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What is a Roth IRA?

Roth IRAs are tax-favored financial vehicles that enable investors to save money for retirement. They differ from traditional IRAs in
that taxpayers cannot deduct contributions made to a Roth. However, qualified Roth IRA distributions in retirement are free of
federal income tax and aren't included in a taxpayer's gross income. That can be advantageous, especially if the account owner is
in a higher tax bracket in retirement or taxes are higher in the future.
A Roth IRA is subject to the same contribution limits as a traditional IRA. The maximum combined annual contribution an
individual can make to traditional and Roth IRAs is $6,000 in 2021, unchanged from 2020. Special "catch-up" contributions enable
those nearing retirement (age 50 and older) to save at an accelerated rate by contributing $1,000 more than the regular annual
limits.
Another way in which Roth IRAs can be advantageous is that investors don't have to begin taking mandatory distributions due to
age, as they do with traditional IRAs; however, beneficiaries of Roth IRAs must take mandatory distributions.
Roth IRA withdrawals can be made at any time and for any reason. Withdrawals of your own contributions are tax-free and not
subject to the 10% federal income tax penalty for early withdrawals. In order to make a qualified income tax-free distribution of
earnings, the account must meet the five-year holding requirement and the account owner must be either (a) age 59½ or older, (b)
disabled, (c) deceased (and assets pass to beneficiaries) or (d) purchasing a first home ($10,000 lifetime limit). Otherwise,
withdrawals of earnings are subject to ordinary income tax and the 10% federal income tax penalty. [Certain additional exceptions
apply to the 10% penalty tax, including withdrawals for unreimbursed medical expenses in excess of 7.5% of adjusted gross
income, higher-education expenses, substantially equal periodic payments, the birth or adoption of a child (up to $5,000), and
qualified reservist distributions].
Keep in mind that even though qualified Roth IRA distributions are free of federal income tax, they may be subject to state and/or
local income taxes. Eligibility to make annual contributions to a Roth IRA phases out for taxpayers with higher incomes.
If you're looking for a retirement savings vehicle with some distinct tax advantages, the Roth IRA could be appropriate for you.
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What is the Roth IRA five-year rule?

Actually, there are two five-year rules you need to know about. The first five-year rule determines when you can begin receiving
tax-free qualified distributions from your Roth IRA. Withdrawals from your Roth IRA — including both your contributions and any
investment earnings — are completely tax- and penalty-free if you satisfy a five-year holding period and one of the following
conditions also applies:
• You've reached age 59½ by the time of the withdrawal
• The withdrawal is made due to a qualifying disability
• The withdrawal is made for first-time homebuyer expenses ($10,000 lifetime limit)
• The withdrawal is made by your beneficiary or estate after your death
This five-year holding period begins on January 1 of the tax year for which you made your first contribution (regular or rollover) to
any Roth IRA you own. For example, if you make your first Roth IRA contribution in March 2021 and designate it as a 2020
contribution, your five-year holding period begins on January 1, 2020 (and ends on December 31, 2024). You have only one
five-year holding period for determining whether distributions from any Roth IRA you own are tax-free qualified distributions. (Roth
IRAs you inherit are subject to different rules.)
The second five-year rule is a little more complicated. When you convert a traditional IRA to a Roth IRA, the amount you convert
(except for any after-tax contributions you've made) is subject to income tax in the year of the conversion. However, your
conversion isn't subject to the 10% early distribution penalty, even if you haven't yet reached age 59½.
But what the IRS giveth it can also taketh away. If you withdraw any portion of your taxable conversion within five years, you'll
have to pay the 10% early-distribution penalty on those funds that previously avoided the tax — unless you've reached age 59½ or
qualify for another exemption from the penalty tax. This five-year holding period starts on January 1 of the year you convert your
traditional IRA to a Roth IRA. And if you have more than one conversion, each will have its own separate five-year holding period
for this purpose.
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Comparison of Traditional IRAs and Roth IRAs
Traditional IRA

Roth IRA

Maximum yearly contribution
(2020)

Lesser of $6,000 or 100% of
earned income ($7,000 if age 50
or older)

Lesser of $6,000 or 100% of
earned income ($7,000 if age 50
or older)

Income limitation for
contributions

No

Yes

Tax-deductible contributions

Yes. Fully deductible if neither you
nor your spouse is covered by a
retirement plan. Otherwise, your
deduction depends on your
income and filing status.

No. Contributions to a Roth IRA
are never tax deductible.

No

No

Yes

Yes; tax free if you meet the
requirements for a qualified
distribution.

Required minimum
distributions during lifetime

Yes. Distributions must begin by
April 1 following the year you
reach age 72.

No. Distributions are not required
during your lifetime.

Federal income tax on
distributions

Yes, to the extent that a
distribution represents deductible
contributions and investment
earnings.

No, for qualified distributions. For
nonqualified distributions, only the
earnings portion is taxable.

10% penalty on early
distributions

Yes, the penalty applies to taxable
distributions if you are under age
59 1/2 and do not qualify for an
exception.

No, for qualified distributions. For
nonqualified distributions, the
penalty may apply to the earnings
portion. (Special rules apply to
amounts converted from a
traditional IRA to a Roth IRA.)

Includable in taxable estate of
IRA owner at death

Yes

Yes

Beneficiaries pay income tax
on distributions after IRA
owner's death

Yes, to the extent that a
distribution represents deductible
contributions and investment
earnings.

Generally no, as long as the
account has been in existence for
at least five years.

Age restriction on
contributions
Tax-deferred growth
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IMPORTANT DISCLOSURES
Securities and Advisory Services offered through Cadaret Grant & Co., Inc., a Registered
Investment Advisor & Member FINRA / SIPC. www.finra.org
m2 Asset Management, Inc. & Cadaret Grant & Co., Inc. are separate entities.
OSJ Office: 100 Madison St., Ste. 1300, Syracuse, NY 13202 / (315) 471-2191
Disclosure:
Performance figures displayed herein represent past performance and are not predictive of future
results. The investment return and principal value of an investment will fluctuate so that an investor’s
shares/units, when redeemed, may be worth more or less than the original cost. Investment
securities are not FDIC-insured, nor are they deposits of, or guaranteed by, a bank or any other
entity.
The information has been gathered from sources believed to be reliable, however, m2 Asset
Management and Cadaret, Grant do not guarantee the accuracy or completeness of the information,
do not provide tax, legal, or accounting advice, and clients should consult their tax, legal or
accounting advisor as appropriate.
To the extent that this material concerns tax matters, it is not intended or written to be used, and
cannot be used, by a taxpayer for the purpose of avoiding penalties that may be imposed by law.
Each taxpayer should seek independent advice from a tax professional based on his or her
individual circumstances.
These materials are provided for general information and educational purposes based upon publicly
available information from sources believed to be reliable — we cannot assure the accuracy or
completeness of these materials. The information in these materials may change at any time and
without notice.
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