OPTIONS FOR TAKING MONEY OUT OF A ROTH
Explaining some of the intricacies of withdrawals.
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Sometimes people want to access Roth IRA funds for early retirement or other purposes.
Maybe you’re one of them. If you have ever thought about taking money out of a Roth
IRA, be sure to consult your financial advisor first before you make a move ... and keep
the factors mentioned below in mind.

You can withdraw regular contributions tax-free, but not your earnings. This is a
critical distinction, and many Roth IRA owners don’t seem to know about it.

When you withdraw assets from a Roth, there is a set order in which contributions and
earnings must be distributed - the IRS ordering rules for distributions.*

e The IRS regards the first layer of withdrawals from a Roth as regular contributions
instead of earnings. So this layer is treated as coming from your annual after-tax
contributions. Therefore, if you just withdraw this layer of money, there are no
taxes or penalties involved. (You can do this at any time, whether you have held
your Roth for 5 years or not.) Basically, the IRS is permitting you to remove a
percent?ge of your account before the alarm sounds on the five-year clock (see
below).*

e The next assets to be removed from the account, according to IRS rules, are the
conversion and rollover contributions to your Roth. These are removed on a so-
called “first in, first out” basis. For example, the amount of a contribution to your
Roth resulting from a conversion made in 2002 would come out before the amount
of a contribution to your Roth resulting from a conversion made in 2008. The
taxable portion of the conversion/rollover contribution comes out first (the
amount claimed as income), and then the non-taxable portion.(By the way, the IRS
disregards Roth-to-Roth rollover contributions in these rules.?)

e Finally, earnings accrued by the Roth IRA are distributed.

So in other words, merely withdrawing your regular contribution will not trigger tax. But
if your Roth has realized earnings from contributions, the earnings will be subject to
income tax if they are withdrawn.

Is your withdrawal a qualified distribution? Here’s another important consideration. If
you have owned your Roth IRA for less than 5 years and/or are younger than age 59%z, you
risk taking a nonqualified distribution if you withdraw money from it. You know what that
means - a 10% penalty for early withdrawal in addition to taxes. (There are some
exceptions to this outlined in IRS Publication 590, which is certainly worth reading.)*



If you have owned your Roth IRA for more than 5 years ...

e You can make a qualified withdrawal of earnings.
e You can make a qualified withdrawal of taxable conversions (conversions made in
separate tax years will have to meet separate 5-year tests).

You can withdraw nontaxable conversions to your Roth IRA at any time.?

Watch the 5-year clock. Yes, how is the 5-year period preceding a qualified distribution
measured? The clock starts on January 1st of the tax year of your initial contribution,
conversion or rollover to a Roth IRA. For example, let’s say you opened up a Roth IRA
acconljnt on January 1, 2007. On January 1, 2012, your Roth IRA will meet the five-year
test.

What if you have multiple Roths? Well, when it comes to distributions, the IRS has some
aggregation rules for you. You will have to figure out the taxable amounts withdrawn,
distributions and contributions using a little addition. You must ...

e Add up all distributions made from all your Roth IRAs during the tax year.

e Add up all regular Roth IRA contributions made during the relevant tax year
(including ones made after the close of the tax year, but before April 15 of the
following year). Now add that total amount to the total undistributed regular
contributions made in previous years.

o Add all conversion and rollover contributions made during the year together. To
guote Publication 590: “For purposes of the ordering rules, in the case of any
conversion or rollover in which the conversion or rollover distribution is made in
2008 and the conversion or rollover contribution is made in 2009, treat the
conversion or rollover contribution as contributed before any other conversion or
rollover contributions made in 2009."*

There are additional rules for re-characterized contributions that end up in a Roth IRA.

If all this makes you want to talk to a financial advisor or accountant, before you take
money out of your Roth IRA ... well, that is a wise step to take. Confer with the financial
or tax advisor you know and trust.
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