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The conventional wisdom on indi-
vidual retirement accounts (IRAs)
is that in general, taxpayers younger

than age 591/2 must pay a 10% penalty if
they withdraw money from their IRAs.
It’s actually more because there is a 10%
federal tax penalty plus a state tax penal-
ty that varies by state, (e.g., 2.5% in Cali-
fornia). But there are so many exceptions
to this “rule”, that only the ignorant pay
the 10% early withdrawal penalty.

For starters, exceptions to this rule apply
for hardships including the death or disabil-
ity of the beneficiary. Withdrawals estab-
lished as an IRS-approved annuity are also
exempt. Legislation passed in 1997 and
1998 added some additional exceptions
to the 10% premature IRA withdrawal
penalty. Under certain circumstances,
premature withdrawals covering expenses
for medical care or insurance, higher educa-
tion, and first-time home purchases are
exempt from the 10% penalty. A basic
requirement for avoiding the penalty in all
of these cases is that the qualified expense
exceeds the IRA distribution (amount with-
drawn). The exceptions to the penalty
are distributions 
• from the IRA of a deceased taxpayer

under age 591/2 at death, and 
• to a disabled IRA participant under age

591/2. A person is considered disabled if
he or she is unable to engage in “substan-
tial gainful activity” because of any
medically determinable physical or mental
impairment that can be expected to be
of long-continued and indefinite dura-
tion or result in death. The term substan-
tial gainful activity means activity in
which the individual customarily engaged
before the disability or a comparable activ-
ity. In determining whether an individ-
ual’s impairment makes him or her unable
to engage in substantial gainful activi-
ty, the IRS looks to the nature and sever-
ity of the impairment.
During 1997, two additional exceptions

were introduced to assist taxpayers in hard-

ship situations involving
• significant unreimbursed medical

expenses. Distributions before age 591/2

aren’t subject to the 10% penalty if
they exceed 7.5% of your adjusted gross
income. 

• paying medical insurance premiums
after losing your job. If you are younger
than age 591/2 and your IRA withdrawal
is less than your medical insurance bill,
you are exempt from the 10% penalty
if you have received unemployment
compensation for at least 12 consecu-
tive weeks and the withdrawal is made
in the year this compensation is received
or in the following year.

In 1998, additional exceptions were intro-
duced for expenses incurred for 
• higher education. An IRA withdrawal

before age 591/2 used to pay qualified
higher education expenses is not subject
to the 10% penalty. As with the other
exceptions, the basic requirement is that
the qualified expenses equal or exceed
the withdrawal. The withdrawal can be
used to pay for your higher education
expenses or those of your spouse, your
children, or your spouse’s children.

• first-time home purchases. A maximum
of $10,000 of distributions for first-time
home buying expenses is eligible for
the exception. For this exception, a

“first-time” home buyer isn’t neces-
sarily someone buying a home for the
very first time. You may qualify as a
“first-time” home buyer if you haven’t
owned a home for two years. The with-
drawal must be used within 120 days
of distribution to pay reasonable settle-
ment, financing, or other closing costs
to buy, build, or rebuild a principal resi-
dence. The buyer can be you, your
spouse, or a child or grandchild of you
or your spouse. This greatly enhances
the availability of the exception: A
husband and wife wishing to assist their
children in purchasing a home can each
withdraw up to $10,000 over their
lifetime without penalty. 

Financial Planning
In addition to avoiding the 10% penalty
to cope with hardship or financial diffi-
culties, there are also ways to make early
IRA withdrawals to meet your financial
planning objectives.

Early retirees, especially those with high-
er incomes, are using an increasingly
popular strategy called 72(t) to tap into
their retirement accounts and IRAs free of
the 10% early withdrawal penalty. But exact-
ly which 72(t) payout method you should
elect, or even whether you should use the
strategy at all, takes some careful analysis.

Section 72(t) from the federal tax code
allows for penalty-free annuitization before
age 591/2 through substantially equal
periodic payments, although you’ll still have
to pay ordinary income taxes on the with-
drawals. Basically, you must make equal
annual withdrawals using one of three meth-
ods allowed by the IRS. You can use 72(t)
anytime with an IRA, but you can use it
for a qualified retirement account such as
a 401(k) only if you no longer work for
that particular employer. 

The other key to 72(t) is that once you
start, you must take out payments for at
least five years or until you turn 591/2,
whichever is longer. For example, if you
start at age 50, you must take out equal
payments annually until you reach 591/2.
If you did this, you would pay ordinary
income tax on the distributions but no 10%
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penalty. If you start at 56, you must make
the periodic withdrawals until age 61. After
that, you can stop taking out money or
take out whatever amounts you want with-
out penalty until you start your required
minimum withdrawals by April 1 of the year
following the year you turn 701/2. If the
only way to take out money from your
employer’s retirement plan is to receive a
lump-sum distribution, one of your options
would be to take the lump-sum distribu-
tion, roll it over into an IRA, and then begin
receiving distributions under one of the
IRS-approved methods.

The first of the IRS-approved annuiti-
zation methods is the minimum distribu-
tion method, or life expectancy method.
You divide the total amount in the account
by your single life expectancy or the
joint life expectancy of you and a bene-
ficiary. You can recalculate every year, so
the amount will increase or decrease
each year depending how well the account
investments do. You’ll find the IRS tables
in Publication 590. Life expectancy usual-
ly provides the smallest periodic payments
of the three methods. 

The amortization method involves
selecting a “reasonable” interest rate by
which you assume your IRA will grow.
Although open to interpretation and differ-
ent guidelines, one calculation that the
IRS won’t challenge is to use a maximum
of 120% of the federal long-term rate. A
recent long-term rate was just over 5.46%,
allowing an interest rate of a little over
6.57%. This method generally produces
larger payouts than the minimum distri-
bution method, but the payments are fixed
so you can’t increase them to keep up with
inflation. Another approach for fixing a
reasonable interest rate is to use the rate
of growth of your IRA investments.

Although the IRS doesn’t specifically sanc-
tion this approach, it’s a reasonable one.

The annuity approach normally produces
the highest payouts. The calculation is
based on insurance company mortality
tables, although you can use the IRS tables.
It is possible to use a cost-of-living factor
to increase payments, but you must incor-
porate this before you start 72(t) payouts.
It’s a good idea to get some professional
help if you want to go this route.

To determine which method is the best
for your needs, first decide how much money
you want to withdraw from your IRA or
retirement accounts on a 72(t) basis. Then
determine which method produces the
amount of money closest to the need. You
can’t change the method or arbitrarily
increase or decrease payouts during the 72(t)
period, such as taking out extra money to
pay for college. Such a move negates the
entire annuitization schedule, and the IRS
will retroactively assess a 10% early with-
drawal penalty, plus interest.

Experts recommend that you try to
get the largest 72(t) payouts from the small-
est amount of IRA money. For example,
say you have $500,000 in an IRA. If
using the annuity method produces the
amount of income you need using only
$250,000, split the IRA into two and annu-
itize one of them. That gives you the
flexibility to annuitize the second IRA later
if you need additional cash.

Consider Carefully
As you can see, the 72(t) annuitization
procedure is complicated, so you’ll want
to work with your accountant or finan-
cial planning professional. Moreover, says
Dennis Filangeri, a certified financial plan-
ner in San Diego, discuss with your advis-
er the wisdom of doing a 72(t) in the first
place. It’s not for everyone. For example,
if you retire well before age 591/2, you’ll be
stuck with those payouts for a long time,
regardless of whether your needs change.
If you’re close to 591/2, it may be better
to find an alternative source of funds. And
small accounts probably won’t provide
enough cash anyway. It’s usually better
to let your nest eggs grow tax-deferred as
long as possible before cracking them.

Milton Zall is a freelance writer based in
Silver Spring, MD. He is a certified internal
auditor and a registered investment advis-
er. Send your comments or questions regard-
ing this article to tcaw@acs.org or the Edito-
rial Office address on page 3. ◆
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