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Playing by the IRA Rules 

 ndividual Retirement Accounts (IRAs) offer favorable tax-deferral benefits  
 to individuals who are saving for retirement. But with those benefits, there  
are certain rules about when distributions may be taken to avoid penalty taxes. 
Contributions to a traditional IRA, depending on your income and participation 
in employer-sponsored plans, may entitle you to certain current income tax de-
ductions. Further, because your funds are not taxed until distributions begin, your 
savings have the potential for tax-deferred growth. Generally, IRAs are designed to 
work as long-term savings vehicles, but you may be able to withdraw funds early 
and without penalty, provided your situation qualifies as an exception.

The Age 59½ Rule

The age 59½ rule provides that, if you take distributions from your traditional 
IRA before you reach the age of 59½, you may be subject to a 10% Federal  
penalty tax in addition to regular income tax. However, you may not have to  
pay the penalty tax if your early distribution meets certain requirements. 

Exceptions

You may be eligible for penalty-free qualified distributions, if one of the  
following exceptions applies:

1. You are taking distributions as the beneficiary of a deceased IRA owner. 
Generally, if you inherit an IRA, you are required to take required minimum 
distributions (RMDs) over a period no longer than your life expectancy.  For 
nonspousal beneficiaries, RMDs must begin in the year following the year in 
which the IRA owner died. Spousal beneficiaries may have additional time to 
begin taking RMDs, depending on certain factors, including whether they opt 
to treat an inherited IRA as their own. This penalty tax exception does not  
apply to spousal beneficiaries who opt to treat the account as their own IRA.

2. You are paying for certain first-time homebuyer expenses, generally referred 
to as qualified acquisition costs, such as buying, building, or renovating a first 
home. Distributions, which may not exceed $10,000, may be used to cover 
qualified costs for you, your spouse, your children, or your grandchildren. 

3. You, your spouse, or dependents have unreimbursed medical expenses that 
total more than 10% of your adjusted gross income (AGI) (7.5% if you are 
age 65 or older, but only through 2016). If a medical expense for you, your 
spouse, or a dependent qualifies as an itemized deduction on your income  
tax return, it will generally qualify for this penalty tax exception.
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It's Later Than You Think: Do You Know Your IRA Basis? 

 ith the rising popularity 
 of Individual Retire-
ment Accounts (IRAs), many 
people may have been making 
yearly contributions without 
giving much thought to what 
will happen from a tax standpoint 
when they start taking money 
out of their traditional IRAs. This 
oversight is understandable, since 
many IRA contributors may be 
years away from retirement, and 
contributions, not withdrawals, are 
usually the primary focus. 

However, when you begin 
taking distributions from a 
traditional IRA, a variety of tax 
issues could arise. In general, 
your distributions are included 
in your gross income. Withdraw-
als made before the age of 59½ 
are subject to a 10% penalty, in 
addition to ordinary income tax. 
This process is relatively straight-
forward for those who have made 
only deductible contributions to 
their IRAs, but taxation is more 
complicated for nondeductible 
contributions.

IRA Tax Basis

If all of your contributions to a 
traditional IRA were deductible, 
then you have no basis in your 
IRA, and your distributions are 
fully taxable. Basis represents the 
after-tax balance in your account. 
If you made nondeductible contri-
butions to your IRA, the amount 
of your contributions equals your 
basis, and this money is not sub-
ject to tax upon distribution.

Deductible Contribution 
Limits

Prior to 1987, all wage earn-
ers could make a deductible 

contribution of up to $2,000  
annually. But, the Tax Reform  
Act of 1986 limits deductible 
contributions for employees 
who are active participants in 
qualified employer-sponsored 
retirement plans with adjusted 
gross income (AGI)—subject to 
certain modifications—exceed-
ing specified amounts based on 
filing status. ($61,000–$71,000 
for single filers; and $98,000–
$118,000 for married joint filers 
in 2015).  

Nondeductible 
Contributions

While some people were aware 
that a nondeductible contribution 
was permitted without regard 
to active participation in an 
employer-sponsored plan, many 
who made such nondeductible 
contributions failed to account for 
them by filing Form 8606 with 
their annual tax returns. Form 
8606 properly tracks nondeduct-
ible IRA contributions in both 
current and prior tax years, and is 
the only official record of after-tax 
contributions (i.e., IRA basis). 

Without having filed Form 
8606 for years in which non-
deductible contributions were 
made, a taxpayer will be exposed 
to double taxation of contribu-
tions when withdrawals are 
made. According to the IRS, with-
out the proper historical record, 
no distinction is made between 
contributions made with before- 
and after-tax dollars, and all with-
drawals are subject to taxation.  
In addition, there is a $50 penalty 
for failing to file Form 8606 for 
any year in which nondeductible 
contributions were made.

Also, consider state taxation 
of IRA withdrawals. Many states 
do not permit deductions for IRA 
contributions and, consequently, 
provide for a tax-free “return of ba-
sis.” This means that contributions 
are not taxed when withdrawn, but 
that part of the IRA account, con-
sisting of accrued interest and divi-
dends, is then taxed as received. 
However, this “return of basis” 
works only if the individual has 
kept accurate records and knows 
what his or her IRA basis is. 

Recordkeeping

One way to determine your  
total deductible and nondeductible 
contributions is to examine your 
tax returns over the entire period 
of IRA funding. If your record-
keeping has been less than ideal, 
account trustees (insurance compa-
nies, banks, mutual fund compa-
nies, brokerage firms) may be able 
to help you reconstruct your total 
contributions over the years. How-
ever, be advised that such trustees 
usually have no record of whether 
your contributions were deductible 
or nondeductible. 

If you find yourself in “IRA 
limbo” with respect to your IRA 
basis, you may want to enlist the 
help of a qualified professional.  
Remember, it is important to  
keep organized records of your  
contributions and to file the ap-
propriate forms. However, to help 
avoid a tax mishap at the time  
of withdrawal that could undo 
some of the annual benefits you 
have enjoyed from tax-deferred 
savings, be sure to consult your 
tax professional about your 
unique circumstances. 
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The Retirement Community Alternative

 hether you are on the 
 verge of retirement or it 
is years away, many of your current 
financial decisions are shaped by 
the questions of where you will live 
in the future and how your financial 
and social needs will be met. In ad-
dition to decisions about your own 
future, you may have aging parents 
who need help working through the 
complexities of choosing their own 
retirement housing. 

Changing Needs

Your housing needs can be af-
fected by any number of life changes, 
including seeing your children move 
out of the family home, experiencing 
changes to your health, or facing the 
loss of a spouse. Each of these life 
changes can raise questions regard-
ing the physical layout of your home, 
the maintenance required to take 
care of it, and the location of neces-
sary resources, as well as the need for 
continued social interaction.

If you have lived in the same 
neighborhood for many years, the 
thought of moving can be both dif-
ficult and emotional. In addition to 
a lifetime of memories, your family 
home offers the comfort of familiar-
ity and an important sense of com-
munity. It also may be completely 
paid off by the time you retire. 
However, its size and maintenance 
requirements may become increas-
ingly difficult to manage. The family 
home could also become isolating, 
especially after lifelong friends have 
moved away, or if located in an area 
with little or no access to social  
support systems.

Alternatives

Retirement communities are 
enjoying increased popularity as 
an alternative means to meet the 

housing needs of older adults. Many 
retirement communities offer an 
array of services, with costs directly 
related to the level of direct care 
provided. A complete community 
may have independent living options 
with condominiums and apartments; 
supervised assisted living for those 
who need help with basic daily 
activities, but not full-time skilled 
nursing care; and a nursing home 
wing for those individuals requiring 
more intensive medical care, all con-
veniently situated on one campus.

There are a number of advan-
tages to such living arrangements. 
The security of knowing that medi-
cal care and support services are 
readily available and a resident can 
shift from independent living to a 
nursing home level of care without 
having to make difficult moving 
decisions is the main attraction of 
retirement communities. Financial 
concerns may also be alleviated in 
a total life care community, particu-
larly if providing for later health care 
has been done before the need arises. 
In addition, most retirement com-
munities offer planned activities  
and transportation to meet a variety 
of recreational and social needs. 
Many active older adults enjoy the 

socialization among peers that a  
retirement community provides.

Periods of Adjustment

Although these communities are 
designed to meet the needs of older 
adults, isolation from family and prior 
friends may involve an adjustment 
period for some people. For example, 
structured group activities to interact 
with others may impose on some 
people’s sense of privacy, while others 
may dislike the idea of being confined 
to living solely among people their 
own age.

One of the most important ques-
tions to ask when visiting a commu-
nity is who decides when the resident 
needs a higher level of care. This issue 
alone can affect an individual’s sense 
of self-esteem and independence, as 
well as the cost of care. When couples 
move into a retirement community, 
it is important to consider how the 
necessity for an increased level of care 
for one spouse may affect the inde-
pendence of the other spouse.  

The decision to enter a retirement 
community involves a lot of thought-
ful planning. Knowing in advance 
some of the factors involved may help 
facilitate the decision-making process 
for you and your loved ones. 
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 any 401(k) plans allow 
 participants to borrow a 
portion of their account balances,  
up to a specified limit, as governed 
by the plan document. If you are 
thinking about taking a loan from 
your retirement savings account, be 
sure you carefully consider the pros 
and cons. 

First, look at the pros. When you 
repay the loan, you are, in effect, 
paying interest to yourself. As long 
as the interest rate equals or exceeds 

the rate of return on other savings in 
the account, you are not hindering 
the long-term growth of the funds.

Next, be aware of the cons. The 
interest portion of the repayment is 
generally not tax deductible. In ad-
dition, loans are usually short term, 
and amounts not repaid on time are 
considered taxable withdrawals and 
may be subject to penalties. Should 
you leave the company, your em-
ployer may demand full repayment 
within 60 days. 

Although you have the option to 
borrow from your 401(k), remember 
that the main purpose of a qualified 
retirement plan is to save for your 
retirement. The longer the money is 
left in your plan account to grow, the 
more likely you are to accumulate 
retirement income. Tapping into 
your 401(k) may appear to be the 
solution in an emergency or financial 
hardship situation, however, it is im-
portant to evaluate all the pros and 
cons before making a withdrawal. 

Evaluating 401(k) Loans 

m

playing by the IRA rules

4. The distributions are part of a se-
ries of substantially equal periodic 
payments (SEPPs) made at least 
annually that meet certain addi-
tional requirements. The Internal 
Revenue Service (IRS) currently 
recognizes three methods for 
calculating SEPPS: the required 
minimum distribution method, 
the fixed amortization method, 
and the fixed annuitization meth-
od. Once SEPPs begin, they must 
be made for five years or until you 
reach age 59½, whichever is later. 

5. You qualify with certain physical 
and/or mental conditions as being 
disabled, determined by a physi-
cian and if the disability can be 
expected to result in death or con-
tinue for an indefinite duration. 

6. You are paying medical insurance 
premiums due to unemployment. 
If you lost your job, and received 
unemployment compensation for 
12 consecutive weeks, you may 
take distributions from your IRA 
account, penalty tax free, during 
the year in which you received 
unemployment compensation, or 
in the following year, but no later 
than 60 days after you have been 
re-employed. 

7. You are paying for higher educa-
tion expenses, such as tuition, 
fees, and books at an eligible 
educational institution (generally 
all accredited postsecondary in-
stitutions). The distributions may 
not exceed your qualified educa-
tion expenses, or those of your 
spouse, your children, or your 
grandchildren.

8. The distribution is attributable to 
an IRS levy of the IRA.

9. Reservists qualify while serving on 
active duty for at least 180 days. 

IRAs are strictly regulated to 
ensure that they are used as vehicles 
for retirement savings. Therefore, 
they generally work best as long-term 
savings vehicles. However, if you do 
need income from your IRA before 
you reach age 59½, it is important to 
know if your situation excuses you 
from the penalty tax levied on early 
distributions before making a with-
drawal. Playing by the rules may save 
you money and help preserve your 
savings for retirement. Be sure to 
consult your tax advisor to determine 
whether your individual situation 
will qualify as an exception. 
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