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Properly calculate RMD

Whether
minimum
distribution
is around

the corner

or years away,
this is a good
opportunity
to review
retirement
investments.

WRITTEN BY CAT BELTEAU

The IRS gives incentives for us
to sock money away in retirement
accounts, and these funds are the
largest retirement asset for most indi-
viduals. Since these funds are beyond
the tax collectors’ reach as they accrue
tax-deferred earnings, the IRS eventu-
ally requires the funds to be distributed.

What if you don’t need the money,
don’t want to pay taxes and want to
keep the account accruing interest?
You’ll face a 50 percent penalty tax on
the amount you should have with-
drawn, and you’ll still have to with-
draw the required amount and pay the
income tax due.

There are two critical ages for with-
drawing from traditional, SEP and SIM-
PLE IR As; qualified plans; 401(k) and
403(b) accounts. The rules do not apply
to Roth IRA owners but do apply to
Roth IRA beneficiaries. At age 59,
account owners may take withdrawals
without penalty. They can take as little
or as much as they want and pay the
income tax on the withdrawn money.

On April 1 of the year after the
account owner reaches age 70%, mini-
mum distributions must begin. All sub-
sequent minimum distributions must be
received by Dec. 31 of the applicable
year. Determining age 70 (in govern-
ment speak) is not as easy at it seems.
The regulations explain that age 70 is
reached six months after the 70"
anniversary of birth. This makes June
30 the magic date.

For example, Harry and Bess both
own 401 (k) plans. Harry was born July
1, 1934, and Bess, June 30, 1934. They
both celebrate their 70th birthday in
2004, but their 70% birthdays are in
different years. Harry reaches 70% on
Jan. 1, 20035, so his minimum distribu-
tions begin no later than April 2006.
Bess is 70% on Dec. 30, 2004, and
must begin her minimum distributions
in April 2005. If Bess defers her 2004
distribution until April 2005, she will

o

also have to take her 2005 required dis-
tribution by Dec. 31, 2005. Both distri-
butions will be included for income tax
purposes in 200S.

The government has three methods
for distributing retirement accounts at
70Y%: fixed amortization, fixed annuiti-
zation and required minimum distribu-
tion (RMD). It has also created three
tables based on life expectancy to help
retirement account holders determine
mandatory distributions, which is a per-
centage of the account based on age. To
view the full tables, go to www.irs.gov
and download IRS Publication 590.

Beneficiaries of a retirement plan
and those calculating the fixed amorti-
zation method use Table I — Single Life
Expectancy. Married account owners
with spouses more than 10 years
younger use Table II — Joint and Last
Survivor Expectancy. Table IIl — The
Uniform Lifetime Table — is the most
commonly used of the three life ex-
pectancy charts. This table is used for
singles and married account holders
with a spouse closer to their own age.

The fixed amortization method con-
sists of amortizing the account balance
over life expectancy (Table I for single
life or Table II for joint and last sur-
vivor). The interest rate used for the
calculation cannot be more than 120
percent of the federal mid-term rate
published in the revenue rulings by the
IRS. Once an annual distribution
amount is calculated, the same dollar
amount must be distributed in the sub-
sequent years. The payment formula is
available in most spreadsheet programs
and financial function calculators. By
hand, use:

Payment = Present Value of the
Account / (1-(1/(1+interest rate)/ life
expectancy))/interest rate.

For example, John is retiring at age
70 and his account balance is
$400,000. IRS Table I shows a 17-year
single life expectancy and the current
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interest equals 4.5 percent. His fixed
amortization payment will be:
$400,000/[1-(1/1.045)/17)]/.045

= $34,167.

The fixed annuitization method uses
the account balance and an annuity fac-
tor to determine the annual payment.
The annuity factor is calculated based
on the mortality table supplied by the
IRS (Appendix B of Rev. Rul. 2002D62)
and an interest rate that is not more
than 120 percent of the federal mid-
term rate published in revenue rulings
by the agency. An actuary typically does
this calculation. Once an annual distri-
bution amount is calculated under this
fixed method, the same dollar amount
must be distributed in subsequent years.

These methods are invaluable for
clients who would like to start drawing
funds from their retirement accounts
without penalty prior to age 59 'kl Keep
in mind that, by their very definition,
the amortization and annuitization
methods assume that the account values
will be zero at the end of the account

tribution period of 26.5 years. Nancy
must take out at least $6,717 this year
($178,000 divided by 26.5).

For another example, Harold is a
73-year-old IRA owner. His wife, Ruth,
is 60 years old and the sole beneficiary
of his account. As of Dec. 31 of last
year, the account value was $262,000.
To calculate the RMD, Harold divides
$262,000 by the joint life expectancy
factor of 26.8. He must withdraw at
least $9,776 by Dec. 31 of this year.

A retiree may participate in more
than one qualified plan. The RMD
must be determined separately and
each applicable amount distributed
from the respective plan. However,
multiple IRAs and multiple 403(b)
amounts may aggregate the RMD and
take the amount from one account of
each type of plan. 1tOs always wise to
calculate the RMD separately for
each account as different tables
may apply.

Whether minimum distribution
is around the corner or years

holderOs life expectancy. There is always away, this is a good opportunity

a danger that the account holder might
outlive his income.

The required minimum distribution
method is the most flexible of the three.
Because the minimum required distribu-
tion in any year is recalculated with the
account balance and mortality factor
every year, the account will last the
account holderQs lifetime. To determine
RMD, simply divide the ending account
balance for the previous year by the life
expectancy factors corresponding to
current age.

For example, Nancy is a retired
401(k) participant who turned 70 *tJ
April 1, 2004. Her son, Brian, is the
beneficiary of the account. On Dec. 31
of last year, NancyOs account balance
was $178,000. Because Brian is the
beneficiary of the account, the Uniform
Lifetime table is used. It indicates a dis-

to review retirement invest-
ments and beneficiary infor-
mation with your clients. You
can ensure that minimum
distribution rules are
adhered to properly, that
assets are effectively
managed in retirement

and that a well-round-

ed retirement

distribution plan

is developed @
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