine. The
IRS also discourages its use in situations involving statutory
elections subject to detailed statutory and regulatory requirements (as with retirement plan rollovers).9
Consequently, almost by default, the IRS and the courts
can be expected to attempt to apply the step transaction
doctrine to problematic rollovers. They will consider applying the doctrine if any one of the following three tests
is satisfied:
1. Under the “end result” test, a court may treat as a
single transaction any series of steps meant at the
outset to achieve a particular end result.10
2. Under the “mutual interdependence” test, a court may
collapse the steps if they are so interdependent that
individual steps would be pointless without completion of the steps.11
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3. Under the “binding commitment” test (generally applicable to multi-year steps), a court may collapse the
transaction if, when the first step is taken, there is a
binding commitment to complete the series of steps.12
The binding commitment test will rarely apply since
a taxpayer normally has complete discretion to roll over
funds to or from his or her own retirement plans and
IRAs. The mutual interdependence test will also rarely
apply since interim steps that are rollovers to plans or
IRAs normally have some independent significance.13
That is, the recipient plan or IRA will usually have different provisions, governance and management than the
transferring plan or IRA. However, the end result test may
apply, depending on the circumstances.
There is, nevertheless, one additional consideration
of overriding importance. All the substance-over-form
doctrines (including the step transaction doctrine) are
intended to assure that the congressional purpose for
legislation is actually achieved, and is not frustrated by
tax-motivated schemes that merely comply with the literal
letter of the law.14 The self-evident corollary is that those
doctrines should not override taxpayer transactions that
Congress intended to permit.15 Thus, congressional intent
to allow a particular type
y of tax-motivated transaction
should be a complete
defense against IRS substance-overmplete de
arguments.
form
m argu
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Before 2008, taxable qualified rollover contributions
(TQR contributions) could be made to a Roth IRA
only from traditional IRAs. However, it did not matter
that the TQR contribution included funds previously
rolled over to the traditional IRA from a qualified plan.
Nor did it matter that the TQR contribution occurred
immediately after the rollover from the qualified plan
to the traditional IRA.17
The IRS has never attempted to subject these two steps
to analysis under the step transaction doctrine. The IRS
forbearance is almost certainly due to its belief that the
steps are consistent with the underlying congressional
purpose of encouraging taxable transfers to Roth IRAs.18
For tax years after 2007, the tax law also allows a taxpayer
to make TQR contributions to a Roth IRA directly from
a qualified plan.19 The IRS has treated these more recently
allowed TQR contributions as an additional short-cut
method for making TQR contributions, without invalidating the old IRA conduit method.20 Specifically, the IRS
said of the more recent legislation:
SEPTEMBER 2015

[Under the legislation] a rollover from an eligible
employer plan … to a Roth IRA results in the same
federal income tax consequences … as a rollover to a
non-Roth IRA immediately followed by a conversion
to a Roth IRA [except that other IRAs are not taken
into account].21 (Emphasis added.)
Thus, the IRS treats such a TQR contribution as if
it passed through a newly formed traditional IRA (but
without regard to investment in other traditional IRAs).
Under this theory, the TQR contribution is hypothetically
taxable as an IRA distribution and not as a qualified plan
distribution. Consequently, rules unique to the taxation
of distributions from qualified plans do not apply. For
example, the special treatment of net unrealized appreciation in employer securities,22 and the special tax treatment
of lump-sum distributions available for taxpayers born
before 1936,23 do not apply.
Far from trying to apply the step transaction to TQR
contributions from qualified plans, the IRS actually
invented an additional step (through a hypothetical traditional IRA) to effectuate what it considered to be congressional
intent.
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A taxpayer now has two distinctly different ways to make
a TQR contribution from his qualified plan to a Roth
IRA, without fear of running afoul of the step transaction
doctrine. A taxpayer may use his or her traditional IRA
as a conduit for the TQR contribution or the taxpayer
may make the TQR contribution directly from his or her
qualified plan to a Roth IRA.
To illustrate, assume Joe Black recently retired. Mr.
Black has $100,000 in his qualified retirement plan, with
after-tax investment of $30,000. During his working
years, Mr. Black also made nondeductible contributions of
$75,000 to his traditional IRA, with the account balance
growing to $125,000. He has not received any previous
distributions from either the IRA or qualified plan. In addition, assume the rollovers in the following examples all
occur on December 31, the last day of Mr. Black’s tax year.
Example 1. Mr. Black made a TQR contribution to a
Roth IRA of the entire $100,000 balance in his qualified retirement plan. Mr. Black’s $30,000 recovery of
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investment in the qualified plan is not taxable. The
remaining $70,000 of employer contributions and
plan earnings (hereafter “earnings” in the aggregate)
is taxable. Note that it is irrelevant whether Mr. Black
participates in any other plans or owns any IRAs.
Example 2. Assume, alternatively, that Mr. Black
rolled over the entire $100,000 balance in his qualified
plan tax-free to his traditional IRA, thereby increasing
his IRA account balance to $225,000. Immediately
thereafter, Mr. Black made a TQR contribution of
$100,000 from his IRA to a Roth IRA. Mr. Black’s total
investment in his IRA was $105,000 ($30,000 rolled
over from his qualified plan and $75,000 attributable
to his direct nondeductible contributions to the IRA).
Consequently, his exclusion percentage for the TQR
contribution is 46.7 percent. Mr. Black computes the
exclusion percentage by dividing his total $105,000
investment in the IRA by the IRA’s $225,000 account
balance. Consequently, 46.7 percent of the $100,000
TQR contribution, or $46,700, is nontaxable. The
remaining $53,300 taxable amount is less than the
$70,000 taxable amount in Example 1 (for a direct
TQR contribution
from the qualified plan).
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($70,000 taxable in Example 1 less $53,300 taxable
in Example 2). Note, however, that a TQR contribution directly from the qualified plan would have been
more beneficial if the percentage of investment in Mr.
Black’s qualified plan had been relatively higher than
the percentage of investment in his IRA.

Allocation of After-Tax Investment
to Multiple Rollovers
The IRS now allows taxpayers to combine rollovers to
traditional IRAs with TQR contributions to Roth IRAs,
all from a single qualified plan distribution.25 If the
multiple rollovers are all trustee-to-trustee rollovers and
the taxpayer does not retain any portion of the distribution, the taxpayer may allocate after-tax investment and
earnings among the rollovers in any proportions desired.
However, if the multiple rollovers also include one or more
indirect 60-day rollovers, the taxpayer must first allocate
the earnings portion of the distribution among the trusteeto-trustee rollovers to the extent possible, before allocating
any remaining earnings and investment.26
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These new rules allow a taxpayer to make totally taxfree multiple rollovers even though the rollovers include
a normally taxable TQR contribution to a Roth IRA. The
taxpayer may make the rollovers tax-free by (1) limiting
the TQR contribution to the amount of the distributed
investment, and (2) allocating all the investment to the
TQR contribution.27
Example 3. Assume the facts are the same as in
Examples 1 and 2. However, instead of the rollovers
described there, Mr. Black directs his qualified plan
to make trustee-to-trustee rollovers of $70,000 of
his $100,000 account balance to his traditional IRA
and $30,000 to a Roth IRA (the TQR contribution).
Because both rollovers are trustee-to-trustee rollovers,
Mr. Black can allocate the $30,000 of investment to
the Roth IRA and the $70,000 of earnings to the
traditional IRA. Thus, each rollover is entirely tax-free.
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Example 4. Assume the facts are the same as in Example 3. However, immediately after the rollovers
from his qualified plan, Mr. Black makes another
TQR contribution from his traditional IRA to his
Roth IRA in an amount equal to the $70,000 rolled
over from his qualified plan.
Then, the exclusion percentage for Mr. Black’s TQR
contribution from his traditional IRA is 38.5 percent.
Mr. Black computes the exclusion percentage by
dividing his total $75,000 investment in the IRA by
the IRA’s $195,000 account balance (original account
balance of $125,000 plus the $70,000 rolled over
from his qualified plan). Consequently, 38.5 percent
of the $70,000 TQR contribution, or $26,950, is a
nontaxable recovery of investment.
As in Examples 1 and 2, above, Mr. Black has made
TQR contributions of $100,000 to a Roth IRA
($30,000 directly from his qualified plan and $70,000
using his traditional IRA as a conduit). However, his
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total nontaxable recovery of investment in the TQR
contributions is $56,950 ($30,000 from his qualified
plan and $26,950 from his traditional IRA). This
$56,950 nontaxable recovery of investment is greater
than the $30,000 nontaxable recovery in Example 1
for a TQR contribution of the entire $100,000 from
the qualified plan. It is also greater than the $46,700
nontaxable recovery in Example 2, for the TQR contribution of the entire $100,000 using the traditional
IRA as a conduit.
Mr. Black could have achieved the same result by making a trustee-to-trustee rollover to his IRA followed by
an indirect 60-day TQR contribution to a Roth IRA,
all from the same qualified plan distribution. As noted
above, a taxpayer must first allocate the earnings portion
of a distribution to trustee-to-trustee rollovers to the
extent possible, before allocating any remaining earnings
or investment to 60-day rollovers.28
Example 5. Assume the facts are the same as in Example 4. However, instead of the rollovers described
there, Mr. Black directs his qualified plan to make a
trustee-to-trustee rollover of $70,000 of his $100,000
distribution to his traditional
IRA. He directs the
tr
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IRA (the TQR contribution). In this situation, the
$70,000 of earnings in the distribution is automatically allocated to the trustee-to-trustee rollover into
the IRA and the remaining $30,000 of investment is
allocated to the 60-day TQR contribution.29
Assume that immediately after the rollover from his
qualified plan to his IRA, Mr. Black makes another
TQR contribution from his traditional IRA to his
Roth IRA in an amount equal to the $70,000 rolled
over from the qualified plan. As in Example 4, Mr.
Black has made TQR contributions of $100,000 to
a Roth IRA ($70,000 using his traditional IRA as
a conduit and $30,000 in an indirect 60-day TQR
contribution to his Roth IRA).
The exclusion percentage for Mr. Black’s TQR
contribution from his traditional IRA is 38.5 percent, computed in the same way as in Example 4.
As in Example 4, his total nontaxable recovery of
investment in the TQR contributions is $56,950
($30,000 from his qualified plan and $26,950 from
his traditional IRA).
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Of course, the risk in Examples 4 and 5 is that the IRS
might try to apply the step transaction doctrine to collapse
the steps into a single transaction. On the face of it, the
end result test of the step transaction doctrine does appear
to apply. To minimize his tax cost, Mr. Black engaged in
a series of steps meant to achieve a particular end result
($100,000 transferred from his qualified plan to his Roth
IRA). He intended from the outset to achieve this end
result under his pre-arranged plan. The end result could
have been achieved without the steps by making a TQR
contribution of the entire $100,000 from his qualified
plan directly to his Roth IRA.30
The counter-argument is that what Mr. Black did was
within the broad congressional purpose underlying the
statutory scheme. The IRS has implicitly found sufficient
congressional intent to allow a taxpayer to choose between
(1) a TQR contribution from a qualified plan directly to
a Roth IRA, and (2) a TQR contribution using an IRA
as a conduit. If a taxpayer may use either of these flexible
rules to reduce the tax on a TQR contribution, it seems
reasonable to conclude that combining the rules to reduce
tax is also consistent with the congressional purpose.
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tion The IRS ruled that the step transaction was
pre-empted by the availability of a statutory election allowing the acquiring corporation to treat the acquisition
as an asset acquisition rather than a stock acquisition. The
doctrine was pre-empted by the availability of the election
even though the taxpayer did not actually make the election.
Furthermore, when the courts have applied the step
transaction doctrine, it has nearly always involved successive steps applied to the same property. However, in
Examples 4 and 5, the portion of plan funds involved
in the direct TQR contribution from the qualified plan
to the Roth IRA is necessarily different property than
the portion of the funds routed through the traditional
IRA. Each such portion of distributed funds is subjected
to its own parallel step or series of steps, and each such
step or series of steps has been blessed by the IRS when
done separately and in isolation. Moreover, it is fair to say
the step transaction doctrine was originally designed to
collapse successive steps; it was not designed to combine
parallel transactions.
The IRS, then, has allowed alternative methods for transferring funds from qualified plans to Roth IRAs seemingly
without regard to the different tax consequences flowing
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from the different after-tax investment computations. It
has even allowed taxpayer discretion in allocating after-tax
investment between trustee-to-trustee rollovers from the
same distribution. All this indicates a broad and flexible
IRS view of the congressional purpose in providing rules
for determining the nontaxable investment portions of
rollovers, leaving no room for application of the step transaction doctrine or other substance-over-form doctrines.

TQR Contributions
in Different Tax Years
If the IRS and the courts accept the approach illustrated in
Examples 4 and 5, they should also accept an alternative
that could further minimize the tax on TQR contributions. This alternative would separate direct and indirect
TQR contributions into two different tax years.
Example 6. Assume the facts are the same as in Example 5. However, instead of the distributions and
rollovers described there, on December 31 Mr. Black
directs his IRA to make a $70,000 TQR contribution
from his traditional IRA to a Roth IRA. On January
2 of the following
owing yyear,
a Mr. Black directs his qualified
balance
plan to distribute
ribut the
he entire
ntire $$100,000
100,000 bal
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t
a Roth IRA (the TQR contribution). Because both
rollovers are trustee-to-trustee rollovers, Mr. Black can
allocate the $30,000 of investment to the Roth IRA
and the $70,000 of earnings to the traditional IRA.

The IRS now allows taxpayers to
combine rollovers to traditional
IRAs with TQR contributions
to Roth IRAs, all from a single
qualified plan distribution.
Then, the exclusion percentage for Mr. Black’s TQR
contribution from his traditional IRA is 60 percent.
Mr. Black computes the exclusion percentage by
dividing his total $75,000 investment in the IRA by
the IRA’s $125,000 account balance. Consequently,
60 percent of the $70,000 TQR contribution, or
$42,000, is a nontaxable recovery of investment.
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As in Examples 1 and 2, above, Mr. Black has made
TQR contributions of $100,000 to a Roth IRA
($70,000 using his traditional IRA as a conduit and
$30,000 directly from his qualified plan). However,
his total nontaxable recovery of investment in the
TQR contributions is $72,000 ($42,000 from his
traditional IRA and $30,000 from his qualified plan).
This $72,000 nontaxable recovery of investment is
greater than the nontaxable recovery of investment
in each of the Examples 1 to 5 above.
Again, the IRS might try to apply the step transaction
doctrine to collapse the steps into a single transaction. The
counter-argument is the same as in the previous examples.
In short, what Mr. Black did was within the broad congressional purpose underlying the statutory scheme. As in the
previous examples, (1) the portion of plan funds transferred
from the qualified plan to the Roth IRA, and (2) the funds
transferred from the traditional IRA are not the same funds.
In addition, rollovers are highly regulated rule-based transactions that the IRS and the courts may be reluctant to
collapse.33 Finally, the parallel steps in Example 6 are separated into
intto two
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d erent tax years, perhaps providing some
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It is of course prudent to acknowledge the possibility that
the IRS might succeed in attacking the nearly simultaneous steps described in Examples 4, 5 and 6. That does
not mean, however, that the IRS would be successful in
attacking similar non-simultaneous steps without proof
that all the steps were intended at the outset.35
Example 7. Assume the facts are the same as in Example 5. That is, Mr. Black directs his qualified plan
to make a trustee-to-trustee rollover of $70,000 of his
$100,000 distribution to his traditional IRA. He then
uses the $30,000 distribution paid directly to him to
make a 60-day TQR contribution to his Roth IRA. As
in Example 5, the $70,000 of earnings is automatically
allocated to the rollover to the IRA and the $30,000
of investment is allocated to the TQR contribution.
Thus, both rollovers are tax-free.
However, unlike in Example 5, Mr. Black does not
make an additional $70,000 TQR contribution from
his traditional IRA to his Roth IRA. He has no intention of making such a TQR contribution because he
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is in a high marginal tax bracket and does not feel the
Roth advantages are worth the tax cost.
In December of the following year, he learns he will
be in a low marginal tax bracket for that year because
of unexpected losses from a business venture. Consequently, he makes a $70,000 TQR contribution from
his traditional IRA to his Roth IRA.
The result is the same as in Example 5, except for
some variation in the computation of the nontaxable
recovery of investment due to the intervening accumulation of earnings or losses in the traditional IRA.
Mr. Black has made TQR contributions of $100,000
to a Roth IRA, $30,000 in an indirect 60-day TQR
contribution to his Roth IRA and $70,000 using his
traditional IRA as a conduit (albeit stretched over a
longer period).
The real difference between Examples 5 and 7 is that
the step transaction doctrine clearly does not apply in
Example 7. It does not apply because we have posited in
Example 7 that Mr. Black did not intend to use his traditional IRA as a conduit when he rolled over his qualified
plan distribution.
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the time lapse between the steps, and the uncertain tax
consequences due to valuation changes and intervening
accumulations of income or loss in the traditional IRA.36

Combining a QLAC Purchase
with a TQR Contribution
A Roth IRA is not required to make minimum distributions during a retiree’s lifetime. Thus, a retiree may avoid
or minimize required minimum distributions by making
a TQR contribution to a Roth IRA from his or her traditional IRA or qualified plan.37 However, the retiree must
generally pay tax on the TQR contribution.38 An acceptable and less tax-costly alternative might be to combine
the purchase of a qualifying longevity annuity contract
(QLAC) with a TQR contribution.
QLACs allow a retiree to defer the annuity starting
date until he or she is as old as age 85, without violating
required minimum distribution rules.39 However, some
limitations apply. Aggregate QLAC premiums paid during
a retiree’s lifetime by all his or her plans and IRAs may
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not exceed $125,000 (adjusted for inflation). Nor may
cumulative premiums paid by a plan or IRA exceed 25
percent of the account balance of the plan or IRA on the
date of a premium payment. All IRA account balances are
aggregated for this purpose.40
Example 8. Assume Brian Barry has a $340,000
account balance in a traditional IRA (that does not
already include a QLAC and that does not include
after-tax investment). Mr. Barry has no other IRAs or
retirement plan funds. Mr. Barry directs his IRA to
purchase a QLAC for a premium of $85,000. The premium satisfies the $125,000 and 25-percent statutory
limitations on QLAC premiums. Immediately thereafter, Mr. Barry makes a TQR contribution to a Roth
IRA of the remaining $255,000 balance of the IRA.
On these facts, Mr. Barry has achieved substantial deferral. As already noted, the Roth IRA is not required
to make minimum distributions during his lifetime.
The QLAC, the only remaining asset of the traditional
IRA, is not required to make minimum distributions
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The IRS might try to attack these successive transactions
under the step transaction doctrine or under some other
substance-over-form doctrine. To succeed, the IRS would
have to show that such doctrines allow the IRS to reverse
the order of the transactions so that the TQR contribution
to the Roth IRA was deemed to occur before the QLAC
purchase. Then, use of the entire remaining $85,000 balance of the IRA to purchase the QLAC would not satisfy
the requirement that cumulative premiums paid by the
IRA not exceed 25 percent of the IRA’s account balance
on the date of a premium payment.
It is unlikely the IRS would succeed in such an effort. In
several very relevant cases, the IRS failed in its attempt to
reverse the order of transactions. In each case, the taxpayer
had made one or more contributions to a charity, which
the charity sold after a relatively short interval. The IRS
asserted that the transactions should be treated as a sale of
the property by the taxpayer followed by a contribution of
the sales proceeds to the charity. In refusing to reverse the
transactions, the courts stated that they would not recast
two actual transactions into two fictional transactions or
generate events which never took place. The courts also
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emphasized the substance and finality of the first transaction (the charitable contribution).41
Similarly, in B. Gross,42 the taxpayers contributed
property to a partnership and a few days later made gifts
of partnership interests to their children. The Tax Court
refused to reverse the transactions to make the gifts to the
children precede the contributions to the partnership.
Furthermore, in Esmark Inc.,43 the Tax Court, when faced
with two equally direct routes to an end result, allowed
the taxpayer to use the route resulting in the least tax.
A seemingly contrary decision in Court Holding Co.44 is
distinguishable. In Court Holding, shareholders liquidated
their corporation and personally sold the corporate assets.
The Supreme Court treated the sale as a corporate sale
followed by liquidation of the corporation. However, the
court did not simply reverse the transactions. Rather, it
held that the corporation actually made the sale because
it did all the negotiating of the sale.
By contrast, in Cumberland Public Service Co.,45 the Supreme Court found, in a similar situation, that negotiation
of the sale of distributed corporate assets was actually and
substantively done by shareholders after distribution of the
assets. The court refused to recharacterize the transactions,
and did not attempt to reverse the order of the transactions (i.e., by saying
sa ing tthe
he sale of assets occurred before the
corporate
corporate distribution).
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a TQR contribution. The purchase of a QLAC (the first
transaction) is just as substantive and final as the first
transaction in the cases described above. In addition, different portions of the IRA account balance are used to (1)
purchase the QLAC, and (2) make the TQR contribution,
whereas the same property is usually involved in successive
steps when courts apply the step transaction doctrine. Finally, utilization of QLACs and TQR transactions are both
viewed very favorably by the IRS and Congress: QLACs
to prevent exhaustion of retirement funds and TQR contributions to generate immediate government revenue.

IRA Rollover to a Qualiﬁed Plan
Combined with a TQR Contribution
A taxpayer may have the opportunity to roll over an IRA
distribution tax-free to a qualified retirement plan. If so,
the taxpayer may roll over only the earnings portion of
the distribution to the qualified plan. The taxpayer may
then retain tax-free the investment portion of the distribution, or roll the investment portion over tax-free to a
Roth IRA.46
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To consummate the rollover, the taxpayer may receive
an actual distribution from the IRA and within 60 days
roll over the earnings portion to the qualified plan.47 Alternatively, the trustee of the IRA may transfer the earnings
portion directly to the trustee of the qualified plan and
distribute the investment portion to the taxpayer. In either
case, the tax law treats the transaction as if the taxpayer
received the entire amount of the distribution and rolled
over only the earnings portion.48
Rather than retain the investment, the taxpayer should
be able to roll it over tax-free to a Roth IRA. As discussed
above, the IRS has provided that a taxpayer who receives
a distribution from a qualified plan may roll over the
earnings portion of the distribution to another qualified
plan and roll over the investment portion to a Roth IRA.49
Arguably, then, a taxpayer who receives a distribution from
an IRA should be able to do the same thing, particularly
since the Code specifically allows only the earnings portion
of an IRA distribution to be rolled over to a qualified plan.
Unfortunately, though, the analogy is a bit weakened
by the different general rules applicable to rollovers from
qualified plans and IRAs. In support of its flexibility regarding
qualifi
ng qquali
ified plans, the IRS cited the general statutory
provision
ovvision
i i n mandating
maandat
d tin the rollover of plan earnings
g before
5
investment.
nveestmeent.50
Byy contrast,
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go er
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Although
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pe fic
statutory
overridess this ge
general
IRA
tu
utoryy provision
proovisioon ove
ov
al rule for an
n IR
A
rollover of ea
earnings to a qualified plan, the provision does
not mention the rollover of investment. Nor is there any
express statutory mechanism or other authority providing for a rollover of only that part of an IRA distribution
consisting of investment.51
Whether or not a taxpayer wants to roll over the investment portion of an IRA distribution to a Roth IRA, the
taxpayer may have other reasons to want to roll over the
earnings portion to a qualified plan. Those reasons may
raise step transaction issues.
Example 9. John White retires in 2015 at age 56.
Mr. White has $100,000 in his qualified retirement
plan, with after-tax investment of $30,000. During
his working years, Mr. White also made nondeductible contributions of $25,000 to his traditional IRA,
with the account balance growing to $125,000. He
has not received any previous distributions from either
the IRA or qualified plan, and he has no other IRAs
or qualified plans. Mr. White would like to withdraw
all the funds in his IRA for personal use, but he does
not satisfy any of the exceptions from the 10-percent
penalty for withdrawals before age 59 1/2.52
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Instead, Mr. White rolls over the $100,000 earnings
in his IRA to his qualified plan, and personally retains
the $25,000 investment portion. Immediately thereafter, Mr. White takes a $100,000 distribution from
his qualified plan. He asserts that he is not subject to
the 10-percent early withdrawal penalty due to the
retirement age exception available for qualified plans
(but not for IRAs).53 To qualify for this retirement age
exception, a taxpayer must generally be at least age
55 during the calendar year of his or her retirement.54
An IRS attack on these transactions would almost certainly succeed. The end result test of the step transaction
doctrine appears to apply. To circumvent the penalty on
premature distributions, Mr. White engaged in a series of
steps meant to achieve the same end result (distribution
of the balance of his IRA). He intended from the outset
to achieve this end result under his pre-arranged plan.
The result could have been achieved directly without
the steps, but not without incurring the premature distribution penalty.55 Furthermore, what Mr. White did is
clearly not within the congressional purpose underlying
the statutory scheme.
Of course, if Mr. White had not intended at the outset
to use his qualifi
lified plan
p an as a conduit for his IRA funds,
the sstep
tep transaction
tr
ction would
ou d not
n have
have applied. For example,
ex mple
Mr. White
M
Whit could
uld have
h intended
i ten ed too leave the
th funds in
n the
ed plan because he believe
believed the
investments
qqualifi
ified
he inve
ments off
ffeered
by the plan were superior to those available to the IRA. If,
subsequently, he suffered personal financial setbacks that
induced him to withdraw the funds from the plan, the
passage of funds through the plan should not trigger the
premature distribution penalty.

“Back Door” Contributions
to a Roth IRA
A taxpayer with earned income may generally make aftertax contributions directly to a Roth IRA each year, subject
to inflation-adjusted annual dollar limits. Although these
direct Roth contributions are phased out for high income
taxpayers, some practitioners believe high income taxpayers can make such contributions “through the back door.”
All taxpayers, including high income taxpayers, can
make nondeductible contributions to a traditional IRA,
subject to the usual earned income and annual dollar
limitations. Taxpayers may also make TQR contributions
from a traditional IRA to a Roth IRA. Thus, a nondeductible contribution to an IRA by a high income taxpayer,
followed by a TQR contribution of the same amount to
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a Roth IRA, appears to satisfy the literal requirements of
the tax law, even though the high income taxpayer could
not have made the Roth contribution directly.
Example 10. Mr. Green is single and earns compensation of $300,000 for the year 2015. He currently has
no funds in either a traditional IRA or a Roth IRA.
He cannot make direct contributions to a Roth IRA,
as he desires, because his modified adjusted gross
income is too high.
Instead, he makes a $5,500 nondeductible contribution to a newly formed traditional IRA. Immediately
thereafter, Mr. Green makes a $5,400 TQR contribution from his traditional IRA to a Roth IRA. Mr.
Green asserts the TQR contribution is entirely tax-free
because it consists entirely of Mr. Green’s nondeductible contribution to his traditional IRA. Thus, he has
seemingly circumvented the prohibition against direct
contributions to his Roth IRA.
Unfortunately, the IRS can attack these successive transactions
ns under
u r the
th step transaction doctrine and would very
likely
kelly
l succeed.
succeed
d Th
d.
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chieve this
this
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ult under
und his pre-arranged plan. The result could
have been achieved directly without the steps—but not
without incurring a penalty on an excess contribution to
the Roth IRA.56
What Mr. Green did does not appear to be within the
congressional purpose underlying the statutory scheme.
If Mr. Green’s plan succeeded, the very specific statutory
limitation on Roth contributions would be eliminated
or severely restricted by the more general statutory provisions that allow (1) after-tax contributions to IRAs, and
(2) TQR contributions from IRAs to Roth IRAs. It is a
hallowed rule of statutory construction that a statute of
general application will not control or nullify a statute
with a more specific purpose.57
Furthermore, even if related statutes can be read to
allow particular combinations of otherwise legitimate
transactions, it will not be assumed Congress intended
to allow those transactions if they violate a substanceover-form doctrine. In K.F. Knetsch, 58 the Supreme
Court construed a statute denying deductions for interest paid on post-1953 annuities as implicitly allowing
interest deductions for pre-1954 annuities. Nevertheless, the court refused to allow interest deductions
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on a pre-1954 annuity transaction that was a sham.
Similarly, a court is likely to collapse a back door TQR
contribution if it is a step transaction, even though
the court would otherwise allow TQR contributions
containing nondeductible IRA contributions.59
It follows that the step transaction should apply if, at
the time Mr. Green made his nondeductible contribution
to his IRA, he had then intended to transfer the funds on
to a Roth IRA. On the other hand, if he had not then
intended to transfer the funds to a Roth IRA, the steps
should not be collapsed and the tax law should not treat
Mr. Green as making a direct contribution to the Roth

Application of the step transaction
doctrine to TQR contributions yields
mixed results.
IRA. The normal rules applicable to the nondeductible
contribution and TQR contribution should apply. It really
does come down to intent at the outset.60
Example 11.
is earning compensation
1. Mr. White
W
$250,000
2015.
of $250
0 for thee yyear
ar 201
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balance oof $10,00
$10,000 containi
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any other IRA
ent He ha
ds in an
R
or Roth IRA, and he cannot make contributions
to a Roth IRA because his modified adjusted gross
income is too high. His income is also too high to
make deductible contributions to his traditional
IRA. Instead, he makes a $5,500 nondeductible
contribution to his traditional IRA to allow income
on the funds to accumulate tax-free. He has no
intention of rolling over any of the IRA funds to
a Roth IRA because over one-half of the amount
of the rollover would be taxable in a high marginal
tax bracket.
In December of the following year when the balance
of his traditional IRA is $22,000, Mr. White realizes
he will be in low marginal tax bracket for that year
because of unexpected losses from a business venture.
Consequently, he converts the $22,000 balance of his
traditional IRA to a Roth IRA. The $5,500 after-tax
investment in his IRA is nontaxable. The remaining
$16,500 is taxable.
Thus, Mr. White has effectively made an unexpected
back door contribution of $5,500 to his Roth IRA,
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and the step transaction doctrine does not apply. It
does not apply because Mr. White’s $5,500 contribution to his traditional IRA stands on its own as the
desired result since Mr. Black did not then intend to
make a further TQR contribution from his traditional
IRA to a Roth IRA.

Step Transactions and
the Passage of Time
As noted above, the longer the interval between a first
step and the final step or steps, the generally weaker
is the evidence that a step transaction was intended
at the outset. In fact, if the interval is long enough,
the courts may decline to apply the step transaction
altogether, regardless of the taxpayer’s original intent.
In I. Gordon,61 the interval between the first step and
the final step was one year and nine months, overlapping three tax years. The Supreme Court refused to
apply the step transaction in the absence of a “binding
commitment,” saying the “basic premise of annual tax
accounting”
must be respected.
unting mu
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s 62 N
Note also that the courts in some of those
cases have indicated that the decision of the Supreme

Court in Gordon might be limited to cases in which it
is the taxpayer who is arguing for application of the step
transaction doctrine, or might be limited to the type of
corporate spin-off involved in Gordon.63

Conclusion
Application of the step transaction doctrine to TQR
contributions yields mixed results. On the one hand, the
IRS is not likely to succeed in applying the doctrine to
multiple rollovers from a qualified plan to a Roth IRA,
even if the taxpayer used a traditional IRA as a mere conduit for some of the rolled-over amount. It is also highly
likely that the purchase of a QLAC with some of the funds
in a traditional IRA, followed by a TQR contribution of
the remaining IRA balance, would survive an attempt to
apply the step transaction doctrine.
Furthermore, it is unlikely the IRS would succeed in
nullifying a rollover to a qualified plan of the earnings
portion of an IRA distribution, followed by a TQR
contribution to a Roth IRA of the investment portion.
On the other hand, the step transaction would almost
certainly apply if the qualified plan then immediately
distributed the amount of the rollover received from
the IRA.
transaction
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related parties are particularly suspect under
the step transaction doctrine. See J.P. Kornfeld,
CA-10, 98-1 USTC ¶50,241, 137 F3d 1231, cert.
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denied, 525 US 872 (1998); B.R. Brown, supra
note 30.
Id.
“Where there is no clear intention otherwise, a
speciﬁc statute will not be controlled or nulliﬁed
by a general one, regardless of the priority of
enactment.” Morton v. Mancari, SCt, 417 US 535
(1974). “[C]ourts should disfavor interpretations
of statutes that render language superﬂuous. ...”
Conn. Nat’l Bank v. Germain, SCt, 503 US 249
(1992). A specific ERISA provision forbidding
alienation of pension benefits could not be
overridden by a more general statute allowing
a union to recover an ofﬁcer’s embezzlement
of union funds. Guidry v. Sheet Metal Workers
Nat’l Pension Fund, SCt, 493 US 365 (1990). The
Pueblo Lands Act could not be read in way that
would nullify a clause granting the Secretary of
the Interior authority to allow a conveyance of
Indian lands. Mountain States Tel. & Tel. Co. v.
Pueblo of Santa Ana, SCt, 472 US 237 (1985). A
statute allowing the government to enforce its
levy on property cannot be read literally to nullify a statute allowing a more senior lien holder
to enjoin enforcement of the government’s levy.
Tex. Commerce Bank-Fort Worth, CA-5, 90-1
USTC ¶50,155, 896 F2d 152. A specific statutory
provision allowing the attorney general to appoint special prosecutors to indeﬁnite terms was
not overridden by a general statute applying
a four-year limit to similar appointments by
rn
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government
agencies generally. Navarro, CA-9,
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have been
voluntarily supplied by a bank. P.J. Neece, CA-10,
91-1 USTC ¶50,007, 922 F2d 573.
K.F. Knetsch, SCt, 60-2 USTC ¶9785, 364 US 361,
81 SCt 132 (a statute denying deductions for interest paid on post-1953 annuities continues to
allow interest deductions for pre-1954 annuities,
but does not authorize interest deductions on
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pre-1954 annuity transactions that are shams).
Roth IRAs were ﬁrst authorized by the Taxpayer
Relief Act of 1997. The Conference Committee
Report speciﬁcally acknowledges both (1) the
Act’s limitation on direct Roth contributions for
high income individuals, and (2) the continuing
availability of nondeductible contributions to
traditional IRAs. The report states: “[A]n individual who cannot (or does not) make contributions to a deductible IRA or Roth IRA can make
contributions to a nondeductible IRA.” However,
the report nowhere authorizes a subsequent
TQR contribution that would constitute the ﬁnal
step in an otherwise forbidden step transaction.
Taxpayer Relief Bill of 1997 Conference Report
and Statement of the Managers, H.R. 2014, July
31, 1997.
The relevant intent is the intent to complete the
last step in the series, and not merely the intent
to avoid taxes. True, supra note 6; C. Brown, supra note 35; Penrod, supra note 11. However, the
intent might be disregarded if consummation
of the last step is uncertain due to substantial
interim contingencies. Klauer, supra note 35;
Cal-Maine Foods, Inc., 93 TC 181, Dec. 45,918
(1989).
Gordon, supra note 20.
King Enterprises, Inc., CtCls, 69-2 USTC ¶9720,
418 F2d 511; Redding, supra note 12; McDonald’s
Restaurants of Ill., supra note 12; Security Industrial Insurance Co., supra note 10; Barnes Group,
Inc.
In , 105 TCM 1654, Dec. 59,516(M), TC Memo.
2013-109,
20
aff’d
ff in unpublished
p
d opin
opinion, CA-2,
CA 2
2014-2
20 4-2 USTCC ¶50,498,
50 98, 5
593
3 FFedAppx
dAppx 77, Cff., Re
Reg.
§1.367(a)-2T
§1 67(a)-2T (foreign
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corporation
ation reo
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n six mon
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lus
step transactions, thereafter potentially so);
Reg. §1.150-2 (certain replacements, within 12
months, of private activity bond funds previously allocated to prior expenditures are conclusively subject to the step transaction doctrine).
King Enterprises, supra note 62; Security Industrial Insurance Co., supra note 10.
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