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The End of the Year is Near: Take Your
Required Minimum Distributions or Face
Big Penalties
Should retirees take money out of their quali�ed retirement plans like 401(k)s and
IRAs to help pay for their living expenses? Most retirement-savers in their 70s or
older have little choice: Under the federal tax law, they are mandated to make ...
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[This is part of a series of articles designed to maximize 
tax bene�ts and minimize tax pitfalls at the end of the year.]
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Should retirees take money out of their quali�ed retirement plans like 401(k)s and
IRAs to help pay for their living expenses? Most retirement-savers in their 70s or
older have little choice: Under the federal tax law, they are mandated to make
required minimum distributions (RMDs) from those accounts, whether they need to
or want to. And the penalty for ignoring the requirement, or failing to withdraw
enough funds during the year, is steep.

Don’t leave this obligation to chance. If the RMD rules apply to your client, be sure
that he or she leaves plenty of time before year-end to make the necessary
arrangements.

Let’s start with some background information. Distributions from quali�ed
retirement plans and IRAs are generally taxed as ordinary income at rates reaching
up to 39.6%. If you withdraw funds prior to age 59 ½, a 10% penalty tax also applies
on top of the regular income tax. Furthermore, although payouts from quali�ed
plans and IRAs don’t count as “net investment income” (NII) for purposes of the
3.8% surtax, such distributions increase your modi�ed adjusted gross income
(MAGI) under the surtax calculation.

To compound these tax miseries, you must begin taking lifetime RMDs from quali�ed
plans and traditional IRAs – but not Roth IRAs – no later than April 1 of the year
following the year you turned age 70½ and continue to do so each succeeding year.
For instance, if a client turned age 70½ in 2014, he or she must take an RMD for the
2014 tax year by April 1, 2015 and then another RMD for the 2015 tax year by
December 31, 2015.

However, a client may be able to postpone the inevitable in some cases. If you’re still
working full-time for an employer where you have a quali�ed plan and you’re not
the business’ owner, you can delay RMDs until your retirement. This exception only
applies to employer-sponsored plans; not to IRAs.

Generally, the amount of the RMD is based on IRS-approved life expectancy tables
and the value of the account on the last day of the previous tax year. So distributions
for 2014 depend on account balances as of December 31, 2013, even though you’re
taking out the funds almost one year later.

Note that you don’t have to take RMDs from any one account. You can divide up the
distributions anyway you see �t as long as the total equals or exceeds the required
amount. This gives clients some measure of �exibility at the end of the year.
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What’s the penalty for failing to take an RMD? It’s equal to 50% of the amount that
should have been withdrawn (or the difference between the required amount and a
lesser amount actually withdrawn) – on top of the regular income tax and 3.8%
surtax the client may owe. For example, if a client forgets to take a $5,000 RMD in
2014, the penalty by itself is a whopping $2,500. This is a powerful tax incentive to
get all your ducks in a row before year-end.

Finally, clients should be aware that RMDs may also be required if they own plan
accounts and IRAs inherited from a family member. Although lifetime distributions
from a Roth IRA aren’t mandated , you must take RMDs from a Roth you’ve inherited.

It may take awhile to go through the process, especially if you’re using snail mail to
handle the paperwork, so don’t procrastinate. Get the word out to clients well in
advance of the December 31 deadline to avoid any unnecessary complications.
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