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From the desk of:

TAXTIP

Pre-Retirement Withdrawals:
Take Advantage of Exceptions to Extra Tax

Distributions made before age 5972 are subject to regular income tax rates plus a 10% additional
tax. With a bit of planning, however, you might be able to wipe out owing the additional tax.

DEAR CLIENT:

As jobs and home loans become scarce,
many individuals are contemplating with-
drawing from their IRAs and 401(k) plans
to help make ends meet. Without careful
planning, tapping these funds might leave
you with less money for retirement and a
hefty tax bill.

In general, distributions made before
age 59% are subject to regular income tax
rates plus a 10% additional tax. Fortu-
nately, the tax law contains exceptions to
the 10% additional tax, but the exceptions
can be complicated and the rules can differ
berween IRAs and 401(k)s. With a bit of
planning, however, you might be able to
wipe out owing the additional tax.

For instance, suppose your money is
still in a former employer's 401(k) plan
and you want to use an exception that
applies only to IRAs. If you make a with-
drawal from the 401(k), you will be out
of luck. Alternatively, you should take the
simple step of rolling the funds over to an
IRA and then getting the distribution from
that account.

Here's a look at some exceptions to
the extra tax and how you can avoid com-
mon pitfalls to take best advantage of the

exceptions:

u Distributions from an IRA or former em-
ployer's 401(k) plan that are part of a series of
"substantially equal periodic payments" made
for your expected life (or the joint lives of you
and a beneficiary). Basically, this lets you
start making withdrawals at any age, pro-

vided the payments are figured as though
you were turning your account into a life-
time annuity.

Planning tip: Once you begin making with-
drawals in this form, you cannot change
the payment formula until the later of (a)
your reaching age 59%2 or (b) five years.
Otherwise, you will be hit with the 10%
additional tax retroactively. .

= Distributions from an IRA or 401(k) plan to
the extent your medical expenses exceed 7.5%
of your adjusted gross income.

Planning tip: You need not itemize your de-
ductions and claim a medical expense de-
duction for the year, but you must receive
the distribution in the same year as the
medical care. If you make the withdrawal
in 2009 for the cost of surgery you expect
to have in 2010, you will not qualify. Simi-
larly, a distribution taken to pay off loans
outstanding from prior-year medical costs
does not qualify.

= Distributions from an IRA by a qualifying
unemployed individual to the extent of health
insurance premium payments made for the
individual and his or her spouse and depen-
dents. To qualify, you must have received
unemployment compensation for at least
12 consecutive weeks.

Planning tip: You must make the with-
drawal during the year you received the
unemployment compensation or the fol-
lowing year, but you cannot make the
withdrawal more than 60 days after start-
ing a new job.
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m Distribution from an {RA by first-time home-
buyers. This exception to the additional tax
is subject to a $10,000 lifetime limitation.
Planning tip: The distribution must be used
for the home purchase by the 120* day af-
ter the money is received.

= Early IRA withdrawals to pay qualified col-
lege expenses. The expenses can be for you,
your spouse, your children or your grand-
children.

Planningtip: The withdrawal must be made
in the same year the expenses are incurred.

= Distributions made after separation from
service after attainment of age 55. This ex-
ception applies to 401(k) plans but not o
IRAs.

Planning tip: You must be at least age 55
when you leave the job. If you left the job
at age 54, you cannot qualify by waiting
until age 55 to begin the withdrawals.

s Take two: If you qualify for multiple ex-
ceptions, you can use them in tandem. For
instance, you may have taken IRA distri-
butions to pay for your child's college tu-
ition and the family's health insurance pre-
miums. The Tax Court recently held that
you might even combine the exception for
substantially equal periodic payments with
the exception for higher-education expens-
es to get an unequal amount during years
when college expenses are incurred. &

Bob D. Scharin, senior tax analyst for the Tax
& Accounting business of Thomson Reuters
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