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INTRODUCTION TO 401(K) WITHDRAWALS

So you're interested in learning about the various 401k withdrawal rules?

Well, you're certainly not alone. Aside frod81(k) loans the questions thaetirement
professionals get most revolve around taking money in the form of a withdrawal from@hir

plan
It's really no surprise either when you think about it. You're lockowg moneyaway in a

"heavily guarded" account for retirement purposes (which is likely quite a distance into the
future) and it's only natural toytend tap the funds when the need for some quick cash arises.

Maybe you're thinking, "Why would | want to put my money into something that | don't have
ready access to?"

That's a goodvalid question. And one worth examining before you decideviestin an
employersponsored plan. But remember, you are investing for retirement

This is not a shorterm savings account and should not be treated like .one
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Uncle Sam has given you substantial tax breaks with the stipulation that you can't tap the account
for any old reason.

You may have some good options fof@L(k) withdrawabr you may not. As usual there are
different factors that could determine what you mayehavailable, not the least of which is the
type of 401Kk) withdrawal rules your employer has established.

In thistutorial we're going to look at a few of the most common types of ways to take money
from your 401k) while you are still employed (irervice withdrawals). We'll go through each of
these, but just keep in mind that you will almost always pby%a early withdrawal penaliy

you take money from your 4Q4) prior to age 59 Y.

We're going to look at some voluntary types of &) Withdrawals such asftertax
withdrawals rollover withdrawalsage 59 Y2 withdrawaland the mogpopular of all, the
hardship withdrawal

We'll also take a look at some involany types of withdrawals such @ualified Domestic
Relations Orders (QDRO'andRequired Minimum Distributions

HARDSHIP WITHDRAWALS

Questions about01(k) hardship withdrawals come up more frequently than any other type of
withdrawal from @01(k) plan It's simply the most commonly known type of vditawal to exist

in most plansand for good reason, tocclick here to éarn about expanded hardship
withdrawals)

You would probably be less inclined to participate #04(k)or other type of employer
sponsored lan if you knew that you were not allowed to touch the money under any
circumstances, right?

Of course you would. And no one would blame you, either.

Congress recognized this, too, and decided to offer "provisions” that would allow participants to
accessheir money under certain conditions. Specifically, we're talking aboyk}Bardship
withdrawals. These conditions exist to a) entice employees to save iretireiment program

with the knowledge that they can access it if absolutely necessary, and b) to give employees a
source of funds to eliminate certain financial burdens that may arise in life.

401(k) hardship withdrawals are heavily tested, though, and carry many caveats. We'll first
give you the details on what is considered a "legitimate" need for a hardship withdrawal and then
we'll cover some of the caveats.

First, what conditions exist that allow us to take a hardship withdrawa?

a. The withdrawal of assets is necessary to cover an immediate and heavy financial need
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b. The money cannot be reasonably obtained from some other source
c. The amount of the hardship withdrawal does not exceed the amount of the burden

Okay, for what reasons can take a hardship withdrawal?
Ah, the $64,000 question.

While each person has their own idea about what a true hardship situation is, the IRS has set
forth six very specific reasons:

1. Outstanding and unreimbursable medical expensa@$is means that you cdake a hardship
withdrawal to pay for any medical expenses that are not covered by insurance. To qualify, you
will generally need to provide a copy of your explanation of benefits (EOB) that you received
from yourinsurance provideshowing what part of your medical are, and are not, covered. This
withdrawal can be used to pay for medical expenses related to you, your spouse, or your
dependeni @ . & (KS gl e&XxXiKAa 9-/[!59{ Ftyed 1AYR 2F O:

2. Prevention of eviction or foreclosure on a primary residendtyou are faced with the threat of
being evicted from your home, or with being foreclosed upon, you can seek a hardship
withdrawal in ader to make yourself current on your rent orortgage If you are facing
eviction, you will generally need to provide a letter from yourdiand indicating the amount
you owe to bring yourself current, and the date that the money is due by to prevent your
eviction. The letter must usually be signed and dated by your landlord within the previous 30 to
60 days you request the hardship withdrawii you are facing a foreclosure on your primary
residence, the same rules apply. The keyword here, howeveringry residencdf you are
facing foreclosure on a second home or rental propgdy cannot seek out help from your
401k in the form of a hardship withdrawal. Sorry.

3. PostSecondary Education Expensdfsyou, a spouse, or dependent needs tuition money to pay
for classes adn accredited university, you can take a hardship withdrawal for that. This is
generally limited to tuition fees and room and board, and lab fees for 12 months in the future. It
generally will NOT cover transportation and computelated expenses. (somdgmns may have
f 223SNJ NUzA Sasx a2 R2 OKSOluvoe ,2dz sAff ySSR (2 L
school letterhead) with an itemized breakdown of expenses.

4. Purchase of primary residenc#.you are planning to purchase a home, you canaibardship
withdrawal to cover most of the expenses for the home including down payments, closing costs,
and other associated fees. Covering expenses related to actually moving are not permitted.
Same with the cost of renovations or decorating. You willegally need to provide a copy of
the Good Faith Estimate as well as a signed copy of the purchase agreement. Similar to the
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foreclosures, you can only take this withdrawals for purchasing gooraryhomeg not a
vacation home or rental property.

5. FuneralExpenseslf a member of your family passes away, funeral expenses can quickly erode
any savings you might have had. If necessary, you can #B#lg hardship withdrawal to
cover the expenses of funeral and burial costs. You will need to supply andtlisizof
expenses from the funeral home as evidence of your need for the hardship withdrawal.

6. Repair of damage to principal residence caused by natural disadtkis was not always an
allowable reason for a hardship withdrawal. But the devastation afieane Katrina in 2005
made lawmakers realize that an additional hardship withdrawal rule needed to be added to
assist people in any future disasters. (as a side note, when Hurricane Katrina hit, Congress
quickly passed a temporary bill that allowed angdiving in zip codes affected by Hurricane
Katrina to take hardship withdrawals without penalty). Realize that the term natural disaster is
very specific. Generally speaking, a thunderstorm which caused your roof to leak does not
constitute damage by natal disaster and would likely not be allowed. If you aren't sure, check
with your employer or provider to determine what the plan is willing to allow.

Note: Credit card receipts are generallynot acceptable forms of proof for taking a
hardship withdrawal.

Again, these six items are what the IRS deems as hardship needs. Your circumstances may be
different. If they are, you should still ask yoamployer or 40(k) provider for a hardship

withdrawal option. The worst they can do is say 'no'. If they do, don't take it personally. They're
just trying to protect themselves in case the IRS comes knocking on their door. Because if
they've allowed numerouseligible hardship withdrawals, they are ultimately responsible and
could lose the qualified status of their plan.

To go a little further with this, it is also entirely possible that you don't have to provide any
documentation proving the reason for #tH(k) hardship withdrawal. Some employers have

started moving to a "setfertification” method of taking hardship withdrawals, meaning that by
signing a 40(k) hardship withdrawal form, the employee is attesting to the fact that they are
taking a legitimate dwrdship withdrawal (ones that fall within the above parameters). Some
employers aren't comfortable prying into their employees' lives and they also recognize that most
employees are very uncomfortable disclosing their personal troubles with their covamtters
superiors.

Here are a number of things to keep in mind regarding 40k) hardship withdrawals:
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a. Your employer is not required to offer a hardship withdrawal. If they do, they are not required
to let you take everything. Many plans limit hardship withdrésv@ your employee
contributions only. This means that all employer contributions, plus any earnings that the
employee contributions have made are not included.

b. Generally you are required to exhaust any available plan loans from your account alongyvith an
other withdrawals before you can touch a 4R)jlhardship withdrawal. Once you have
exhausted those options, you may be eligible for the hardship.
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d. Once you take a hardship withdrawal you are not allowed to neakployee deferral$or 6
months. Chancesra that if you have a true hardship situation you probably don't want to
contribute anyway, but the lost contributiorfer a half year, pls the actal withdrawal can set
you back tremendously.

e. You will pay d40% early withdrawal penalifthe hardship withdrawal is taken before you turn
59 %. This can potentially be a huge sum of money. Make sure you absolutely need the
withdrawal before you také.

f.  When taking a hardship, there is one major exception to the 10% early withdrawal penalty. If
you are taking the withdrawal to pay for medical expenses and the expenses exceed 7.5% of
your adjusted gross income (AGI) for that year, you may get outyofgahe 10% penalty.

g. Tax withholding on a hardship withdrawal is not mandatory like it is on all other withdrawals. If
you choose, you can elect to have 0% withheld for federal and state taxes. If you do want taxes
withheld, however, it has to be a minimuof 10%. This is completely optional, but remember
whatever you don't pay up front, you will pay when you RleUS/our 10% early withdrawal
penalty.
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AFTER TAX 401(K) WITHDRAWAL

If, at any point, you've madster tax contributionto your401(k) plan then you have the
opportunity to take a withdrawal of those assets should the need arise.

We want to make the distinction early on. Aftertax 401k withdrawals aredifferent than Roth
NIpte: 40Lkwithdrawals.
A o

While taking any withdrawal from youwt01(k) planshould be the furthest thing from your mind,
withdrawing after tax assets eases the potaatiaburden quite a bit, and should be your number
one option if you have no choice but to tap your account.

The benefits of an after ta&#01(k) withdrawakre plainly obvious. You've alreaggid taxeon
the money you have put into the account, so naturally when you withdraw iby® nothing
else to Uncle Sam.

Another added benefit of an after tax 401k withdrawal is that you will not owe the 1B% a
early withdrawal penaltfor taking the distribution even if you are under the age of 59 %2. Sweet
deal!

But was alwags there's a catch (you really didn't think you were going to get awdsescot
did you?). The IRS has a few tricks up its sleeve that you need to beadwagarding the after
tax 401k withdrawal.

Don't forget that the after tax contributions you have made to the account have probably earned
more money on it, right? If you invested properly, it did. And if you've been invested for quite
some time, chancese the earnings are quite substantial. Well, these earnings have never been
taxed before.

You probably see where we're going with this, don't you? Yup, Uncle Sam wants his cut of the
earningsyou made if you take that after tax withdrawal!

Back in the dg, a plan participant could take an after tax withdrawal of just the principal value
of his or her after tax dollars and not have to take any of the earnings, thus mal&hNjy tRé&
withdrawal nortaxable.

For example, let's say that a participant made $10,000 in after tax contributions to their plan, and
over time that $10,000 grew into $15,000. That same participant could take a withdrawal of
$10,000 (the principal) and leave the $5,000 (earnings) untductibe plan and ultimately pay

no taxes and penalties on the entire $10,000 withdrawal.
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Unfortunately, those days are long since gone! In 1986, Congress passed a sweeping legislative
reform called the Tax Reform Act of 1986. This reform drastically ckdmgany aspects of the

way the taxes were handled in qualified pléndact, it's thistax reformthat we have to thank

the 10% early withdawal penalty for).

What the new law required was that any withdrawals made of after tax monies from a qualified
plan must have a proportionate amount of earnings attached to them.

Let's use the previous example of the participant with a $15,000 aftealéance in her account
$10,000 of which is principal (netaxable) and $5,000 of which is earnings (taxable). Since the
$5,000 in earnings represents dghid of the overall $15,000 balancany withdrawal she takes
of after tax dollars mst consist of roughly 33% in earnings. In other words, 33% of whatever
withdrawal she takes will be subject to ordinary incomeAtislio a 10% early withdrawal

penalty.

Theafter tax withdrawal just lost its luster, huh?

Here is something important to note regarding after tax withdrawals, however: This new rule
didn't takeeffectuntil January 1st, 1987. So anyone who made after tax catibris prior to-

and during- 1986, was grandfathered into the old rules while all after tax contributions made in
1987 and after followed the new rules.

What does this mean?

This means that if you happen to have after tax contributions that were made tcount in

1986 or before, you can take a withdrawal of
to include earnings with that. Any after tax contributions made after that you will be required to
take a proportionate amount of earnings.

Your 401(k) recordkeeper should be tracking your}®87 and pos1986 after tax
contributions, so you should contact them to determine what your options are.

QUALIFIED DOMESTIC RELATIONS ORDER

We've placed information about Qualified Domestic Relations Order in the withdrawal section of
thesit e because, i n e s siawihdrawal.tAlbhaughiitds amvolantaty | vy wh a
type of withdrawal.

What exactly is it?

A Qualified Domestic Relations Order QDRO (pronouncellwahdrg - is a court order that
assigns all, or a portioof retirement plan benefits to an alternate payee. The alternate payee is
most commonly an egpouse, but can also be a spouse, a child, or any other dependent of the
plan participant.
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Since it usually occurs as a result of a divorce, we'll use thatesaarple. As two espouses
go through the litigation and settlement in a divorce case a DRO (domestic relations order) is
drafted which, among other things, divides assets between-Spoeses.

A DRO becomesgualifiedwhen it takes into account the assiet aqualified plan Hence the
name Qualified Domestic Relations Order. Once the QDRO is finalized it is sent to the plan
sponsor (the employer) to divide the assets.

How does it work?

While it depends entirely on the terms of the QDRO, the alternate payee will not only get a

certain amount omoneyfrom the payos account, but will also receive the earnings as of a
certain date. For example, |l etbs say the alte
date of the QDRO as January 1st, 2007.

This means that the alternate payee will receive $10QRQQG any earnings that money has

made since January 1st, 2007. However, the same goes for losses, too. If the payor's account
sustained market losses during that time, the losses are included, so the alternate payee could
receive less than the $100,000 the QDitGmised them.

What rights does an alternate payee have?

Generally speaking, the new alternate payee has similar rights to their new account as a true
participant in the plan. If they choose to leave the money invested 401fik) plan they can do
so. If they choose to roll the money over or pay it out, they can do that, too.

As an alternate payee, however, they are now respongitileetaxesowed on any distributions
they make from the plan.

But be careful! If it is determined that a Domestic Relations Order was not qualified prior to the
splitting of assets, thiax liability falls on the payor, not the alternate payee! There are cases in

which this has happened, and while the alternate payee was happy, the payor was left to pay
taxes on a LOT of money. Donét Il et this happe

For much more detail check out thealified domestic relations order FAQ's on the DOL
website

REQUIRED MINIMUM DISTRIBUTION

Taking a Required Minimum Distribution (RMD) is another type of involuntary withdrawal that
must be taken from yo01(k) plango satisfy certain IRS requirements.

Why do | have to take a RMD?
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Well, the IRS has given you the ability to degfaying taxe®n the money you earned while you
were working so you could more easily saver&irement But there comes a time when you
must pay the piper!

If the IRSdidn'trequire you to take money out of your account, then many people would simply
leave their accounts intact and pass them on to their heirs. If this happen&S$§ theuld never

see "their" money. So, to prevent this from happening they require people to take mandatory
distributions from their account when at the required beginning date (RBD).

When do | have to take my first payment?

The required beginning date to take RMDOGOs i s
from which you are no longer working for your employexhichever comefater. So, if you

are 75 years old and still wang for your employer, you are not required to take a distribution.

The year you separate from employment, however, constitutes your required beginning date and
consequently the first year of your RMD payments.

Some plans still require you to take RMD'df you are still working. They are few and far
between, but you need to check with your employer. Also, if you are considered a Key Employee,
NOTE: meaning you own 5% or more of the business you work in, you are required to take your RMD's
no matter what - evenif you are still working.

r-1_ \
L)

There is an exception on the first year, though. Normally you are to satisfy your RMD by
December 31st of each year. But thatodés not th

You can postpone taking your RMD until April 1st of the year following the year you attained
age 70 %, or separated from your employer.

For example, let's say you are no longer working and you turn 70 %2 in November of 2008. You
don't have to takeyourfirs year ' s RMD until April 1st, 2009.
75 and you stopped working this year. You can hold off taking your RMD until April 1st, 2009.

But remember, this is only for thiest year. You cannot postpone taking your RMD for
subsequent years. In other words, if you postponed your first payment until April 1 of the
following year, you aretill required to take your second RMD by December 31st of that year.
So be careful with this because you may be facing a larger tax lidbdiyyou wanted since

you had to take two distributions in the same year. A lot of people get in trouble with this part.

How much am | required to take?

Fortunately, the formula to figure out your RMD payment is relatively easy. You simply take
your accouhbalance as of December 31st of the prior tax year and divide it by a figure based on
your life expectancy. The resulting number is the required minimum distribution you must take
that year.
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For example, let's say you need to take an RMD in 2008, yobevilb by the end of the year,

and your account balance in yalf1(k)as of December 31st, 2007, was $150,000. In this case
you take youprior year ending balance and divide it by the divisor associated with age 75.
Which, in this case, is 22.9. So $150,000 divided by 22.9 equals $6,550.22. This is the amount
you have to withdrawal in 2008 for your RMD.

Generally, you can take the RMD irstallments monthly, quarterly, etc. Or you can take it in a
lump sum. It's usually up to you.

As of 2003, the IRS provided updated Life Expectancy tables which contain the divisor figures
you need to use based on your current age. There are three tabéesitth possibly be used
depending on your circumstances:

I.  Uniform Lifetime Tablgto be used during the lifetime of the account owndable below)

Il.  Single Life Expectancy Tal{le be used by the beneficiary of the account owner when the
owner is decease- table below)

1. Joint Life and Last Survivor Expectancy Tdlbdebe used when the account owner is alive, the
primary beneficiary is the spouse, and the spouse is more than ten years younger than the
owner)Access IRS Publication 590 to see the Joint Life and Last Survivor table for your required
minimum distribution.

***Use the Uniform Lifetime Table if you are the owner of the account and your spousal beneficiary is
less than ten years younger than you.***
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Uniform Lifetime Table

***Jse the Single Life Expectancy Table if you are the beneficiary on the account and the account
owner is deceased.***
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