PERSONAL FINANCE

THE 401K/IRA TOOLBOX
You're More Flexible Than You Think

By Howard McEwen, CFA | hmcewen@cincygentlemen.com

IRAS AND 401 K PLANS
represent one of the largest chunks
of individual wealth in America.
The IRS rules and regulations that
govern them are complex. 'The
handbook on basic IRA concepts
— IRS Publication 590 - is 108
pages long. Many people know
the basics (for a refresher, please
see box), but individuals look-
ing beyond the basics are finding
unique ways to use their retirement
plans to achieve their goals.

Scott Litwin, an advisor
with Kaplan, Litwin, Kaplan &
Associates at Stifel, Nicolaus &
Company in Kenwood, uses many
of these more advanced techniques
with his clients.

“Oftentimes, people can obtain
their goals if they only knew
about things like 72(t) (which
allows penalty-free early access to
IRA funds), and Net Unrealized
Appreciation (a way to save on
taxes if an investor has company
stock in their retirement money),
and the stretch IRA (a way to pass
along your IRA —and its extraordi-
nary growth — to heirs).”

Litwin always tells his clients
to consult a tax advisor when using
these techniques.

David J. Alex, CPA/PFS of
Alex & Co., frequently guides
clients through the complex IRS
regulations concerning their retire-
ment plan. Both Alex and Litwin
offer this advice:

GOT COMPANY STOCK IN

YOUR 401(k)? READ THIS!

Net Unrealized Appreciation [NUA]
“When you leave your employment
with your employer’s stock in your
retirement account an election can
be made to defer the tax on the net
unrealized appreciation (NUA) of
the stock. Tax is paid on the cost
basis of the distributed stock and
then, if held more than one year,
long-term capital gains treatment
is available for the remainder.”

For example, a 65 year-old
retires from P&G with 100% of
his 401(k) value in P&G stock.
Normally, he’ll roll that stock
into an IRA and take distribu-
tions. Those distributions will
be taxed at ordinary income tax
rates. However, if he knows about
NUA, he can simply withdraw the
company stock from the plan and

put it in a regular account. At the
time, he’ll only owe income tax on
his cost basis in the stock. Later,
when he sells the stock as income,
he’ll pay the much lower capital
gains tax rate.

“Using NUA is a great tool for
employees of public companies to
remove part or all of their shares
from a retirement plan at retire-
ment — saving a lot in taxes,” said
Litwin.

Alex warned that there are
some disadvantages. “Since the
net unrealized portion of the
stock must remain in the form of
employer stock, it makes it difficult
for an investment advisor to diver-
sify a client’s account without a tax
consequence,” said Alex. “Also,
the tax laws governing long term
capital gains may change. If the
favorable tax rates for long term
gains are eliminated or reduced,
the benefit will not be as great.”

NEED TO GET AT YOUR IRA

BEFORE 59 ¥2? READ THIS!

Section 72(t) of the Internal
Revenue Code

“Under Section 72(t), a person
under age 59 % may elect to take
taxable periodic withdrawals from
a retirement plan and avoid the
10% penalty for early distribu-
tion from the plan,” Alex said.
“The payments can be structured
to change each year or can be a
fixed annual amount, both options
are based on the recipient’s life
expectancy.”

Alex says 72(t) is beneficial to
people whose assets are tied up in
their retirement account, but need
a regular check.

“Often when people retired
early, especially in the late 1990’
before the technology bubble
burst, retirees used 72(t) to obtain
periodic withdrawals from retire-
ment plans,” said Litwin.

However, the IRS doesn’t let
taxpayers get their money early
without attaching some strings.

“Once the election is made
you are essentially bound by your
choice,” said Alex. “You must con-
tinue the periodic payments for five
years or, if later, age 59 1/2. If you
break the rules, the 10% penalty
plus interest will apply from the
beginning of the distributions.”

Alex counsels caution with his
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401(k) and IRA Basics
A Primer for Those of Us who Need One
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B 401 (k) contributions and IRA contributions (within
certain income limits) are tax deductible.

B [RAs can be funded either by a “rollover” from a
401 (k) or by contributions made directly by the owner.

B Earnings within the plans accumulate tax deferred (i.e.
they are not taxed until withdrawn from the plan.)

W In 401(k) plans, the employer may make match-
ing contributions to the employee’s account.

B In 401(k) plans, withdrawals are not allowed
until employment is terminated. However,
some firms do have a loan provision.

B When an employee terminates employment, he
can do a “rollover” of his 401 (k) to an IRA. This
is a non-taxable transaction if done correctly.

B Earnings and deductible contribu-
tions are taxed as ordinary income upon
withdrawal from a 401(k) or IRA.

B A 10% early withdrawal penalty usually applies
if money is taken out of an IRA or 401 (k)
before the owner reaches age 59 4.

B For 401(k)s and IRAs (however, not Roth
IRAs), owners must begin taking distributions
at age 70 2. The amount of the distribu-
tion is determined by IRS regulations.

clients wanting to use 72(t) after
losing their jobs.

“It is very tempting to elect
72(t) when a person has lost
employment, however, if re-
employed, you cannot stop the
payments and the result can be
paying tax on income at a higher
tax rate, and losing the tax deferral
benefit of leaving the money in the
retirement account,” he said.

WANT TO TURN YOUR 401(k)/IRA

INTO A GOLDMINE? READ THIS!

The Stretch IRA

When Traditional IRA owners
turn 70 %, the IRS requires that
a portion be withdrawn. This
Required Minimum Distribution
(RMD) allows the IRS to tax the
withdrawals. (RMDs do not apply
to Roth IRAs). The RMD is based
on life expectancy.

When IRA owners die, their
beneficiaries can continue to take
RMDs based on their own life
expectancy. If the beneficiaries take
the RMD - and no more — and if
the beneficiaries are very young,

the IRA can grow to unbelievable
values.

“Stretching an IRA is a won-
derful way to create wealth across
generations,” said Litwin.

But getting beneficiaries to take
only the required minimum distri-
bution is hard. When inheriting
an IRA, visions of second homes
and speedboats dance through the
minds of the beneficiaries.

“It is very difficult for benefi-
ciaries to pass up taking the entire
IRA distribution if they are not
used to managing money,” said
Alex. “The stretch IRA allows for
the tax treatment to be spread over
a number of years. It is a matter
of educating the heirs through a
strong team of investment and tax
advisors.”

Litwin agrees. “The basics
are simple enough,” he says, “but
401(k)/IRA owners need to know
that the IRS offers some flexibility
— but on its terms.” ©
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