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Navigating the “Bermuda Triangle” of IRAs—
Nonqualifi ed Roth IRA Distributions

With the repeal of the $100,000 adjusted 
gross income limitation in 2010, Roth IRA 
conversions will become more popular 

than ever. Consequently, as more people convert to 
Roth IRAs, future distributions from these accounts 
are inevitable. However, danger awaits the unwary.

While it is commonly known that Roth IRA distribu-
tions are generally free from income tax, most people 
have little knowledge of the treacherous waters of 
Code Sec. 408A. In particular, the greatest threat 
occurs when an IRA owner takes a “nonqualifi ed 
distribution” from his Roth IRA. Nevertheless, with a 
good understanding of the rules, one can chart a safe 
course through the “Bermuda Triangle” of IRAs.

In this column, I will discuss the Roth IRA distribu-
tion rules and the impact that Code Sec. 72(t) has on 
nonqualifi ed distributions. 

Qualifi ed Roth IRA 
Distributions—General
Under Code Sec. 408A(d), a Roth IRA distribution 
will be treated as a “qualifi ed distribution” if both 
requirements are met:

The distribution is made:
(a) on or after the IRA owner turns age 59 1/2;
(b) to a benefi ciary (or the IRA owner’s estate) 

on or after the death of the IRA owner;
(c) because the IRA owner is “disabled” (as de-

fi ned under Code Sec. 72(m)(7); or
(d) for a “qualifi ed special purchase” (i.e., fi rst 

time home buyer).
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A five-year mandatory holding period has 
passed.

For purposes of second requirement, the fi ve-year 
mandatory holding period begins with fi rst day of the 
taxpayer’s tax year in which the fi rst contribution is 
made to any Roth IRA and ends on the last day of the 
fi fth consecutive tax year, which includes the tax year 
in which the contribution is made. Thus, if a taxpayer 
makes a contribution to a Roth IRA on May 5, 2007, the 
fi ve-year mandatory holding period begins on January 
1, 2007, and would end on December 31, 2011.

Taxation of Nonqualifi ed Roth 
IRA Distributions—General
Should a taxpayer fail the “qualifi ed distribution” 
test, then the Roth IRA distribution will generally be 
subject to income tax. However, the Roth IRA dis-
tribution will only be taxable to the extent there are 
previously undistributed current and/or accumulated 
earnings within the Roth IRA.

Example 1. On February 3, 2007, Jacob, age 
60, made a $5,000 contribution to a new Roth 
IRA for the 2007 income tax year. On May 17, 
2009, Jacob withdrew $5,750 from his Roth IRA. 
Between February 3, 2007, and May 17, 2009, 
no additional contributions or distributions were 
made to or from the Roth IRA. Given these facts, 
because Jacob did not meet both tests for a “quali-
fi ed distribution,” $750 of his $5,750 distribution 
(i.e., the earnings attributable to Jacob’s initial 
contribution) will be subject to income tax.

Example 2. Same facts as Example 1, except that 
Jacob withdrew $4,500 from his Roth IRA in full 
liquidation of his account. In this case, none of 
the distribution would be subject to income tax 
in that his total distribution ($4,500) was less 
than the aggregate amount of the contributions 
made to the account ($5,000). Further, the $500 
loss that results from the full liquidation of the 
Roth IRA can be recognized as a miscellaneous 
itemized deduction (subject to the two-percent 
adjusted gross income limitation).

Example 3. Same facts as Example 1, except that 
Jacob made a $5,000 Roth IRA contribution in 
2008 and in 2009. Based on these new facts, 
none of the distribution will be subject to income 
tax because the distribution ($5,750) was less 

than the aggregate of the contributions made to 
the Roth IRA ($15,000).

Example 4. On October 10, 2007, Mary, age 65, 
converted $50,000 of her traditional IRA to a Roth 
IRA and paid income tax on 100 percent of the 
conversion. On April 12, 2010, when the Roth IRA 
was worth $57,000, Mary requested that the entire 
account be distributed out to her. Given these 
facts, because Mary did not meet both tests for a 
“qualifi ed distribution,” $7,000 of the distribution 
will be subject to income tax. (Note: The remaining 
$50,000 would not be subject to income tax in 
that Mary had previously paid income tax on that 
amount at the time of her Roth IRA conversion.)

Example 5. Same facts as Example 4, except that 
the Roth IRA was only worth $48,000 at the time 
the entire account was distributed out to Mary. In 
this situation, Mary would not pay any income tax 
on the distribution because the distribution was less 
than her original conversion amount. (Note: The 
$2,000 “loss” would be eligible to be deducted as 
miscellaneous itemized deduction in that it was at-
tributable to a conversion and not a contribution.)

Example 6. In 2007, Alice, age 52, passed away, 
leaving her $12,000 Roth IRA to her daughter, 
who, in turn, took an immediate distribution of 
the entire balance prior to the end of 2007. Prior 
to her death, Alice had made $5,000 contribu-
tions to her Roth IRA for the 2005 and 2006 tax 
years. Based on these assumptions, the Roth IRA 
distribution by Alice’s daughter would not be a 
“qualifi ed distribution,” even though the distri-
bution was made pursuant to Alice’s death, due 
to the fact that the fi ve-year mandatory holding 
period was not met at the time of Alice’s death. 

Example 7. Same facts as Example 6, except that 
Alice’s daughter waits until 2013 to liquidate the 
Roth IRA when the account is worth $16,000. 
In this case, the $16,000 distribution in 2013 by 
Alice’s daughter will be a “qualifi ed distribution” 
in that (1) the distribution was made pursuant 
to the death of the Roth IRA owner, and (2) the 
fi ve-year mandatory holding period has been met. 
(Note: This is an over-simplifi ed example used 
to illustrate the taxation of post-death Roth IRA 
distributions. In reality, though, Alice’s daughter 
would be required to take required minimum 
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distributions starting in the year following the 
year of Alice’s death.)

Example 8. Same facts as Example 6, except 
that Alice had made contributions to her Roth 
IRA since the 2001 tax year. As a result, Alice’s 
daughter’s liquidating distribution from the Roth 
IRA in 2007 would not result in taxable income to 
her in that the distribution would be a “qualifi ed 
distribution” due to the fact that the distribution 
(1) was paid pursuant to the Roth IRA owner’s 
death, and (2) the fi ve-year mandatory holding 
period was met at the time of Alice’s death.

10-Percent Additional Tax 
on Early Withdrawals
Code Sec. 72(t) imposes a 10-percent additional tax 
on the taxable portion of any distribution from a tra-
ditional IRA (and/or other qualifi ed plan) to the extent 
that the IRA owner is under the age of 59 1/2 at the 
time of distribution. This additional tax also applies 
to the taxable portion of any Roth IRA distribution. 
However, under Code Sec. 72(t), there are several 
exceptions to this general rule. 

Below is a sample of some of the exceptions to the 
10-percent additional tax:

Death
Disability (within the meaning of Code Sec. 
72(m)(7))
Payments which are part of a series of equal pe-
riodic payments over the life expectancy of the 
IRA owner
Medical expenses (provided that the expenses 
exceed 7.5 percent of the taxpayer’s adjusted 
gross income)
Qualifi ed higher education expenses
Distributions used by unemployed individuals to 
pay for medical insurance premiums
First-time home buyer expenses (not to exceed 
$10,000 in aggregate)

In the context of Roth IRAs, if the Roth IRA owner 
meets the fi ve-year mandatory holding period require-
ment, but is not age 59 1/2 at the time of distribution, 
then the taxable portion of the Roth IRA distribution 
will not only be subject to income tax (because the 
distribution is not a “qualifi ed distribution”), but also the 
10-percent additional tax on early withdrawals, provided 
that one of the exceptions under Code Sec. 72(t) does not 
apply. On the other hand, if the Roth IRA owner is over 
age 59 1/2 at the time of distribution, but has not met the 

fi ve-year holding period, the taxable portion of the Roth 
IRA distribution is only subject to income tax.

Example 9. Alex, age 50 in 2007, contributed 
$5,000 to his Roth IRA each year from 2007 to 
2012 ($30,000 in total). In 2013, Alex withdraws 
the entire balance from his Roth IRA when the IRA 
balance was $36,000. In this case, while Alex met 
the fi ve-year mandatory holding period, he was 
not age 59 1/2 at the time of distribution. Thus, the 
Roth IRA distribution was not a “qualifi ed distri-
bution.” As a result, Alex must pay income tax on 
$6,000 of taxable income ($36,000 – $30,000). 
Further, because Alex was under the age of 59 1/2 
at the time of distribution and no exception under 
Code Sec. 72(t) applied, the $6,000 would also be 
subject to the 10-percent additional tax.

Example 10. Same facts as Example 6, except 
that Alex used the Roth IRA distribution to pay for 
qualifi ed higher education expenses. Given these 
facts, the Roth IRA distribution was not a “quali-
fi ed distribution,” resulting in taxable income of 
$6,000. However, the $6,000 taxable distribution 
would not be subject to the 10-percent additional 
tax on early distributions in that one of the excep-
tions under Code Sec. 72(t) applies.

Example 11. On January 1, 2009 ,Jeanie (age 61) 
dies, naming her son, Mark (age 35), as primary 
benefi ciary of her $18,000 Roth IRA. During her 
lifetime, Jeanie made $5,000 annual contributions 
to her Roth IRA beginning with the 2006 tax year 
($15,000 in total). On November 1, 2010, Mark 
withdraws the entire balance from his mother’s 
“inherited” Roth IRA when the account was worth 
$19,000. Based on these facts, $4,000 of the 
$19,000 Roth IRA distribution by Mark in 2010 
would be subject to income tax in that the distri-
bution was not a “qualifying distribution because 
the fi ve-year holding period had not been met. 
Conversely, the $4,000 taxable portion of the dis-
tribution would not be subject to the 10-percent 
additional tax in that the distribution was made 
pursuant to the death of the Roth IRA owner.

Example 12. Same facts as Example 11, except 
that Jeanie made a $2,000 contribution to her 
Roth IRA during the 2000 tax year. In this case, 
the $19,000 distribution would neither be subject 
to income tax nor subject to the 10-percent addi-
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tional tax in that the fi ve-year holding period had 
been met and the distribution was made pursuant 
to the death of the Roth IRA owner.

Under Reg. §408A-6, a special rule applies to Roth 
IRA distributions which are attributable to prior year 
conversion amounts. In this situation, the IRA owner will 
be subject to the 10-percent additional early withdrawal 
tax if (1) the distribution is not a “qualifying distribution,” 
(2) none of the exceptions under Code Sec. 72(t) apply, 
and (3) the distribution takes place during a fi ve-year 
period beginning with the year of conversion. 

For purposes of fi ve-year holding period rule, the 
test is applied on a conversion-by-conversion basis. 
For example, if a taxpayer converted a traditional IRA 
to a Roth IRA in 2006, 2007 and 2008, the fi ve-year 
rule would apply to each tax year exclusively. 

Example 13. In 2008, John, age 55, withdrew his 
entire Roth IRA balance. The $30,000 distribution 
was comprised of the amounts shown in Chart 
1. Of the $22,000 converted from a traditional 
IRA during the 2006 tax year, 100 percent was 
attributable to prior year deductible contribu-
tions and earnings. Based on the above facts 
and assumptions, the $30,000 distribution is not 
considered to be a “qualifying distribution” in that 
it took place prior to John reaching age 59 1/2 
and none of the other qualifi cations under Code 
Sec. 408A(d) apply. Further, while the fi ve-year 
mandatory holding period with regard to prior 
year contributions was met, the fi ve-year holding 
rule for the conversion was not. As a result, the 
taxable portion of the prior year conversion will 
be subject to the 10-percent additional tax. Chart 
2 summarizes the taxable portion of the Roth IRA 
distribution and the portion of the distribution 
subject to the 10-percent additional tax.

Chart 1.

Roth IRA contributions (2002-2005) $8,000

Roth IRA conversion (2006) 22,000

Total Roth IRA distribution $30,000

Chart 2.

Total Roth IRA distribution $30,000

Less: Roth IRA contributions (8,000)

Less: Roth IRA conversion (22,000)

Taxable Roth IRA distribution $0

Total Roth IRA distribution $30,000

Less: Roth IRA contributions (8,000)

Roth IRA distribution subject to 10 percent tax $22,000

Chart 3.

Total Roth IRA distribution $30,000
Less: Roth IRA contributions (8,000)
Less: Roth IRA conversion (22,000)
Taxable Roth IRA distribution $0

Total Roth IRA distribution $30,000
Less: Roth IRA contributions (8,000)
Less: Non-taxable Roth IRA conversion (2,000)
Roth IRA distribution subject to 10 percent tax $20,000

Chart 4.

Roth IRA contributions (2004-2009) $30,000

Roth IRA conversion (2008) 55,000

Roth IRA earnings (2004-2009) 15,000

Total Roth IRA distribution $100,000

Chart 5.

Total Roth IRA distribution $100,000
Less: Roth IRA contributions (30,000)
Less: Roth IRA conversion (55,000)
Taxable Roth IRA distribution $15,000

Total Roth IRA distribution $100,000
Less: Roth IRA contributions (30,000)
Roth IRA distribution subject to 10 percent tax $70,000

Chart 6.

Total Roth IRA distribution $100,000
Less: Roth IRA contributions (30,000)
Less: Roth IRA conversion (55,000)
Taxable Roth IRA distribution $15,000

Total Roth IRA distribution $100,000
Less: Roth IRA contributions (30,000)
Less: Roth IRA conversion (55,000)
Roth IRA distribution subject to 10 percent tax $15,000
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In addition to the above, the 10-percent additional 
tax only applies to the taxable portion of prior year 
Roth IRA conversions.

Example 14. Same facts as Example 13, except that 
of the $22,000 converted to the Roth IRA in 2006, 
$2,000 was attributable to prior year nondeduct-
ible contributions. Based on these new facts, Chart 
3 summarizes the taxable portion of the Roth IRA 
distribution and the portion of the distribution 
subject to the 10-percent additional tax.

Furthermore, any earnings attributable to a Roth 
IRA distribution are subject to the 10-percent ad-
ditional tax, regardless of whether the earnings are 
attributable to prior year contributions or prior con-
version amounts.

Example 15. On January 4, 2010, Sally, age 
57, withdrew her entire Roth IRA balance. The 
$100,000 distribution comprises the amounts 
shown in Chart 4. Of the $55,000 converted from 
a traditional IRA during the 2007 tax year, 100 
percent was attributable to prior year deductible 

contributions and earnings. Chart 5 shows the tax-
able portion of the Roth IRA distribution and the 
portion of the distribution subject to the 10-percent 
additional tax.

Finally, it is important to point out that, to the extent 
the fi ve-year holding period for a prior year conver-
sion is met, the amount of the conversion included as 
taxable income in the prior year is no longer subject 
to the 10-percent additional tax.

Example 16. Same facts as Example 15, except 
that Sally converted the $55,000 to her Roth IRA 
in 2004. Given these facts, Chart 6 summarizes 
the taxable portion of the Roth IRA distribution 
and the portion of the distribution subject to the 
10-percent additional tax.

Conclusion
Although the tax law governing Roth IRA distributions 
is quite onerous, once a person has a decent basic 
knowledge of these complex rules, he or she is in a 
better position to navigate the troubled waters of the 
IRA “Bermuda Triangle.”

This article is reprinted with the publisher’s permission from the
TAXES–THE TAX MAGAZINE, a month ly journal published by CCH, a Wolters Kluwer business. 
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