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Premature distribution rule what is it and what does it mean to you?

Distributions you receive from your IRA or retirement
plan before you reach the age of 59%% are generally
considered by the IRS as premature distributions

(or early withdrawals). To discourage these premature
distributions, they are not only subject to the usual federal
and state income taxes on distributions but also to a 10
percent federal penalty tax (and possibly a state penalty
tax). This 10 percent penalty tax is commonly referred to
as the “premature distribution tax.” Fortunately, not all
distributions before age 59%% are subject to this penalty.
The IRS does allow some exceptions, which be addressed
in a bit.

Why is it that your age at the time of a distribution has

a tax consequence and, in some cases, be subject to a
penalty? The underlying purpose of IRAs and retirement
plans is to provide income to help fund your retirement
years and the federal government wants to make sure you
use the money for that purpose.

What is subject to the premature distribution tax?

Unless you meet one of the exceptions described below,
you will generally be subject to the 10 percent federal
penalty if you take a taxable distribution from one of the
following prior to reaching age 59v%:

¢ IRAs

A Qualiyed employer-sponsored retirement plans,
including qualiyed stock bonus plans, pension plans,
proyt-sharing plans, and 401(k) plans

A Section 403(b) plans(tax-sheltered annuity plans for
employees of public schools and certain tax-exempt
organizations)

Generally, a premature distribution of after-tax or
nondeductible contributions is not subject to the
premature distribution rule. Although Roth IRAs have
unique income tax beneyts, finonqualiyed distributionso
from a Roth IRA aren’t exempt from the premature
distribution tax if the distribution consists of earnings, or
of conversion amounts distributed to you within yve years
of a conversion of a traditional IRA into a Roth IRA (each
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conversion is subject to a new yve-year period for
this purpose). Note: For more information on these
issues, see the article, “Converting or Rolling Over
Traditional IRAs to Roth IRAs,” on page 2 of this
issue of Wealth Wisdom.

What are the exceptions to the premature
distribution tax?

There are certain exceptions to the 10 percent

federal penalty on premature distributions.
Distributions taken from an IRA or retirement plan
under the following circumstances will generally not
be subject to the 10 percent federal penalty, even if
you are under age 5972 at the time of the distribution.

A Distributions made to your beneyciary after
your death
e Distributions made due to your qualifying disability
e Distributions that qualify as a “series of
substantially equal periodic payments”
A Distributions made from a qualiyed plan (but not
an IRA) after separating from service at 55 or older
e Certain distributions from an ESOP plan

Premature distribution, continued on page 3
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The bene ts of converting or rolling over traditional IRAs to Roth IRAs

Roth IRAs or traditional IRAs? This is a retirement
savings decision many investors need to make, but if you
believe the Roth IRA is a better vehicle for you, consider
transferring funds from a traditional IRA to a Roth IRA.
This can be accomplished by converting a traditional

IRA to a Roth IRA, or by rolling over funds from a
traditional IRA to a Roth IRA. Either way, the income tax
consequences and other results are the same. Assuming
you qualify to convert or roll over funds, determining
whether you should convert can be a complicated and
difycult decision. You must weigh the beneyts against the
income tax consequences and other potential drawbacks.

Prerequisites

A You have a traditional IRA

A 1f unmarried, your modiyed adjusted gross income
(MAGI) for the year in which you plan to convert or roll
over funds is less than or equal to $100,000

A 1f married yling a joint federal income tax return, the
combined MAGI of you and your spouse is less than or
equal to $100,000

A You do not yle your federal income tax return as
married yling separately

Note: For tax years after 2009, the $100,000 ceiling is

eliminated and married individuals yling separately are
allowed to convert a traditional IRA to a Roth IRA.

Key strengths

A Qualiyed distributions from the Roth IRA will be
completely tax free

A For nonqualiyed distributions from the Roth IRA,
the portion of the distribution that represents your
contributions is not taxable

A You do not have to take required minimum
distributions from the Roth IRA after age 70.5 years

A 1f you use non-IRA funds to pay the income tax that
results from rolling over or converting funds to a Roth
IRA, those funds are removed from both your taxable
estate and your countable assets

A Qualiyed distributions from Roth IRAs arenit counted
in determining the taxable portion of your Social
Security beneyts

Key tradeoffs

¢ Funds that you convert or roll over from a traditional

IRA to a Roth IRA are subject to federal income tax,

to the extent that such funds represent investment

earnings and tax-deductible contributions to the

traditional IRA

Using IRA funds to pay the resulting income tax

(the ficonversion taxo) has signiycant drawbacks

Special penalty provisions may apply to withdrawals

from Roth IRAs that contain funds converted or rolled

over from traditional IRAs

* The taxable income that results from converting
funds can increase the taxable portion of your Social
Security beneyts

« There always exists the risk of future changes in
federal law governing the taxation of Roth IRA
distributions

Variations from state-to-state

« Some state and local taxing authorities may not follow
the federal tax treatment of Roth IRAs

e Some states currently provide Roth IRA funds with
less creditor protection than traditional IRA funds

How dif cult is it to implement?

e Contact the custodian/trustee of your traditional
IRA; obtain and complete the necessary paperwork to
convert your traditional IRA to a Roth IRA, or

e Establish a Roth IRA and complete the necessary
paperwork for a direct transfer of funds from your
traditional IRA, or

e Establish a Roth IRA, withdraw funds from your
traditional IRA, and roll those funds over into the
newly established Roth IRA within 60 days



De nitions of the day: Understanding investment terminology

During periods of market uncertainty, there are several
terms you will read and hear most often. What are these
terms? What do they mean? And what does it mean for
your investment portfolio?

Letis start out by deyning some commonly used terms
and what they mean.

Recession — This is the dreaded “R” word and is
deyned by economists as at least two consecutive
quarters of decline in a country’s gross domestic
product or GDP.! However, as shown in the chart
below? you can see that a recession doesn’t necessarily
mean stocks, as measured by the S&P 500, will drop.
Also note that recessions can last for just a few months
or several years.
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Bear market — A market condition in which the
prices of securities are falling or are expected to fall.
Bear markets are usually deyned as a drop of 20
percent or more in a market index (i.e., Dow or S&P
500) from a recent peak. A bear market in stocks is
usually brought on by the anticipation of declining
economic activity, and a bear market in bonds is
caused by rising interest rates.®

Correction — Corrections differ from bear markets in
terms of their magnitude and duration. They're also
commonly deyned as market drops of 10 percent to

20 percent and are generally shorter in duration than a
bear market. In addition, corrections generally come
during periods when the market is in an upward trend.

What does it mean for your investment portfolio to

be in one of these periods? As the chart above shows,

a recession does not necessarily equate to a drop in
stock prices. In the case of a bear market, it simply
means the value of your portfolio has fallen. This isn’t
a desirable outcome if you're planning on selling these
positions shortly or need large amounts of liquidity
immediately. However, if you're a long term investor,
itls strongly advocate maintaining a globally diversiyed
portfolio during these periods of market uncertainty.

Eric Stein, CFA, is a director of investments with
RSM McGladrey Wealth Management. For more information,
contact him at eric.stein@rsmi.com.

1 Source: Dictionary of Finance and
Investment Terms, Barrons, 1995
2 Source: Standard & Poor’s/Wall St

Premature distribution, continued from page 1

< Distributions up to the amount of your

tax-deductible medical expenses

e Distributions made from an IRA (but not a retirement

plan) while unemployed (to the extent that the
distributions do not exceed the amount you paid for
health insurance premiums)

A Distributions made under a qualiyed domestic

relations order

« Nontaxable rollovers and transfers
e Distributions made from an IRA (but not a retirement

plan) to pay qualiyed higher
education expenses

e Distributions from an IRA (but not a retirement
plan) to pay yrst-time homebuyer expenses

A Amounts levied from IRAs and qualiyed plans
by IRS

A Qualiyed Reservist Distributions

These exceptions can be complex in their
interpretation. You should consult with your tax
professional prior to taking a premature distribution
from your IRA or retirement plan.

Robert Eichten, CFP®, PFS, is a director with RSM
McGladrey Wealth Management. For more information,
contact him at robert.eichten@rsmi.com.
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